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FOREWORD

HE decade following the Great War has been an

economic laboratory for the average man. Dis-
ordered exchanges, inflation, deflation, depression, boom,
cost-of-living indexes, unemployment, rationalisation,
restriction schemes, gold standards, " silver questions,”
flights from marks, devaluation of francs, reparations,
debts, capital levies, housing finance, and multitudes of
other grim problems have brought home to him that he
lives in a moving economic world, where rule-of-thumb,
tradition, passion, shrewdness, push, the bludgeon and
the blunderbus, are the feeblest and least of his resources.
There is now an inkling that a process of thought is neces-
sary for solutions, possibly even some knowledge and
patience. Impatience and petulance with a tangled
skein, ignorance and haste with a crippled watch, are
mere parables of the older democratic virtues facing the
economic dilemma. Progress in most sciences rests on
a few minds—the multitude enter into their labours.
In economics, progress is only through, and with, the
wills and understanding of the people, and a raising of
the level of consciousness is the essential preliminary to
advance. The more knowledge the better, but this
may be a distant aim; the immediate necessity is a
realisation that there is a problem—the immediate
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Vi FOREWORD

knowledge wanted is to know that one does not
know.

There is an apparent plethora of " easy " books on
economics, aimed at the man in the street. But there
are so many different types to be reached, and from so
many angles, that there is room for tools of every degree
of rigidity or simplicity, every grade of finesse, for the
whole range from the purely abstract to concrete ob-
jectivity, requiring every degree of mental application
and perspicuity. In this mass, yet detailed, attack,
Miss Scott's " Approach " must take a distinctive and
significant place. For the approach to the subject is
everything to many : it must be realistic enough to show
that economics is not a series of dismal abstractions,
but a part of the thoughts and habits of every hour of the
day; it must be abstract enough to convince that no
grasp of objective problems is possible without a dis-
ciplined range of thinking and principles—economics
being a mode of thinking much more than a body of
teachings ; it must warn, yet attract; it must encourage,
yet bridle. Miss Scott's book satisfies these tests in an
eminent degree. It can be used as a serious first text
book to the student who is " going on," or as a highly
readable survey for the general reader, or even as a
reference book to those who would have a glimpse of
what is involved in certain current problems. Its
freshness in well-worn paths, and its balanced treatment,
will make it a popular introduction, but its caution that
there is " more behind," at many points, should satisfy
the academic critic who rightly resents the numerous
attempts to pass off as " economics without tears" a
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subject so difficult in its ultimate and practical
applications.

| would go so far as to say that such a book might well
be read on the dy by many busnes men, and others
in high places, with advantage to the community.
j. c. STAMP
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PREFACE

N order that such an introductory book as this may

be of use to readers who have never done any economics
before, it must bewritten in the simplest possible language,
using a minimum of technical terms, and drawing as
much as possible on examples familiar to everyone ; and
this has been my aim throughout.

Every writer who attempts an elementary statement of
economic theory is confronted with one unavoidable
difficulty. The members of his audience may all be
equally unfamiliar with the theoretical skeleton of eco-
nomic science, but they are almost certain to be very
unequally equipped with knowledge of the raw material
with which that science deals; that is, with everyday
business and finance. The would-be exponent of eco-
nomics, therefore, has to choose between explaining (for
instance) the monetary and banking system with a degree
of detail which may irritate a business man, or assuming
in his readers a knowledge of banking principles and
practice which cannot be expected from those whose
activities are not directly connected with business. In
this book, at therisk of taxing the patience of theinitiated,
| have attempted to produce an explanation requiring a
minimum of general knowledge, in order that no one may
be deterred by a lack of practical economic experience
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from acquiring that knowledge of economic principles
which is becoming increasingly indispensable to citizen-
ship. B

Of the four sections into which the contents are
divided, the first deals with the nature and mechanism
of the laws of Supply and Demand, with the division of
labour and with the market as the pivot of the economic
process. The second discusses the factors of production
on which these laws work, both individually and as
combined in institutions. The third is concerned with
the distribution of the final product among those owning
the factors of production and includes a chapter on public
finance. Finally, the fourth section provides examples
of how to use on the study of current problems, those
tools of analysis which the earlier and more elementary
parts of the book have taught the student to handle.

My book inevitably owes a particular debt to those
on whose teaching at the London School of Economics
it is based. Most especially, although not in any way
claiming his authority for all my conclusons, | wish to
acknowledge my obligation to Professor Lionel Robbins,
not only for the general training in economic analysis
which has given me what qualifications | have, but for
the generosity with which, sometimes at great personal
inconvenience, he has given this book the advantage
of his advice and criticism.

H.M.S.



THE APPROACH TO ECONOMICS

CHAPTER |
INTRODUCTION

H A T is the science of economics, and why should

we study it ? These are two separate questions
which are both quite necessary and justifiable. We will
begin by taking the first and looking for a definition of
our subject matter.

What Economics is. There are a great many such
definitions, mostly either too wide or too narrow. For
instance, we shall often hear it said that economics isthe
science of prices. This definition is too narrow. Many
things do not get a price attached to them, but neverthe-
less have a great economic importance. Take the work
that is done by women in their own homes. This never
enters directly into the pricing process; but it is eco-
nomically important in that an increase or decrease in
the amount done affects the wages of women working out-
side their homes, and the price of labour-saving machinery,
and the market for houses, and so on right back to'the
supply of fat cattle! This last point is no exaggeration
at all; big joints will not go into the small oven of a
labour-saving flat, so fewer people buy them now than
used to a few years ago when women were less impatient
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2 INTRODUCTION

of housework, and farmers no longer findit worth while to
breed the heavier types of cattle. Again, the economic
importance of a good education is well understood ; but
the action of the State, in making itself responsible for
educating its citizens, is removing education from the
scope of the pricing process.

On the other hand, we may hear it said that economics
is the science of ordinary business—of how man gets his
wealth and spends it. In a sense, thisistrue; butitis
much too wide. Economics does not study the whole of
the matter. It leaves the technical side right out of
account. If that definition were accurate, an economist
in order to be properly equipped for his task would have
to be a competent engineer, farmer, chemist, and dozens
of other specialists as well, all rolled into one; which no
economist has ever tried to be. Actually, economics only
studies what happens when things are scarce. If we com-
pare it with mechanics, we see that mechanics is mainly
concerned with the fact that bodies attract one another.
It is not concerned with their smell, taste, colour or
chemical properties. Similarly economicsisnot concerned
with the structure and technique of production of any
article, but only with the fact that the article is scarce.
That is the property which interests the economists, as
weight and mass interest the physical scientist. We can
reasonably call economics the science of scarcity.

But economics is far more widely known as the science
of wealth. Thismay seem to be a startling contradiction
to anyone who has not seen the terms used before in this
amost interchangeable way. How can the study of
wealth and the study of scarcity be the same thing?
But it is quite justifiable. Let us examine the notion
of wealth and see why thisis so.
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Wealth. What congtitutes the wealth of a man or a
nation ? Not money, certainly, although there used to be
a schoal of economists who thought so.  As we shall se
later on in more detail, money has no value apart from the
things which it enables people to buy. Then is it the
things themselves—the concrete personal or national
belongings—which arewealth ?  Thisis nearer the point,
and looks at first sight as if it might be the correct answer.
But we find a difficulty as soon as we try on this bads to
compare the wealth of two individuals. One—say—has a
house, thirty acres of land, and a market garden; the
other has a smaller house, forty acres of land, and a pig
farm. Which is the better off ? How much house-room
equalsan acre? How many pigs equal how many rows of
cabbages ? The comparison is impossible ; we are driven
back on to money values again. We have to say that a
man's wealth is the money value of his possessons

Value. But how is this money value decided ? We
shall have to go into this point in a good deal of detail in
the next chapter but one; but for the moment it will be
enough to point out that this value does not depend only
on what the goods in question are like. Suppose that cne
market gardener's site is at the bottom of a valley, so that
at the end of a dry summer hefindsthat he alone of all the
neighbourhood has a fine stock of cabbages while every-
body dse has had theirs ruined by drought. People will
want just as many cabbages to eat asthey did before, and
his will be the only ones obtainable. Consequently there
will be a rush to buy his stock and he will be able to
charge higher prices without losing custom. He will be
a wealthier man than he was. Yet the cabbages them-
‘sdves arejust the same as last year'scrop.  The change
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is not in them, but in their scarcity. On the other hand,
it may be a good year for cabbages, not only in our
gardener's neighbourhood but all over the country ; and
there will be more of them in the market than people are
willing to buy at the old price. In order to sell his stock,
he will have to lower his price. He may even find, as
many farmers have in fact found, that it does not pay him
to send the cabbages to market at all. The crop will
certainly be worth less than it was, and it may be quite
valueless. This again is not because of any change in the
cabbages themselves ; it is merely because of a change in
their scarcity. Value depends on scarcity. And we have
seen that wealth is value. So that economics, in study-
ing scarcity and the way it affects people's behaviour, is
really studying the reason why the ownership of some
.things confers wealth while that of others does not; why,
for instance, the man who owns a ton of coal is less rich
than the man who owns aton of copper, why the man who
has the ability to sweep a crossing is less rich than the
man who has the ability to design railway bridges; and
what the connections are between the scarcity of some
things and the value of others.

In the course of this book we shall sse how far, in fact,
relationships between different values work out as these
laws of supply and demand would lead us to imagine, and
how far, on the other hand, they are interfered with by
people's ignorance of where and how .they can sell and buy
to the best advantage ; or by the rules of such associations
as Trade Unions; or by law, custom and sheer inertia.
It must never be forgotten that the laws of supply and
demand take us no further than the elements of mechanics
takeaworking engineer. We cannot build up an adequate
explanation of the way the economic system workswithout
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taking account of these outside influences, any more
than the engineer can build a bridge without taking
account of floods and dry spells, of heat and cold, of
corrosion and vibration and so on; and if we try, we
shall get results nearly as disastrous in the one case as in
the other.

Goods and Services. But before going on in this way to
se how things come to be worth what they are, we have
got to be rather more definite about the terms we shall be
using. To say that wealth, for instance, is money'sworth
or potential money's worth is all very well, but it may still
mean severa things. We generally think of wealth in
terms of goods and the value of goods. But what about
services and the value of services? Let us suppose that
there are two families, Jones and Robinson, each having
the same income, but one of which spends a certain amount
on buying and running a car that will last four years,
while the other spends exactly the same amount (if the
reader feels conscientious he can allow for interest; it
makes no difference to the argument) on paying wages for
four yearsto acook. Asaresult of these transactions the
Jones family owns a car; the Robinson family owns
nothing, since the cook still belongs to herself and not to
them. Are weto conclude that the Jones family is there-
fore better off than the Robinson family—that the Robin-
sons have definitely made themselves poorer by choosing a
cook instead of acar ? Assuming that they act reasonably,
they have not. They definitely believe that having made
their choice they are at least as well oft as if they had
chosen otherwise. For what they have paid for is not
the cook, but the services she will render them; and
what the Joneses have paid for is not really the car, but
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the services the car will render them. | nthe last analysis,
the Robinsons think they will get more satisfaction from
the extra tastiness of their food, and the comparative lack
of troublein preparing it, than they would from the extra
speed and pleasure in getting from place to place in a car
rather than on foot or by train; and the Joneses think
the opposite. Each family really compares, not a cook
with a car, but a set of satisfactions derived from one set
of services with another set of satisfactions derived from
another set of services. It is just the same when we are
comparing goods which are consumed all at once—like
bread or cigars or fireworks—with goods which are not
consumed but only enjoyed, or rather which are consumed
only very slowly—Iike houses or books or tennis courts.
We compare the satisfaction we get from the one with the
satisfaction we get from the other, and choose accordingly.
And these satisfactions, expressed in a money form, are wealth
just as much as the goods from which they are derived.

Capital and Income. It is convenient to express this
by calling one sort of wealth Capital and the other sort
Income. Now at this point we find ourselves, not for the
last time, using words for the purposes of economics
in a sense different from that in which they are used
in everyday life. It comes as a distinct shock to hear
that acigar is just as much " capital " as a cigar factory,
and that it is the satisfaction derived from the cigar
which is income. When a well-known firm of trunk
manufacturers said in an advertisement " A trunk
is a good investment, and its dividend is service" they
meant this statement to have a striking and paradoxical
flavour ; and except to the economist, so it has. But to
him it ssems a perfectly obvious way of stating the
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trunk's merits. Economics suffers more than any other
science from having to use in an exact and scientific sense
words which are loosely and widely used by the man in
the street; but however odd the results may sometimes
seem, this vocabulary has to serve somehow, and we must
try and put out of our minds the confusion arising from
this common usage. However, even adopting its terms
from everyday life, economics finds that its vocabulary is
rather inadequate, so that many words have to do double
duty. Weshall find theword " income " used not only of
satisfactions, but of a flow of goods, while the word
" capital " is used not only of the values of goods, but of
the goods themselves considered not as a flow but as a
stock. (" Stock " isin fact an old word for capital in the
everyday business sense) Thus even the economist,
picking his words as carefully as possible in order to avoid
confusion, will say that a firm has a capital of £10,000
(that is, the value of the things it owns) and that the capital
consists of so much land, buildings, machinery, patent
rights and so on (that is, the actual things themselves).
This is all very confusing and regrettable, but cannot be
helped ; for economists who try to invent words to fit
these different ideas, avoiding the old ambiguity, only get
laughed at for their pains.

We can roughly say, then, that economics is the study
of the phenomena arising out of the fact that some things
are scarce.  What is the use of this study ?

Why Economics should be Sudied. Economics is
worth studying for its own sake, as a mental exercise.
Compared with the physical sciences, it is in one sense
at a serious disadvantage because its conclusions cannot
be tested by experiment under laboratory conditions.
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But in another sense, regarded as a means of developing
a well-balanced logical judgment, this very fault is an
advantage. After all, there are few situations in either
business, administration, politics or daily life which are
amenable to laboratory tests. Economics develops one
of themost valuableof al | qualities—the senseof evidence;
the faculty, that is, for judging the relevance and import-
ance of various considerations without mechanical aid.

But few people are satisfied with a science which merely
provides interesting mental gymnastics and serves no
material purpose. And some have objected that as the
main study of economics is, after all, business, it is quite
a superfluous science, since its subject-matter could best
be left to the business man. Now thatisonly alittleless
absurd than to argue that the study of zoology and evo-
lution could best be left to the animals. It is of course
true that the business man sees things from his own point
of view a great deal more clearly than the outside student.
But then we don't want his point of view ; we want some-
thing a great deal wider. A rabbit, if it could speak,
could tell us many things—and very interesting things
too—about its life, which we cannot se ourselves; but
even a super rabbit gifted with human intelligence could
not tell us fromits own experience anything about the laws
-of evolution. It is true that the rabbit might say these
laws were no use, since no knowledge of them would help
him to a hole when a fox was after him; and a motor
manufacturer might say that a knowledge of economics
was no use to him because it would not tell him just what
shape of bonnet will best tickle the public taste. But
that does not make either set of laws unimportant to
animals in general, or to industrialistsin general.

Nor, although the teachings of economics are general,
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are they quite without practical use. No text book of
economics will tell a business man exactly what to do at
a particular moment, or give a Government full directions
how to govern a State. But it will show each of them
some of the pitfalls to be avoided. One cannot draft a
satisfactory Coal Mines Act or even a tariff schedule,
or plan a rationalisation campaign, purely from an
acquaintance with economic principles. But one can
criticize these things in their light. Economics is no
philosopher's stone, to turn everything it touches to
gold; but it will help at least to distinguish gold from
baser metal. 1t will help us to follow out the chain of
cause and effect in the immensely complicated economic
world of to-day, without being misled by pseudo-statis-
ticians with axes to grind, by political cranks, and by
newspaper " stunts " and scares. The knowledge thus
acquired is useful to all citizens, but especially indispens-
able to all those who are discontented with the imper-
fections of the way industry is at present organized.
Mr. Lloyd George once referred contemptuously to people
who wanted " to pull down the whole fabric of modern
society with crowbars and with cranks—especially with
cranks." That is quite a justifiable description of
reformers who try to tackle their job without an adequate
knowledge of economic theory. Economics alone will
not build a millennium; but in that building—and in
whatever preliminary pulling-down may be necessary—
itis an essential tool.

SUMMARY. Economics is the science of wealth.  Wealth
consists of those goods and services which are scarce enough to
have money value. The study of economics is valuable as a
logical training and as casting a light on current events.



CHAPTER 11
CO-OPERATION. PRODUCTION AND THE MARKET

CONOMICS, then, is the science of scarcity and of

value, and we have got to study the way in which
scarcity affects people's actions ; that is to say, the steps
they take to remedy scarcity.

The Productive Process. This inquiry is a study of
the productive process—the creation of wealth, capable of
satisfying human wants, by the use of raw materials and
natural forces which in their original state are not capable
of doing so. The productive process includes the render-
ing of services, and so it is important to remember that
the dairyman who delivers milk where it is wanted, when
it is wanted, and in the quantities in which it is wanted,
is a productive worker just as much as the farmer who
owns the cows it originally came from. The classica
economists taught that only work which resulted in a
material object was productive. But they were wrong.
Milk in a milk pail on a farm in Somerset has not, from
the point of view of the final consumer in London, been
produced at all; for him, it is only a finished product
when it is delivered on his doorstep. And if he is staying
in a hotel, and the milk is actually put on his breakfast
table for him, the waiter who puts it there has aso, as
a matter of fact, shared in its " production." So that

10
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remarks in the daily papers about " unproductive
middiemen " need to be taken with several grains of salt.
(Though whether there are not too many middlemen,
and whether their services are not grossly overpaid, is
another matter.)

Moreover, work cannot be called productive or
unproductive according to whether we think its
results good or bad, useful or usdess. Workers in the
opium industry, bootleggers, and porters at casinos
are, in strict economic language, just as productive
as farm labourers, coal miners and doctors. This may
seem odd, and it is in fact rather unsatisfactory, because
it twists the word some way from its accepted sense;
but it is the lesser of two evils. For if once we start
trying to rule out of discussion some forms of economic
activity because they are harmful or usdess, we have
no idea where to draw the line; or at least, any line we
may draw must be purely arbitrary. The pussyfoot will
rule out distilleries; the highbrow will rule out Holly-
wood ; one crank will rule out tea, and another meat;
the lowbrow will disagree violently with all of them, but
maintain that there is nothing productive about the work
done by a teacher of Latin. Economists who try to
settle these matters will find themselves called upon to
judge between good and bad food, good and bad art,
and even good and bad religion; and that is no part of
any economist's job.

The only test whether an activity is productive or
not is whether it meets a demand. Economists, as
economists, can go no further than that. They cannot
enquire whether the person who has bought an article is
satisfied when he has bought it or throws it away after-
wards, and say in the second case that the work spent
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on making that article was unproductive. The work
spent on making a Christmas pudding does not become
partly unproductive when the small boy who has eaten
histhird slice begins to wish fervently that he had stopped
at the second. The only question to be satisfied is this :
" Is anybody willing to pay money for this work to be
done?" If the answer is " Yes," then the work is,
economically, productive. The opposite cannot be put
so positively, because, asthe first chapter explained, much
economically important work is done for which no money
is paid. But all work, for whose performance someone
is willing to pay, is productive work, no matter how
beautiful or ugly, useful or harmful, the product may be.

The productive process, therefore, covers the whole of
economic life; andthereisno activity satisfying a human
want (unless we except spiritual wants) which falls outside
it. Thisisabigfield to cover; how is oneto set about
it? Are there any salient facts about this enormously
complicated business of coping with: scarcity which can
be picked out and used to explainit ? There aretwo such
facts. The first is the division of labour; either the
one-man-one-job division of labour which gives us car-
penters, gardeners and fishermen, or the one-man-one-
thousandth-of-a-job division of labour which gives us
the employee in a mass production factory, spending all
his working hours in tightening an endless stream of
exactly similar nuts. The whole economic system is
based on the division of labour;- and that is one of our
salient facts. The other fact is the really astonishing
success of thewhole process. It does not work perfectly—
far from it—slums, unemployment, sweating, " dinners
without appetites at one end of the town and appetites
without dinners at the other " are there to remind us of
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that; but on the whole it does work. Millions of people
spend their working lives producing things for which
they individually have no use at all, each trusting that
meanwhile others among those millions are producing
the things they do want; and their trust is, generally
speaking, justified. The chaos we might expect is no.
chaos but afairly efficient machinein some sort of running
order. That is our second salient fact.

The Division of Labour. Let us take our two facts in
order. Firstly the divison of labour; what are its
characteristics and advantages? There are two sorts of
division of labour : simple and complex. In the first
sort, one man makes one article or handles one material;
the one-man-one-job division of labour referred to above.
This is that divison of labour which is found in the
separation of workers into skilled trades. Then thereis
the complex sort in which not only each trade, but each
process within a trade, is carried on by a different set of
men ; asin Adam Smith's famous example of pinmaking,
in which (even as early asthe 18th century) the compara-
tively smple work of manufacturing pins was " divided
into about eighteen distinct operations.”

The advantages of the division of labour have always
been, in one form or another, a cause of enthusiasm
among economists. " Massproduction,” " scientific man-
agement,' ' " rationalization,” are all forms and refine-
ments of the divison of labour. These advantages are
several. In the first place, divison of labour means
specialization, and when a man specializes the chances
arethat he will choose the job for which he is best fitted.
There was a folk-song about the man who ** swore he
could do more work in a day than his wife could do in
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three " and changed jobs with her for a day in order to
proveit. He had avery bad time indeed with the dirty
dishes. The writer (presumably a feminist) does not say
what happened to the wife. But if each of them had
generally had to spend half the time ploughing and
harrowing and the other half cooking and mending socks,
it is safe to say that, what with his clumsy fingers and her
inadequate strength, both the mending and the crops
would have suffered.

In the second place, once a man has specialized in one
job he acquires skill at that job far greater than if he had
tried to do every sort of work for himself. " Jack of all
trades is master of none,” while the man who specializes
makes himself in time into a far more effective working
machine than he was at the beginning. Besides, division
of labour leads not only to increases in manual dexterity
but aso to increase of knowledge; anybody working con-
tinuously at onejob will end by knowing alot more about
it than if he had chopped and changed the whole time.
This is particularly important because whereas manual
dexterity cannot be passed on, knowledge can; so that
the effect is cumulative as one generation of workers
succeeds another.

In the third place, division of labour saves time, quite
apart from the speeding up which results from the increase
of skill. Inits simple form it saves constant changing
from one set of tools to another, with all the additional
waste of time which always occurs while a worker is
settlingdownintoanew job. Concentrationisimpossible
to a man who is constantly changing his work; the
division of labour, by keeping him constantly in the same
occupation, saves this loss. ’

In the fourth place, division of labour saves tools; and
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this is, in modern times, perhaps its most important
function. Even if it were carried out so haphazardly
that the man fitted by natural abilities to be Archbishop
of Canterbury were in fact driving a dustcart, while the
man whose natural abilities would make him a first-rate
bee-keeper were Archbishop in his stead, and even if
specialization brought neither increase of skill nor ad-
ditional concentration and continuity ; even if, that isto
say, it did not at all economize manpower, it would be
worth while as economizing tools and, in particular,
machines. An expensive machine is only worth while if
its cost is to be spread over a great number of articles ;
but it will only produce a great number of articles if it
is worked fairly continuoudly. And if it isto be worked
fairly continuousdly it has got to be the busness of one man
or of one set of men to run it, and the production of those
articles has got to be concentrated in their hands. It is
not worth while to have a blacksmith's forge on every
farm ; if every farmer tried to do his own farrier-work it
would have to be done by much more primitive methods.
Only the division of labour which puts all smithy work
in the hands of the blacksmith makes the forge possible.
Still more is this true when the equipment in question
is not a crude furnace with a leather bellows, an anvil,
and a sat of tools, but, let us say, an expensive linotype
printing machine.

In thefifth place, it is only when labour is divided that
any conscious organization is possible. Every organization
beyond the most primitive needs to have someone in
charge of it, to plan out work, keep order, and generally
be responsible. That is, in itsdf, a variety of work;
and it is essential that one person or a group of specialized
persons should do it. It cannot, of its very nature, be
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divided up among the whole gang. Still more so a whole
modern nation. Government is afull-timejob ; business
organization—financial, commercial or industrial—is a
full-time job. It could not be carried on by people who
had also to provide themselves directly with food and
clothes and houseroom. This is proved by the history of
the Trade Unions, which tried originally to govern them-
selves by mass-meeting decisions, and found that did not
work; then to be governed by leaders who did their
organizing work in their spare time and kept on with
their ordinary trade ; then, finally, decided that in order
to be properly organized they had got to make organizing
a full-time paid job; to let their organizers, in ‘fact,
specialize.  The same applies to research work, invention,
and discovery of all kinds.  They must be full-time jobs
in order to produce their best results.

In the sixth place, division of labour makes saving
possible. A community of peasants, each one of whom
did all the work on his farm, kept his house in repair, and
did not concentrate on one particular job, could save after
a fashion; but they would find it a very slow business.
For saving does not consist in storing up food and drink
(most of which will not keep for long in any case) but in
doing work whose results will only be available in the
future. Where there is a division of labour, a man who
saves accumulates money and, when he has enough,
buys the goods he has been saving up for; because, in
the meanwhile, somebody else has been making those
goods. If nobody had been making them his money
would be usdess, and if there had been no division of
labour nobody would have been making them, because
everybody would be on the same footing and doing the
same work. To put the point in a more abstract way:
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Division of labour facilitates saving by allowing some to
concentrate on the production of goods for future use,
while others keep them in exchange supplied with goods
for current consumption. We shall hear more of this
when studying Capital.

Finally, division of labour between human beings makes
possible division of labour between areas, by allowing
groups of people to specialize on producing the things or
performing the services for which they are best fitted.
The results of this particular kind of division of labour—
of the " localization of industry "—are so enormousthat
we shall need to study them in detail later ; they cannot
be treated at this stage.

These are the main advantages of the division of labour.
Readers can easily think up further concrete examples for
themselves. But, our second fact still remains un-
accounted for. How does the whole thing work? The
worker in a motor factory who will never own a car and
may not even want to, the clerk in a big stockbroker's
who keeps his own savings in the Post Office and has no
personal interest in the business of investment, and the
doctor attending to other peopl€e's ailments while he him-
self is always in perfect health—all these are not producing
things even partially for their own consumption. How
is it that their work manages to dovetail in with other
people's work so that everybody's primary wants, at
least, are to some extent satisfied ? Hereis a very com-
plex machine made up of pieces each of which is working
on its own account and in its own interest, and yet each
of which depends on all the others for the necessities of
its existence. This machine does not invariably produce
the right amounts of everything, that is true; but it
generally does. How does this happen?
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Price and Equilibrium. The answer lies in the word
Price. Prices are put upon things which are scarce
and which are aso wanted. They must be both; no
one will pay a price for air (if we leave deep mine shafts
and such places out of account) because although it is
certainly wanted there is enough of it to go round
anyway; and nobody will pay a price for an albino
mosquito, because although it is certainly scarce it is
aso unwanted. The price varies according to how
scarce, and how much wanted, the article is; and it is
always such as to restrict the demand to the amount
available. It is like a thermometer; its movements
show, for every commodity and service, whether more or
less ought to be produced in future. It isthe movement of
prices which leads the whole economic process towards a
state of equilibrium.  Equilibrium, in economics, means a
state of affairs in which no consumer of goods and services
wants to divide his resources differently (the Jones family,
which were mentioned in the first chapter, do not want to
exchange their car for a motor-bicycle and have a char-
woman, and the Robinson family do not want to dismiss
their cook and buy the car) and no producer finds it worth
his while to turn out less, or more, of whatever his particu-
lar product may be. In equilibrium, " no change " is the
policy which pays best. If conditions alter, so that
consumers want to allocate their incomes differently, or a
new invention makes it possible to turn out more goods
in agiven industry at the same cost, it is the movement of
prices which shows what sort of readjustment is necessary
in the economic machine to meet the changed conditions,
and automatically leads to those adjustments being
carried on until equilibrium is reached once more and it
no longer pays to make further changes.
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The process is by no means perfect. The tendency of
the economic system to settle into equilibrium is often
compared with the tendency of water to find its own level
in a system of communicating tanks and pipes ; but to get
a realistic picture of the extent to which this tendency
works out in practice we should imagine that our tanks
and pipes are filled not with water but with heavy oil,
which trickles slowly and stickily, and that moreover the
whole apparatus is being often jolted about and pushed
out of shape by forces from outside. But although the
process may never be actually completed it is absolutely
necessary, if we are to understand the laws which govern
the movement of the liquid, to realisethat it wouldfindits
own level intime if left to itself; and similarly, however
unreal the idea of economic equilibrium may appear in a
world of economic flux, it remains the central point of all
economic theory. The remainder of this book (apart from
the last three chapters, which deal with some causes and
results of dis-equilibrium) consists in the analysis and
explanation of the way equilibrium is reached in different
parts of the economic system, and how the equilibriating
force of price manifests itself. For price does not only act
as a thermometer ; we may aso say that it acts as a
thermostat. In economic language, price moves accord-
ing to supply and demand, and supply and demand in
turn move according to price. Itiswith the exact nature
of this all-important action and reaction of price, demand
and supply that the remainder of this chapter and those
which immediately follow it will be occupied.

Pricein the Market. To start from the very beginning :
How is aprice arrived at in thefirst place? It would be
quite impossible to look at the whole economic field and



20 PRODUCTION AND THE MARKET

try to explain how every commodity and service comes
to bear the price it does, but we can se what genera
principles are at work by looking at one single commodity
and trying to explain the price of that. We want to
simplify the question as much as possible ; therefore we
choose a case where the only thing to be considered is the
effect of supply and demand on price, not the effect of
price on supply. That can come later. We shall choose,
for this explanation, a case where no movement of price
can make any difference whatsoever to the supply ; where
there is a stock of goods which, at one price or another,
has got to be got rid of.  Such an example is provided by
a fish market.  Fish will not keep, so the whole day's
catch has got to be disposed of; and no more can be had
till the boats come in again next morning, s buyers can
have only what is already there.  Under these conditions,
how is price fixed ? '

The Nature of a Market. Before answering this question,
one or two things have to be made clear about the market
itself. The whole point of a market is to bring buyers
and sellers together.  When a market is working perfectly
every buyer can buy equally easily from any seller—
that is, he can get equally easily to each stall, knows the
prices being asked at each, and has no preferences apart
from price. And every seller knows what price other
sellers are asking or getting. In studying this perfect
market, therefore, we assume perfect knowledge and per-
fect freedom of choice. Then, also, since we are trying
to make our example as simple as possible, we will rule
out variations of quality. We will assume that all the
fish in the market are of the same grade, so that all can be
assumed to be worth the same amount.  We will assume,
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too, that neither buyers nor sellers have got together
beforehand amongst themselves and agreed what price to
ask or offer. We assume, that isto say, free competition
on both sides. Given these assumptions, the way is clear
for us to go on and answer the original question, " How is
price determined ? "

SUMMARY. Production is the satisfaction of economic
wants, of whatever description. Production on the modern
scale is made possible by the division of labour, which allows
the advantage of specialisation to be reaped, both s between
men and as between areas, and saves time and machinery.
Production is regulated, and equilibrium maintained, by the
movement of prices. This movement can be most easly
analysed in the market under conditions of free competition
and perfect knowledge.



CHAPTERI | |
HOW PRICES ARE FIXED : DEMAND

‘E have had to clear away quite a lot of under
. grbwth in order to reach this central question of
price-determination. In particular, we have simplified a
great deal by so choosing our example that the sellers
point of view can be left right out of consideration for the
time being. But even in studying demand—that is,
the buyers' point of view—we have to take one step at a
time. Wewant to know why the buyer will give so much,
and no more, for so many fish; and to find this out we
must answer an apparently rather childish question :
" Why do the people in the market want to buy fish at
all?"

Balancing Alternatives.  If they were not going to buy
fish, they would spend their money on something else.
The fact that they buy fish shows that they prefer it,
just then, to the other things they might have bought
for the same money—eggs, or meat, or postage stamps, or
whatever you like. We can imagine a buyer at the stall
subconsciously balancing in her mind the importance of
four herrings compared with avague bundle of alternatives
of this sort represented by so many pence ; and the num-
ber of pence she is finally willing to give for the herrings
depends on how the balance is struck between them and
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these alternative uses for her housekeeping money. The
answer to the first question—" Why do people buy fish ? "
is, therefore, that they buy a certain amount of fish be-
cause they prefer fish up to that amount to anything ese
they might get for the money.

It follows that the more importance they attach to fish,
the more of other things they are willingto forego in order
to get fish ; that is, the higher the price they will pay for
it. The price of fish depends on the attitude of the buyer
towards fish, which depends, in turn, on the alternative
ways in which they can spend their money, and their
attitude towards those alternatives. The demand for
any one commodity is linked with the demand for all
other commodities, and their prices are linked accordingly.
That is one of the most important things to remember in
economic theory; however hard we try to isolate one
particular set of transactions, we cannot get away from
this balancing of alternatives which lies behind demand.

It should be noticed, too, that we have spoken through-
out of comparative preferences, the balancing of one thing
against another; never of absolute needs. It is not
necessarily the person who needs fish most who will pay
most for it; for there may be other things which are
making equally urgent calls on his resources.

Diminishing Utility. This brings us to our second
point. Nobody balances in their mind " fish" in the
abstract against " money " in the abstract. They think
of so much fish, compared with so much money. And the
comparative importance of the fish and of the other things
depends on the amount of fish they are thinking of. Our
buyer at the stall in the fish-market may decide to offer
sixpence for four herrings, but she certainly would not
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offer £2 10s. (or 600 pence) for 400 herrings. Four
herrings are useful; 400 herrings, to an ordinary house-
wife, are merely anuisance. Shewould not takethem as a
gift. And what holds good of the extremes aso holds
good between them ; she might have some use for twenty
herrings, if they were given to her, but would not think of
buying them ; and she might buy ten or a dozen, but
only if the price had come down—as the diagram shows.
(Fig. ).

This is just one example of a general truth. We are
really dealing with an instance of what is called in econ-
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omics Diminishing Marginal Utility. This expression
sums up the fact that as we get more of a thing, each
succeeding amount of it is less important to us than the
one before. The first glass of water drunk when one is
thirsty is an event to be looked forward to for hours in
advance ; the second is pleasant, so is the third, but the
fourth the drinker may hesitate about. It does not
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signify (the expression used is sometimes " Diminishing
Marginal Significance") nearly so much to him as the
first did. Itisjustthe same with other things—helpings
of pudding, or hundredweights of coal, or anything else.

There are, it is true, apparent exceptions. Readers
may object that the more whisky one drinks, the more
one wants to drink ; or the more one reads, the more one
wantstoread. Thisisquitetrue, if wetake into account
changes of taste occurring over aperiod of time; but at
any one moment the second glass of whisky, or the second
hour's reading, is less important than the first. And it
is the rate at which transactions take place at any one
moment which interests us. Diminishing utility plays a
part in settling every price.

Besides diminishing utility, there is always the fact
that the more one spends on one thing, the less one has to
spend on other things. If aman isfurnishing aroom, the
number of chairs he buys is not only determined by the
fact that more than four or five would hardly ever be
used, but also by the fact that he has to buy a table and a
carpet. And it must be remembered that just as each
successive amount added to one's store of a particular
commodity diminishes in importance compared with the
rest, so each successve amount taken away increases.
There is thus a double process at work to reduce the price
one is willing to pay for each successive increment.

The " Margin". As for the puzzling word " marginal,"
that is used to show that although the importance of any
one of a series of articles depends, to the buyer, on the
number of these articles which he hasin mind, itis not the
order in which he buys them that matters. Any one
of the four glasses of water may be taken to be the
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"marginal” glass—not merely the last one, in point of
time, to be drunk. The marginal article is the article
whichthe buyer only just decides to buy, at agiven price;
and so, if a certain number of articles (in this case fish)
are on the market and must be sold, the price will have to
be such that the buyers, taken together, will just decide
to purchase the whole lot. - For what we can say of Mrs.
Jones, or Mrs. Smith, or Mrs. Robinson, applies also to the
whole crowd of shoppers in the market. Their demands
all add up to form atotal, though of course they may each
take different amounts &t a given price ; and any one of
them will offer less for each of a dozen fish than they would
for each of half a dozen. The more fish there are, the
less each fish will fetch.

Perfect Knowledge means a Single Price.  Since we have
assumed that everyone in the market knows exactly
what isgoing on, therewill be only one price for the whole
market. |If one man tried to charge more, people would
go elsewhere, and if one man charged less, buyers would
crowd to his stall and he would be able to raise his price
at once. Thus it is not only the amount each stall-
holder has for sde, but the amount his neighbours have,
which matters to him. We have worked round to the
same position as that of our market gardener in the first
chapter ; only now we know exactly why the value of his
cabbage crop depended partly on other circumstances
than the quality of those particular cabbages. Price is
determined at the margin, and the position of the margin
depends on the total amount available.

We can come a step nearer to the normal state of
affairs—after all, most commodities are not in real life
sold without a reserve price—by supposing that our
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unfortunate fishermen can, in the last resort and if things
get too bad, find some alternative use for their fish;
they may, for instance, use them as manure. This means
that if the price sinks below a certain level a new lot of
buyers enter the field—the sellers themselves. Their
margins are likely to
be very different
from those of the
original  shoppers,
but they vary with
the price in just the
same way. The
higher the market Resevef™™™
price, the less will FIG. 11,

be held back, or

" bought " back, by the sellers; and taking the market
as a whole, the reserve price and the public demand are
all part of the same thing in reality (Fig. I1).

¥ _Sellers_Demand

Elagticity of Demand. It is important to know just
what difference the total amount available makes to the
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Demand Demand
(@) ' &
Fie. 1II.

price. Supposing the amount is doubled, we know that
the price will fall off; but by how much? That depends
on what is called the elasticity of demand. Elasticity of
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demand measures the amount that the demand changes
as prices change. If it changes a great deal, it is said to
be very elastic, if it changes very little, it is said to be
very inelastic (Fig. I11). In the second case, very little
more of a commodity is sold as the price is lowered,;
people want a certain amount, and are prepared to pay a
good deal for it if necessary, but they do not want much
more no matter how cheap it gets. Salt is a good example
of a commodity of inelastic demand ; to be cut off from
the small amount needed to make food tasty would be a
real hardship, but once that is provided little more is
wanted at any price. In the second case, the amount sold
increases rapidly as the price goes down; teais a com-
modity of thiskind. Whenitisvery dear alittleis made
to go along way ; when it is cheap fresh pots are brewed
more often, and much more is used. In our fish-market
we are looking at the matter from the other side, looking
not, in the first place, at how demand changes in response
to price, but at how much price has to change in order to
produce a given effect on demand. But it is the same
process.

We can now, however, leave the fish-market for the
time being and turn to generalities. The elasticity of
demand for any commodity will vary with several causes.
Two things have to be considered : the effect of changes
in price on individual consumers and the fact that
different persons have different incomes to spend. If the
price of, say, books comes down, demand will expand in
two ways to meet the movement; the people who buy
books will buy more, and people who previously did not
buy books will start to buy them. The elasticity of
demand for carsis probably fairly small for theindividual
buyer; however cheap cars become, it is hard to imagine
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any normal owner renewing his car or cars oftener than
once ayear. But for thepublic as awhole it is different;
every time the price comes down a new layer of buyers
is touched who had previously never owned a car at all.
So we can say that the demand for a commodity which is
too expensive for a large part of the public will be more
elastic than the demand for a commodity which everyone
is buying. It will have two ways of expanding instead
of only one.

In the second place, the demand for a commodity which
has many substitutes will (other things being equal)
always be more elastic than the demand for a commodity
which has none. The demand for beef is made more
elastic by the fact that there are other sorts of butchers'
meat; the demand for tea is made more elastic by the
fact that people also drink coffee and cocoa. If one of
these commodities gets much cheaper than the others,
the others will lose some of their consumers, and the
expansion of demand will be correspondingly greater than
if its only source had been the increased consumption of
the original buyers. And if the price rises, the falling
off in demand will be correspondingly more rapid because
consumers, feeling the pinch, can turn more easily to
alternatives. This is all the more true when the com-
modity in question is only very slightly different from its
competitors—as the produce of any individual manu-
facturer differs from that of his next-door neighbour
in the same line of business. It is most true of all when
there is no difference at all; the elasticity of demand for
part of the supply of a commodity is always greater
than that for the whole. For instance, the elasticity of
demand for coal, taking the whole world together, is
small; while the elasticity of demand for British coal,
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or German coal, or Polish coal, taken separately, is
much greater.

Finally, the demand will generally be more elastic for
commodities which take up a larger proportion of one's
income than for those which only take up a very small
one; simply because one hardly thinks about the very
smallest items. The demand for salt is very inelastic,
partly because there is no substitute for it and partly
because so little is spent on it in any case; the demand
for sewing cotton is inelastic because the cost of sewing
cotton is so small a part of the cost of making clothes that
nobody worries much about it.

Here a word of warning is necessary. It is not nearly
as easy as all that to pick out any particular commodity
and say " If the price of this were halved to-morrow, the
demand would behave in such and such a way "—showing
elasticity or inelasticity as the case may be. The process

which goes on when a price

\‘D’ changes from one day to the
\ next is quite different from
that which goes on when it
moves gradually over a
period of years. Demand
can change not only because
of price changes but also in-
dependently of them. A dia-
gram (Fig. V) will illustrate
this: thelineD?D?, showing
the demand curve after an
Amounts. independent increase in de-

FiG. 1V. mand, is above the original

curve DD? at all its points, whereas a change in demand
following on a fall in price merely shifts the point P

Prices.
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further to the right along the curve. Most big price
changes come about so slowly, or are accompanied by so
many other changes, that there is any amount of room
for these independent intensifications or fallings-off of
demand to get mixed up with the ordinary responses to
price movement. The result of this fact is that while
it is possible to calculate roughly how demand will react
to small changes in price, it is quite impossible to make
more than the wildest of guesses at what will happen if
the change is a really large one. The scale of our dia-
gram is really deceptive.

Something like Fig. V would '
be much nearer the truth. A\
\‘\“\“
Monopoly Prices. This ‘:1{:'::‘
matter of the elasticity of “'\of"‘;":'m’;nm
demand has an important \ .
bearing on the great problem § ‘{:“3:\\‘“
of monopolies. Let us gog RN
back to the fish-market and™ e
se what the connection is. Am"““":n v
I0. .

We saw that the equilibrium
price must equate supply and demand ; that is, that it
must be just such as to tempt the " marginal " buyer to
make his " marginal " purchase, which will just carry off
the supply. Now if the supply is large and the demand is
inelastic, this equilibrium price may be almost nothing.
If there were enough herrings in a market for every
possible buyer to have 400, then we can feel fairly certain
that the price would not rise much above what they
would fetch as manure. 1f, on the other hand, the supply
is small, the price may be very high; so much so that a
small catch, sold at the good price which results from the
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scarcity, may be worth a great deal more than a large
catch sold dirt cheap.

8,000 Ibs. of fish at 6d. alb.=£200 0 O
16,000 Ibs. of fish at 2d. alb.=£133 6 8

In Fig. VI the dark-shaded area—the total paid when
the price is 6d. per Ib.—is obviously larger than the light-
shaded area—that paid when the priceis 2d. per Ib. Itis
actually to the fishermen's advantage that the catch
should be small.

Under competitive conditions this makes no difference.

It would not pay
p1 any one fisherman
) to catch less, be-

cause it is the total
catch that matters,

. andhiscontribution
\\\ P” to that is so small

that variationsin it
r3 e Sua 6 would have hardly
1000 1bs. of Fish any effect. But

Fra. VL. once the whole
crowd of fishermen
put their heads together and agree to restrict their
catches, it may be very important. For a "ring," or
monopoly, which can effectively control output, can
adso control price, and thus gain an extra monopoly
profit. In the example given above, the monopoly profit
—supposing the fishermen had limited their catch to
8,000 Ibs.—would have been £66 13s. 4d.

Elasticity and Monopoly.  The effectiveness of a mon-
opoly depends almost entirely on the elasticity of demand
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for the commodity concerned. If the least variation of
price causes demand to vary widely, a monopoly as such
is not likely to be a very profitable concern ; its control
of output will give little effective control of price, since a
rise will be immediately penaized and a fall will merely
bringit nearer to theordinary competitivelevel (Fig. VI1).
The elasticity of demand inturn depends, as we saw, on a
‘variety of causes; and so the effectiveness of any mon-
opoly depends on the whole series of considerations which
we discussed above—the position in the range of incomes,
the possibility of substitutes, the proportion to total
expenditure, and so on. A monopoly in cotton or apples
would be comparatively unprofitable beside a monopoly

Amounts. "'-\smnkag, Amounts, Shrinkage
in amount in amount
taken taken

FIG. VII.

inwireless valves or in aluminium. It will be an excellent
exercise for readers to work out the full list of reasons why
this is so.

SUMMARY. People buy things because those things are
mor e important to them than the money they spend on them—
more, that is to say, than the alternative ways of spending
that money ; and when the position is the other way round.

D
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instead of buying they sell. The exact price at which the sale
takes place depends on the amount of goods available (the
supply, which we shall be examining in the next chapter) and
the buyers attitude towards those goods, up to the margin at
which they no longer think buying worth while.  That is
what is meant by saying that " price is determined at the
margin."  The responsiveness of demand to changes in
price is called its elasticity, and this varies from one com
modity to another. Monopoly profit arises when selling
power is so concentrated that output can be fixed at the
amount yielding a maximum total return, and therefore
depends largely on the shape of the demand curve.



CHAPTER IV
HOW PRICES ARE FIXED: SUPPLY

N the last chapter we got a broad idea of the play of

forces behind the buyers' offers in the market; that is,
of utility and buyers preference. The corresponding
influence behind the supply side of the market is cost.
Indeed the role of cost is so obviously important that the
old classical economists, intrying to solve the price deter-
mination question, all studied cost and cost only, leaving
the demand side right out of discussion; and it is still a
temptation to do the same. In the shops, prices are fixed
and do not vary from hour to hour and day to day in
response to changes in the amount of stock held and the
numbers of the buyers, as in our imaginary fish-market;
goods are sold at so much above cost as will give a profit
to the trader. It is easy to suppose that it is cost, not
demand, which determines price.

Prites come before Costs. But these cost theories of
price were misleading, and really it is all the other way
round. Prices are not fixed at a certain level because of
costs ; costs are incurred up to a certain level because,
at the price ruling, thereis aprofit to be had by incurring
them. The classical economists used to say that the price
of an article depended, in the last resort, on the amount
of labour that had been put into that article; but they

85
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were wrong. An article is not valuable because |abour
has been expended on it; the waistcoat buttons which
Lewis Carroll's Ancient Ancient Man made out of had-
dock's eyes (picked up in the heather) must have cost a
great deal of labour, but even without the poet's evidence
on the subject we know that they would not fetch much.
Who wants haddock's eye buttons ?  Thetruth isnot that
things are valuable because work has been put into them,
but that work is done because the worker expects the
finished product to have value.

Cost and Price Determination, Nevertheless, cost does
play apartinfixingprice; it actsindirectly, by limiting

Searcity of . 1F.
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the supply. We know that the smaller the supply, the
larger the price for each item of that supply. And if the
materials out of which, and the tools by which, athingis
made are scarce, the thing itself will be scarce, that is
to say dear; and the materials and tools will be dear too.
The way costs are determined can be illustrated by a
diagram (Fig. VIIIl). The price of the product, which
results from the demand confronted with the scarcity,
makes it worth while to pay a high price for the



COST AND PRICE DETERMINATION 87

tools, materials and- labour which are used in its
production.

If we try to trace back the ingredients of the cost to
the seller of an article in a shop, we find the price of the
material, which is scarce ; the wages of the various per-
sons who worked on it and of the shop assistant who sells
it (we saw in the second chapter that he is a productive
worker just as much as any of the others) whose labour
is scarce ; and a share of the rent of the shop and the cost
of the tools used, since shops, shop sites and tools are also
scarce. Then we find ourselves still faced with the
guestion of why the material cost as much as it did, and
the wages, and the rent; and we start the whole process
again with the cost of production of the materials, and
the tools, and the shop. In the last resort, we always run
up against scarcity. All the complication of the classical
" Labour Theory of Value" is thus quite unnecessary.
Things are dear because they are scarce, irrespective of
how that scarcity is caused—whether by the fact that a
lot of skilled labour has to be spent on them, or that their
production takes along time, or simply that thereis very
little of the original raw material in existence. Any of
these reasons may make a thing scarce; but it is the
scarcity that matters, not the way the scarcity is caused.

It must never be forgotten, either, that scarcity means
scarcity relative to demand ; and this has an important
bearing on the question of costs. It means that cost,
instead of being necessarily, as under the " labour cost
theory " areal sacrifice, and an undergoing of something
unpleasant in order to get a given product, becomes merely
a foregoing of one product in order to get another. To
explain this more fully : there is a certain amount of
time at our disposal, a certain amount of coal and iron
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in the ground, a certain amount of land which can be
turned to various purposes, and a certain amount of human
energy (and be it noted that the use of this does not
necessarily mean a real sacrifice; work, up to a point, is
a good deal pleasanter than having nothing to do). The
question arising is: What use shall these things be put
to? and the answer is: Which demand is the most
urgent ?  Which, that is to say, offers the best price ?

" Costs register competing attractions’  Cost, therefore,
simply arises out of the competition of various demands
for alimited amount of the original factors of production.
The cost of one commodity is really equal to the value of
the alternative commodities which could have been made
by using the same resources. An American economist,
Professor Knight, has summed up the whole argument in
four words: " Codts register competing attractions.”
The cost of coal, timber, land and raw materials generally,
depends on the strength of the various kinds of demand
competing for the physically limited supply.

This is not an altogether satisfactory explanation,
because, although it is perfectly true as far as it goes, it
gives no means of measuring the element of real cost—
not merely the sacrifice involved in choice—which does
exist in economic life. Morework still has to be done than
is at all pleasant for the workers ; the growth of industry
brings about a general uglification of town and country,
soot and fumes defile the air and shut out the sun.  These
are real sacrifices to the progress of industry; but they
are social and not individual costs, and so no money value
is set on them and they cannot be estimated. Moreover,
the price movements which decide what costs should be
incurred are a very faulty index to the real urgency of
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needs, because demand, as we saw in the last chapter, is
merely a matter of relative preferences, and the inequality
of incomes prevents different people's preferences being
at all closely related to one another. If nine-tenths of
the people cannot afford to pay rent for decent houses,
while the other one-tenth are affluent, then man-power
and building materials which are, by all social standards,
desperately needed for slum clearance, will find no profit
to attract them to that occupation and will be drawn
instead into the business of building luxury flats. The
price signpost is completely misleading, here, as an index
of absolute needs. The economist, as an economist and
as a citizen, has to bear these things in mind; but he
cannot, except in the single case of the disagreeableness
of work after a given point, link them up with the whole
process of price determination. It is perhaps the chief
limitation of economics that it does not provide the
necessary tools for such a linking-up; the costs with
which its analysis is concerned are all relative.

Our genera conclusions, in regard to costs, is therefore
that while they depend in the last resort on the balancing
of competing demands against alimited supply of primary
resources, it is no part of an economist's job to study
in detail the ultimate causes of that limitation. If he
did, he would find himself plunged into just those strictly
technical questions, concerning industry, agriculture, and
even psychology, that we ruled out in the first chapter.

The Interdependence of Costs. But if the economist finds
that the study of the final nature of cost only leads him
into a morass, it is otherwise when he turns to examine
the way in which the cost of producing some things
affects the cost of producing others. For costs are almost
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all inter-dependent. Connections run in all directions.
The explanation, given in the first chapter, of how the
decline in the amount of housework done by women has
affected the supply of fat cattle is just one instance of the
repercussions of economic happenings ; of how the whole
economic structure hangs together like a spider's web, so
that if one point is touched the whole fabric quivers.
Almost anything that happens in the economic world
can be described rather like the wedding at the end of
" The House that Jack Built "—the outcome of a whole
successon of causes. We shall sse more of this later
on when we come to study the productive process at work.

The reason for this complicated interconnection of
codts is that so many things are produced jointly—like
beef and hides, or wheat and straw, or coke and gas;
and moreover, different resources can be turned to
different usss—as coal is used for power in a number of
industries, and steel can be made into machinery for a
variety of purposes, and land can be used for houses or
shops or factories or gardens. And on the other hand,
things are aso demanded together—Ilike carts and horses,
or brushes and combs, or bricks and mortar and tim-
ber ; while others are supplied as alternatives to one
another, like the tea and coffee we discussed in the last
chapter. Thus we get the phenomena of joint supply
(beef and hides), composite supply (tea and coffee), com-
posite demand (steel for cars or steel for ships) and joint
demand (carts and horses). Let us now examine the way
in which the cost of producing goods which are connected
by any of these relationships is affected by them.

Take, in the first place, the question of Joint Supply—the

simultaneous production of, let us say, wheat and straw.
The first thing to be noticed is that the costs cannot be
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determined separately. The cost of grain and the cost of
straw, added together, equal the cost of wheat; but that
is as far as we can go. Hence it follows that these costs
must move together. Assuming that the demand re-
mains constant, if grain becomes cheaper straw will aso
become cheaper ; for as more of the one is produced more
of the other has automatically been produced aso, and
with the increase of supply and unchanged conditions of
demand the price is bound to fall. One price may move
more than the other, supposing that one demand is more
elastic than the other; but they will move in the same
direction. If, on the other hand, there is an independent
change in demand, the prices may move in opposite
directions. If more stock are bred in a country, so that
more straw is required for bedding, the result will be that
the price of straw will rise independently of what happens
to the price of grain; and if more wheat is grown as a
result, the price of grain will fall, since the demand for
that is not altered.

Composite Supply has already been touched on in the
last chapter in connection with the causes controlling
elasticity of demand. Compositely supplied articles being
partial substitutes for one another, their prices will be
apt to move in the same direction in response to changes
in demand ; but they are not linked on the supply side
at all. The cost of producing tea has nothing to do with
the cost of producing coffee.

Composite Demand is nearly as simple. Take the case
of steel, which can be used for purposes ranging from
battleships to safety-razor blades. Suppose war is
declared, and a new demand arises for armour plates for
ships. More steel will be needed for that purpose,
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and less will be available for cars and cutlery, so prices
will go up all round. The relation is not so direct as in
joint supply; an increase in the cost of producing ships
does not necessarily mean an increase in the cost of pro-
ducing cars. But if that increase is due to a rise in the
price of steel, then it will be spread over all the commodi-
ties into whose production steel enters, so that an inde-
pendent increase in the demand for one product of a
compositely demanded commodity will tend to raise the
price of all the others. There is a general likelihood that
the prices of all articles made of steel will be subjected to
the same influences on the cost side, whatever happens
to the demand.

Thereremains last of all the question of Joint Demand ;
that is, of things which supplement one another, like
bricks and mortar, or pipes and tobacco. If the cost
of producing bricks goes down, the price of houses will
fall, the demand will expand, and the price of mortar will
go up. As with composite supply, the link is indirect,
through demand ; there is no direct connection on the
supply side.

Practical Investigation. Enough has been said to show
the lines on which one should investigate when trying to
follow out the economic consequences of a change in the
price of any particular commodity. One must look
around to see whether it is produced jointly with any
other; whether its manufacture draws on the same raw
materials or other resources as other commaodities, and if
s0, which; whether it has many close substitutes; and
to what extent it supplements other commodities. When
all these lines of investigation have been followed up,
one can go a step farther and see in the same way what is
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the position occupied by the other commodities affected.
In practice, aimost all economic investigations are of this
nature; the theoretical apparatus which we discussed
in the last chapter has comparatively little direct bearing
on day-to-day economic problems. Readers may test
their grasp of the subject by tracing the effects of, say,
a sudden craze for thatched roofs on the price of wheat,
the supply of tiles, the demand for straw-bottomed
chairs, and the wages of thatchers ; carrying the investi-
gation on, if they choose, to include such secondary
effects as may result on the receipts of canal companies,
the demand for gutters and rainpipes, and the sdes of
fire extinguishers.

The last chapters have given an outline of the elemen-
tary workings of the laws of supply and demand, firstinthe
market for a single commaodity, then in the process of
sorting out resources between different uses, and finally
in the interconnections between different commodities.
We shall have to return later on to the subject of cost,
and study it from a different angle ; but first we must pass
from the study of principles in action to the study of the
materials on which they work ; and that will be the task
of the next five chapters.

SUMMARY. Supplies are limited by cost, since people will
incur costs up to the riding price but not beyond. Costs in
turn arise because primary resources are scarce, and represent
the sacrifice involved in using thesefor one purpose rather
than for another. The costs of different articles are often con-
nected, because some things must be produced together (joint
supply), others serve similar purposes (composite supply),
others are only useful together (joint demand), and most can
be turned to several different uses (composite demand).



CHAPTER V
THE FACTORS OF PRODUCTION

E have now a fair idea of how this demand-and-

supply mechanism works over various periods of
time. The next thing to study is the material limits to
its action. What is the stuff it works on? How are
the finished goods, whose exchange we have studied,
produced in the first place?

The Raw Material of Economics.  The older economists
used to divide up what are called the factors of pro-
duction into three: Land, Capital and Labour. This
division is no longer considered sufficient; for land and
capital really cannot be distinguished, and both capital
and labour are of so many different sorts that they can
hardly be lumped together. Even the older economists,
as a matter of fact, admitted that they used the word
"land " as a kind of shorthand for all those factors of
production whose supply cannot be increased—like water-
power, and sites in such-and-such a position, and mineral
springs, and ore and coal seams, quite as much as the
agricultural land which they mostly discussed. But there
are a good many things which they would have called
" capital " which are nearly as hard to increase (like slow-
growing timber, for instance) and most of the value of

44
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land in established settlements is really due to improve-
ments made in it by labour. The two categories shade
into one another too gradually for any hard-and-fast
definition.

The distinction between the two sorts of capital corres-
ponding to the old " Land" and " Capital " divisions
really depends almost entirely on the length of time we
have in mind. If we are only considering, say, five
minutes' time, then the available supply of almost any-
thing is limited for that time. One cannot even increase
the supply of hard-boiled eggs—let alone of egg-cups to
eat them out of—in five minutes. But if we are con-
sidering a month, or a year, or ten years, more and more
things come under the " elastic supply " heading; into
the group, that is, of things whose number can be increased
at will. For hard-boiled eggs, it makes all the difference
whether the time concerned is five or ten minutes; for
wheat, whether it is a month or a year ; for a railway,
whether it is a year or ten. Certainly it is misleading to
follow the example of the classical economists and make
one division serve for all possible periods.

Four Major Classifications. Nevertheless, some sort of
division is necessary. The laws of supply and demand
are the same everywhere just as the laws of gravity are ;
but we would not expect to se the same results from the
action of gravity on water as on ice or on feathers, and in
just the same way we s the laws of supply and demand
acting differently on different factors of production.
One could, in fact, classify these simply according to the
way they respond to changes in demand, but this is an
abstract and rather forced classification and will not be
used here. The classification we shall be using is rough
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but closer to reality than the old classical one. It is a
fourfold division, which is really a splitting up of two big
headings—Work and Capital, the two factors which enter
into all production without exception, though of course
the proportions vary. Work is divided into two kinds;
routinelabour, or even fairly responsible labour, which is
done under orders, and for which wages and salaries are
paid, and responsible management of the highest order,
or " enterprise "—the work, that is to say, of the head of
the firm ; while Capital is divided into Fixed Wealth
(which includes land) and Loan Capital. Man power,
managerial capacity, fixed capital, and loan capital—
these are the four great factor-groups whose combinations
and peculiarities we shall be studying in the next few
chapters.

1. Fixed Capital. Of these four main groups, fixed capi-
tal isthesimplest to deal with. We saw in thefirst chapter
that capital is merely an aspect of wealth—wealth at a
moment of time. In discussing Production, the word
generally, though not necessarily, has a narrower meaning.
Strictly speaking, we saw that a cigar is capital and " pro-
duces " adirect satisfaction which isincome; but in this
discus8ion-the-word is used in something much nearer its
usual business meaning, that is, a thing yielding revenue
in money or marketable goods. There is no logical dis-
tinction at all at the back of this; it ismerely more con-
venient, since it allows us to speak in terms of money and
so to get away from subjective satisfactions which cannot
be measured. Also, it is better common sense. We shall,
in the course of the discussion, be examining questions of
rent and interest, of rate of turnover, and so on. There
is no logical reason why interest should not be paid for
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the loan of consumers goods, but in fact it generally
is not (with a few exceptions such as the hire of fancy
dresses), so such goods in the consumers hands are not
included.

Are Human Beings Capital ? The standards by which
things are included or excluded from capital are largely
a matter of convenience. For instance, there has been
some argument amongst economists as to whether free
human beings themselves should be included in capital.
There are arguments possible on both sides. If they are
not included, then we get the paradoxical situation that
anation which frees its saves (free labour being notorious-
ly more efficient than dlave labour) grows poorer; and
that it makes no difference to a country's capital wealth
if half its working population is killed off in a war. If,
on the other hand, they are included, other difficulties
are possible ; for if human beings and their belongings
are lumped together, how are we to distinguish, in making
up our capital account, between a large poor population—
say that of China—and a small wealthy population—say
that of Holland ? Down at the bottom, the trouble is
really our old acquaintance of the first chapter; that of
setting a value on things which do not come into the
market. Actually, if Chinese coolies and Dutch bulb-
farmers were put up for sde together, the Dutch bulb-
farmers would fetch more. Even making allowances for
the fact that they would not work so hard in slavery asin
freedom, they would be likely to do more valuable work
than the Chinese coolies. We shall see later just how their
price would be determined ; meanwhile it is enough to
point out the obvious fact that the more productive of
two instruments of production has the higher capital
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value. On balance, it is probably best not to include men
and women in capital. Slave labour is uncommon enough
in these days for the dilemma of a slave population to be
neglected and changes in the population of a country are
likely to be reflected correspondingly in the productivity
of its capital in the business sense ; for instance, an im-
provement in the national health which alowed the
aggregate number of working days lost through sickness
each year to be cut down by half would, under this
arrangement, not appear directly in the national account
as an increase in the capital value of the population, but
be reflected in the increased output of factories and
machinery. It would be their value which would rise,
as they became more productive.

Free Goods, A rather similar question arises over the
place of free goods like sun and wind and water-
power. As we have seen, it is very seldom that air and
water command a price directly. But a dwelling-house
site which faces south, or afactory site which has access to
water power, command better prices than others which
lack these advantages ; they have a higher capital value.
As the free goods cannot be valued separately, but only
thusindirectly, itis aswell to follow the same course aswe
did when we were discussing human beings, and to leave
them out of the capital category.

On the other hand, the decision of some economists, to
call nothing capital which is not material, leads to such
forced definitions that it is best abandoned. Patent
rights, franchises, and copyrights are certainly capital,
and it is hardly unreasonable to put investment in, say,
a good technical training on exactly the same footing as
investment in a good set of tools.
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Classical Distinctions, A great deal used to be made of
the distinction between " fixed" and " circulating”
capital—between things like machinery and buildings
and things like aretailer's stock of goods, or raw materials.
As their names indicate, one set of things remains the
same, while the other is constantly changing. Arguments
turning on this distinction formed a great part of 19th
century economic controversy. Nowadays it is practi-
cally neglected in general economics, though we shall
e later that something very like it has its importance
when we are studying theindividual firm. Thereason for
this comparative neglect is like that which has caused the
land-capital distinction to lapse. It is that we cannot
draw a clear enough dividing line; it all depends on the
length of time we arc thinking of. Machinery may be
fixed for ten years, but comparatively little is fixed for
twenty. The old economists had quite a lot of difficulty
in deciding what was the place of a farmer's stock. His
plough-horses, they decided, were fixed capital and so
were his milch cows ; but if he raised pedigree stock and
soldit, that was circulating capital ! A distinction which
lets one in for that sort of thing is better avoided. This
is a pity, because the words could quite conveniently be
used for our two divisions of " fixed capital " and " loan
capital.” But until the old use is forgotten that would
be too confusing ; and also it would conflict with business
usage rather more than is satisfactory. Theterm will there-
fore be avoided as much as possible; and the word
capital will be used, inthe discussion of production, to
cover all goods commonly serving as sources of revenue.

Capital an Ally of Human Labour. The function of
capital is to supplement human labour in production,
-
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adding to its efficiency. By means of capital, things
can be accomplished which human labour by itself—that
is, without tools of any description—could accomplish
either not at all or only very inadequately. Our strength
and dexterity, as they stand, are limited. The human
hand, as the Austrian economist Bohm-Bawerk pointed
out, is " too rude as against the structure, too feeble as
against the mass " of the material on which it works;
therefore men must use microscopes and blasting-powder
as allies. They must work roundabout, seeking their
ends indirectly, bringing in more and more of these allies ;
in the long run the roundabout way is the shorter.  One
of Bohm-Bawerk's examples is that of the man living a
couple of hundred yards from a river and—naturally—
feeling thirsty from time to time. The direct and simple
means of meeting his needs is to go to the river each time
and drink; and a very wasteful method it is. He can
save himself trouble by taking a more indirect way ; that
is, by making himself a wooden bucket and bringing home
a whole day's supply at a time. The wooden bucket is
capital, and performs the functions of capital in saving
labour. But he can go further than this; by bringing
in more alies—more capital—he can save even the daily
journey to theriver ; he can take split and hollowed logs,
put them end to end from his house to the bank, and so
make a conduit which will bring him a far more abundant
supply of water, with no further trouble on his part. By
adopting the more roundabout method he has done what
he could never have done without his material " allies."

This is a very miniature example of what happens in
modern capitalist production. The water supply of a
large city is not a matter of wooden conduits, but the
principle is the same. More and more allies have been
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caled in ; bricks and mortar, steel and concrete, to dam
up distant rivers into reservoirs ; machinery for pumping
and regulating, plant for purifying, an elaborate apparatus
of cisterns and taps and pipesin each house. They areall
capital. And the process is even more roundabout than
it looks, for behind this capital there is the capital that
went to make it—the steel works, the brick kilns, the coal
and iron mines. Capitalist production begins with
these producers goods which look as though they had
nothing to do with the final product, and by following a
roundabout route achieves an enormous increase of
efficiency. The more alies we call upon—the more capital
that is, we have at our disposal—the greater will be our
productive power.

It is not only material equipment that must be taken
into account, but aso the mass of knowledge required to
produce and use it. Much of this knowledge and skill
cannot, it is true, be included in capital, because it does
not come on to the capital market—it is merely an attri-
bute of human beings, from skilled artisans to scientific
workers ; but when itis embodied in patents it has capital
value and must be included with the rest. Patents are a
private asset, while the great bulk of valuable knowledge
is nobody's property and so is subject to no direct valu-
ation.

2. Liguid Resources. So much for concrete capital—
the material equipment of industry. The question of
loan capital is a little more difficult, as it deals with ab-
stract rights and not with concrete goods. When people
lend, or invest, money, what they do in effect is to put
off into the future the satisfactions which they might have
had by spending it, and allow someone else to enjoy
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equivalent satisfactions instead. They are willing to
wait for their enjoyment, either because they think they
will need money more in the future than they do now, or
because they think the investment will be profitable—the
borrowers having promised to give back more than the
original loan, that is to pay interest. (We shall se later,
in more detail, what interest is). But whatever their
motive, they all do the same thing; they exchange
present satisfactions for a claim on future satisfactions.
Because of this exchange of money, which can be converted
into goods and services immediately, for rights which can
only be so converted at a later date, land, labour and
equipment are turned from the work of providing for
immediate enjoyment to that of providing for the future ;
that means, they are available as extra alies in the
capitalist process we spoke of earlier. Loan capital is
the chief source of capital equipment; and it begins in
turn with the willingness of lenders to put off satisfaction
until alater date. Inthelast analysis, itisthis disposition
to wait which makes capitalist production possible.

The nature and function of these liquid resources can
be most clearly shown by considering the goods consumed
by workers who are engaged on producing things like
railways and docks and machinery—things, that is,
which will not bear fruit for some time after the work on
them has begun. Thefood they eat, the clothes they buy,
are a surplus over what is needed to feed and clothe that
other set of workers which is producing consumers
goods.  Workers producing capital goods, like others,
have to be paid for their produce at once; and the
machinery and docks will not be ready, still less paying
their way, for some time. Their maintenance is provided
for, in fact, out of loan capital—out of the sums raised by
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the people responsible for building the docks or railways
or whatever it may be, and paid out in the form of wages.

The wages of the workers who are producing immediate
consumption goods are not paid out of loan capital. They
are paid out of the proceeds of the things they are making.
But in so far as there is an interval, between production
and sale, longer than the period for which the wage is
paid—generally a week—Iloan capital is drawn upon to
keep them going until the proceeds come in. Loan
capital can be compared to the flywheel of an engine;
it keeps the whole producing-and-consuming machine
turning over smoothly and steadily, although the im-
pulses which drive it—the work done on the one hand, the
flow of finished products on the other—are discontinuous
and irregular.

3. Population. It is a relief to turn from the com-
plexities of loan capital to the comparative simplicity of
population theory. There can be no confusion, once
we have ruled out the possibility of lumping people and
their equipment together, between population and the
other factors of production. The only point which needs
emphasis is that while the maintenance of capital equip-
ment and loan capital are only means, that of the people
who work them is an end. In discussing the theory of
population, the central fact is that man is both producer
and consumer.  |If there are more people in the world, they
will both produce and consume more.

Every extra person in the world means an extra pair of
hands to work—" With every mouth, God sends a pair
of hands "—and the more people there are in the world,
the more scope thereis for the division of labour.  We saw
in Chapter 11 that it is only worth while to specidise if
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there is a market for the goods produced ; there would be
no possibility of making a Ford works pay if there were
only one thousand possible buyers of Ford cars. As
population grows, specialization can grow too. On the
other hand, every extra person in the world means an
extra mouth to be fed. From these facts some in-
teresting conclusions arise. They can best be dealt with
by way of a concrete example.

Diminishing Returns, We will take the example
familiar in classical economics—that of agriculture.
Suppose a farmer has so many acres of land, and is decid-
ing how many men he is going to employ. To employ
one man only would mean such inefficient farming that the
yield would betiny. Two is better—more than twice as
good, but still not good enough. W ith three he can make
a shift.  With four he can really run the farm properly.
The produce he gets by employing four men is far more
than four times what he would get by employing one man.
At the idea of employing a fifth man he hesitates; he
takes him on, but finds that although the yield of the
farm is increased—there is more per acre—the increase
is not so great as that which followed on the fourth man's
engagement. With asixth man, the falling off in output
per head is still more marked. Land will not respond
indefinitely to extra hoeing and tending; cattle and
horses will not breed more than once a year however many
workers are looking after them. There is, after a point,
a diminishing return to labour. Remembering the fact
that each additional man will want as much to eat as any
of the others, we see that there is at any moment a very
definite limit to the number of people who can get their
living off any given piece of land. The extra mouths
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will need as much food as ever; the extra hands pro-
duce less and less.

The Classical Theory of Population. Matters are, of
course, improved by the fact that the increase of popula-
tion always makes more division of labour possible than
before. As one cause—the limited supply of land—
works to decrease returns per head, the division of labour
works to increase them. Classical economists did not
pay so much attention to this fact as to the other. They
quite understood that division of labour did increase
returns, but they only thought about that in connection
with manufacture. And as, after all, peoplelive first and
foremost on food and not on manufactured goods, they
-concluded that as population increased it would inevitably
run up against diminishing returns. People would get
poorer and poorer until starvation or the fear of starvation
prevented them from marrying and having families, and
that would stop the increase.

This classical theory of population was a fundamentally
pessimistic one.  The classics seriously underestimated the
progress of science and seriously overestimated the con-
nection between wage rates and birth rates. They had,
in fact, no idea that invention and discovery could so
increase the world's food supplies as they have done ; and
they believed that almost inevitably anything which made
people better off would encourage them to have so many
children that the whole improvement would be cancelled.
Somethought thistrait inhuman nature could be changed;
othersthat it could not. Butin their view of the popula-
tion question they all agreed that there was a strong
tendency for too many people to be born into the world
and that the fewer there were, the better. They would
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doubtless have allowed that this argument was quite
absurd if pushed to its limits—of course a solitary family
on an unpeopled earth, even with all the resources of the
world to draw on, would be miserably ill off. But they
certainly regarded an increase of population as an
evil.

Modern theory. Modern economics takes a very differ-
ent view of the matter. For one thing, history has shown
that there is no inevitable connection between wage rates
and birth rates. In England wage rates have risen and
birth rates fallen throughout the hundred-odd years
since the time of the classics. When people are earning
good wages they begin to se the advantages of having
two or three children, and bringing them up comfortably,
rather than seven or eight and living on bread and mar-
garine all their lives. It is when they are so wretchedly
poor that they could hardly be any worse off, that they
go ahead blindly, and spoil any chance of comfort they
may have, by producing large families. Of course from
one point of view this is very lamentable, because it
means that the population gets largely recruited from
rickety, undersized slum dwellers, and from others who
may have sunk to the bottom not merely through ill
luck but because they belonged there—in a word, from
the unfit; while those families which are better fitted to
have children, being better fed and clothed and housed,
healthier, and quite possibly cleverer, often have none and
so die out. On the other hand, this fact of the " differ-
ential birth rate” as it is called, is really hopeful, for it
breaks the old vicious circle of the classical theory. It
means that the social reformer need no longer be haunted
by the fear that a devastating flood of new babies will
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swamp out the effect of his good works. On the con-
trary, he can feel some confidence that, as he raises the
standard of living of these same depressed slum-dwellers,
the disproportion between their birth rates and those of
the more comfortable classes will grow less, and the quality
of the whole people be thus improved.

The  Optimum. Modern economics, therefore, is
not particularly concerned with the old question of wage
rates and population. There is simply not enough con-
nection to be worth bothering about. But that does not
mean that the population theory has ceased to exist. It
is still very important for any nation, and for the world
as a whole, that its population shall be as near as possible
to the best number; the number, that is, which can pro-
duce most per head and consequently live most comfort-
ably. To put it more plainly ; obviously, if there were
barely standing room on the earth its inhabitants would
be worse off than they are now. On the other hand, a
single family on an empty earth would be nearly as
wretched. Where, between these two extremes, is the
best spot ? That is the question with which economists
have to deal to-day when they discuss population ; the
question of the optimum or best number. This
optimum number will not always be the same. The
optimum for an absolutely barren desert is none at all.
The optimum when that desert is irrigated and blossoming
like therose may be anything. Theoptimum for England
in the early nineteenth century, when she had to live
almost entirely on the food she produced herself, was a
great deal less than the optimum a hundred years later,
when ocean steamers were bringing her plentiful supplies
from overseas.
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Changes in the Optimum. Changes in the economic
structure of a society—in the way its farms and factories
are run, in their size and equipment, in the railways and
roads and canals that link its towns, and in its trade with
the outside world—always make a difference to this
optimum, one way or the other. Generally speaking,
apart from wars and revolutions, these changes are mainly
such as to make it possible for more people to live in each
country than did a hundred years earlier. But they
do not always make it possible for more to live in the
same spot, following the same trade, than a hundred
years ago. Thereis an optimum distribution of popula-
tion, as between different occupations and different
places, as well as an optimum total number. During
the nineteenth century, for instance, there was a great
shift of population in England from the country to the
towns. The rural population did not actually grow
less; but it had to become a very much smaller pro-
portion of the whole in order to fit in with the distri-
oution which fitted the new technique of the Industrial
Revolution.

Optimum Number sand Optimum Distribution. In discuss-
ing the population of a country at any time, therefore,
there are two questions which an economist has to answer :
" Does the number of people in this country correspond to
the optimum?" and " Are they distributed between
places and occupations in the best possible manner ? "
And if, when he has answered these, he finds that neither
numbers nor distribution are the best possible, he has to
disentangle the troubles arising from one maladjustment
from the troubles arising from the other. Neither of
theseis an easy job. Infact, the most eminent economists
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have disagreed violently as to whether, for instance,
Great Britain is overpopulated, or whether her unem-
ployment problem has only arisen because there are too
many workers in some industries and places and not
enough in others. It is as well to say quite frankly that
in this field, although economics knows what questions
have to be answered—which is plainly something—it does
not yet know for certain how to set about answering them.
We still have no way of determining with scientific
accuracy just where maladjustment is and how it should
be remedied.

4. Enterprise. Of the last of our four factors, mana-
gerial ability or enterprise—the word most commonly
used in economics—we need only say that it acts on the
others as a magnet does on iron filings within its field ;
it organizes them and forms them into productive units.
The entrepreneur (this is a convenient French word,
meaning the head of an enterprise) is the link between the
unorganized factors of production—raw materials, steam
power, man power and so on—on the one hand, and the
mass of unorganized consumers on the other. Consumers
are really very vague about what they want to buy ; few
people go to the trouble (even apart from the extra ex-
pense) of having many of their possessons made to their
own specifications. The entrepreneur decides for them.
And on the other side, a crowd of raw hands turned loose
in a factory, even if they had all the materials necessary,
and were able to sort themselves out among their different
occupations (which would itself be hard), would find it
practically impossible to do the necessary buying and
selling and to decide on questions of policy. There has
to be someone to organize; to give orders, and to make
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decisions. That isthejob of the entrepreneur. It should
be noticed that mere routine management—keeping an
eye on the clerks in an office, and seeing that orders from
above are carried out—is not enterprise, any more than
police work is government.  The entrepreneur is the man
at the head of affairs; the man who is responsible only
to himself, having no one over him to give him orders.
To decide just how important and necessary he is, and
how highly his services have to be rewarded, is by no
means the least important problem of practical economics.

This concludes our study of the four big factor-groups
considered in the abstract. Our next two chapters show
what laws govern their combinationinto industrial units,
and deal particularly with the question of size and mass
production.

SUMMARY. The classical division of the factors of produc-
tion into land, capital and labour, is no longer considered
satisfactory. They are studied under the heads of Fixed
Capital, Loan Capital, Labour and Enterprise. Fixed
Capital, allied to human labour, increases production;
loan capital provides for the maintenance of workers whose
products will only be useful later. There is a best, or
optimum, size for the working population, below or above
which produce per head falls off; but thete is no direct
connection between birth rates and wage rates. The entre-
preneur, taking the initiative in organisation, acts as a
link between the factors of production and the consumer.



CHAPTER VI
HOW THE FACTORS ARE COMBINED

REFUL readers of the daily papers may have been
rather puzzled, in reading the first section of this
book, at the unqualified assertion that an increase in
demand raises price. We are always hearing in company
reports and in newspaper articles that mass production,
or a large output in general, makes things cheaper.
Economics on the other hand apparently tells us that if
more of a thing is wanted the price will go up! Surely
there must be a mistake somewhere ? Or can it be that
the economists' conclusion only applies to the moment at
which the demand increases, while after production has
increased to match the price is bound to go down again ?
This chapter sets out to show, by studying how the factors
of production are combined, just how much there is in
the mass production argument, and what are those limits
to its validity which casual writers on economic subjects
so often ignore.

This abuse of the mass production argument is a good
instance of the difference between the outlook of the
individual business man—who sees things from his own
standpoint only—and that of the economist, who has to
take awider view. Itisworth examining this matter in
some detail, for it goes down, in the last analysis, into one
of the biggest problems of economics.

61
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The Individual Firm. The case of the individual firm
is the simplest. It is common knowledge (and indeed
common sense) that it is wasteful to keep expensive
machinery and buildings standing idle. If the manu-
facturer has borrowed money to buy them (and he
probably has) then he is paying interest on the loan and
getting nothing from the machines. If he has not, then
he is nevertheless losing the interest which his capital
might have earned if invested elsewhere. These expenses
—that is, his overhead charges—go on just the same
whether heis producing or not, and in the long run, unless
he isto lose on his business, the sae of the products has got
to bring in enough to cover them, as well as the price of
fuel, wages, packingand soon. (Weshall sselater onthat
there are very important temporary exceptions, but they
can be left aside for the moment).

We can imagine a manufacturer deciding that in order
to take as much advantage of his machinery as possible
he will take on extra workers and run the factory con-
tinuously. Up to the point where every machine is fully
occupied it will pay him to increase his staff: there
is, in technical language, an increasing return to labour.
Beyond that point an extraman or so may come in useful,
for instance, by doing odd jobs which allow the others to
give full attention to their machines; but very soon a
further increase would cease to be worth while ; diminish-
ing returns to labour would set in. One can look in the
same way at any other of the factors of production which
vary directly with the amount produced—whose price is
part of prime cost. Fuel, lubricants, lighting, and so on,
are all of this kind. It might pay our manufacturer to
spend more on lighting, up to a certain point; beyond
that point further spending would be wasteful. Returns
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would increase, reach a maximum, then diminish.

The reason why each individual business man ses a
large output making for cheap production over the whole
industry is that the largest output his factory can manage
makes for the cheapest production of his goods. He has
spent so much on machinery and he cannot unspend
it. Hehasgottomakethebestofit. And we have seen
that since overhead has got to be paid for anyway, the
best he can do is to turn out as many goods from each
machineashecan. Tohim, maximumreturnper machine
means minimum cost (to the whole enterprise) of each
articleturned out.

Now what has the economist got to say to this argu-
ment ? How is he to explain the permanent rise in prices
following expansion of production of some goods? The
economists' reply is that there are really three separate
questions to be answered and the manufacturer has only
answered one of them. To the question " What will
happen if | increase output with my present machinery ? *
he has answered " | shall make a bigger profit, always
provided that | can find a market for my goods"
and he is quite right. But he has not answered the
question " What will happen if | increase the size of my
factory? " nor the question " What will happen if more
factories have to be built to turn out these particular
goods ? "

What Happens when a Factory is Enlarged ? As for the
first of these unanswered questions, the economist will
not be able to answer it off hand; it all depends on
particular circumstances—that is, it still concerns the
individual firm and not the industry in general.

Let us say that our manufacturer has discovered just
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what proportions of factors are most profitable to him—
so many workers per machine, so much floor space per
worker, so much advertising, and so on. He is getting
as much from each of them as he can. There remains the
question : Is he getting as much out of himself as he can ?
Will it pay himto expand his whole concern—keeping the
other proportions just right? Managerial ability is a
factor of production like any other. What is the best
proportion of that? Since it is aggregate profit that
he is interested in, he will want to go on expanding until
one of two things happens ; until he begins to feel that
he wants to spend more of his time golfing, motoring,
reading and so on, and less at work, or until hefindsthat
he really cannot manage a larger concern. When that
happens returns to the whole concern have begun to
diminish.

The manufacturer does not look at it that way. He
simply says it " would not pay " him to expand his
concern. If he were pressed to use the language of
economics, he would say that the establishment worked
under conditions of increasing cost. But that is not the
same thing as to say that the whole industry works under
conditions of increasing cost. It does not mean, in fact,
that the answer to our third question is that if the whole
industry is expanded by more factories being built, the
cost of production of the goods it turns out will go up and
prices will rise.

What Happens when an Industry Expands ? On the con-
trary, as an industry expands it may find a great many
economies possible that were not possible when it began.
We shall see later in some detail how industry is localized,
how a trained labour force grows up, how banking and
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marketing facilities, specially adapted transport and sub-
sidiary industries are concentrated in the spot where a
group of establishments engaged in some particular trade
has developed. Naturally, the larger the group, the
further this process will go, and the greater will be the
resulting economies. This process is independent of that
by which, as we have seen, an individual firm expands to
whatever size represents the best proportions of all its
factors of production—including the manager.

It is a matter of aggregate size, not of proportions.
But there is another side to this question of growth, and
it is the other side which accounts for some things being
made permanently dearer when the demand for them
increases.

How Increasing Costs Arise.  The tendency to increased
cost arises when an expanding industry has to draw on
second-rate  materials, plant and workers, because the
supply of the best is strictly limited. The mining in-
dustry is a case in point. As it expands, so it has to go
deeper for its coal or ores, increasing both the first cost
of boring and the ordinary running costs of pumping,
ventilating, winding, etc. And this is true not only of
any given individual pit but of every new pit that comes
into existence. The mining prospector has to go
further and further afield as the best sites are taken
up, and very likely to satisfy himself with an inferior
coal or apoorer ore which requires more treatment before
it can be marketed, increasing the price of the final
product.

Now every industry, not only coal mining and farming,
uss a varying proportion of these factors of inelastic
supply, as they are called ; factors, that is, whose supply

E
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can only be increased comparatively slowly and at
greater expense or possibly not at all. Therefore in every
industry the benefits of expansion, both to the individual
firm and to the whole localized group are checked and
counteracted to some extent by this increasing cost of
these factors. It all depends how large a part they play.
In farming, land—whose supply is the most inelastic of
all—plays an overwhelmingly large part; and in coal
mining there are only a certain nhumber of seams which
are easy to work. It is not so easy to say how the forces
balance in manufacture. One can only say, for instance,
that as an industry grows it is likely to have to pay more
for its land, its fuel, and possibly its raw material, since
itis either using fresh supplies (which presumably will be
drawn from inferior sources, the best having been taken
first) or taking them from other industries (which it can
only have done by offering a better price).

And according to whether it is likely in the course of
expansion to draw on factors of inelastic supply, such as
these, or on factors of elastic supply, such as plant which
can be quickly and cheaply manufactured, or a labour
force which is mobile and adaptable, it is likely to find
its costs rising or falling in the process.

This side of the question is right outside the point of
view of the individual business man. The fact that a
single small firm decides to expand does not noticeably
affect the prices of the materials it uses. It is the econ-
omist who has to ook at the whole situation and see what
happens when a number of such firms change their out-
put ; he takes the wider view which the business man
cannot se because he is too busy looking at his own
particular job.
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Inventions. All this argument assumes a state of
things—as readers will notice—different from real life.
For nothing has been said about inventions, and as a
matter of fact, of course, inventions are constantly being
made and changing the technique of industry as they come
into use. But then the purpose of the argument is to
explain how certain forces would show themselves all the
time, if they were not counteracted, and do show them-
selves whenever they get a chance.

We have seen that at any given state of the technique
of an industry—that is, ruling out new inventions—there
is a best proportion in which the factors of production
can be combined and a best size for every firm (depending
on the ability of the man managing it). Now new in-
ventions alter both the best size and the best proportion.
Generally they make the best size larger and the best
proportions include more capital. But with the coming
of a new invention, there is still a best size and a best
proportion to go beyond which would be unprofitable.
There was a best size for an iron foundry when smelting
was done by charcoal and the furnace draught was pro-
vided by hand bellows ; that best size is quite irrelevant
now that the Industrial Revolution has altered the
technique of the iron industry, but another has taken its
place. No invention abolishes all limits of size, still less
all limits of proportion.

Technical Progress and Inferior Sources. There are
thus (apart from the immediate increase in price) two
sets of influences at work when the demand for any pro-
duct grows. The industry producing it is likely to have
to draw on inferior sources for its factors of production,
or to pay more for them : and this raises prices. On the



68 HOW THE FACTORS ARE COMBI NED

other hand, there is a stimulus to people's inventiveness,
more work is done by engineers and chemists, and the
result may be such improvements in technique as to
cancel completely the effect of these extra costs. Just
now and for the last 150 years, so many inventions and
discoveries have constantly been made that the general
tendency of costs of production is steadily downwards
in spite of the fact that the best mines are being exhausted,
the best land all occupied. For instance, England now
draws her wheat supplies not only from the fat arable
lands of her own counties, but from the north of Canada,
thousands of miles away and far less climatically favour-
able; butimprovementsin agricultural technique (winter
wheat, combined harvesters) and in transport (trans-
continental railways and trans-oceanic steamers) have
more than neutralized this disadvantage.

SUMMARY. For every individual factory, every business
enterprise, and every industry, there is a certain size which
iseconomically the best, given a certain state of demand and of
technique. Increased production spreads overhead costs more
widely, but may increase other costs where it is necessary to
draw onfactors of inelastic supply. There is also always a
certain combination of the factors of production which gets the
best out of each. Technical progress alters these limits but
does not abolish them.



CHAPTERV ||
THE ORGANIZATION OF INDUSTRY

N the light of the conclusions which we reached in the

last chapter we can examine the actual structure of
industry as we se it to-day, and understand why some
firms are so much bigger than others, why engineering
and steelworking are organised in a different way from,
say, cotton manufacturing, why some enterprises are
run by single-handed entrepreneurs and others as joint-
stock companies, and why it has been found necessary to
impose more State control on some forms of enterprise
than on others. But before we start accounting for these
differences we had better see more accurately what they
consist in. What are, then, the main sorts of industrial
organization ?

The One-Man Business. In thefirst place, simplest of all,
there is the one-man business which we find in small
towns and villages, and which was prevalent everywhere
before the Industrial Revolution. The small shopkeeper,
the village carpenter or blacksmith, the small peasant-
farmer, all provide their own capital, do their own work,
and market their own produce. This sort of business is
the simplest of al | ; thefunctions of wage-earner, capitalist
and entrepreneur are all rolled together.

60
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The Partnership and Private Firm.  Hardly less simple
is the old-fashioned partnership or small private firm,
which, although it employs wage-earners instead of doing
its own manual labour, and so can expand to a much
greater size than the primitive one-man concern, still
combines the capitalist and entrepreneur functions.
Partnerships and private firms are typical of the eighteenth
century and early nineteenth century just as the one-man
business was typical of the previous era.

The Joint-Stock Company. But the kind of industrial
organization which is most typical of our own day
(though it began, over alimited field, as early as the six-
teenth and seventeenth centuries) is the joint-stock com-
pany. The characteristic of the joint-stock company
is that the functions of capital-providing and of enter-
prise are more or less completely separated. The share-
holders, in return for interest payments, entrust their
capital to the directors of the company, and, apart from
annual meetings when they nominally express their
opinions and voice their criticism, forego all control of it.
This form of organization is only made attractive by the
provisions of the Limited Liability Act of 1862, which, in
the event of a company's failure, ensures that the share-
holders shall only be responsible for its debts up to the
amount of their shares and not beyond. Of course this
arrangement enormously lessened the risk incurred in
investing and so was a great encouragement to saving
and enterprise.

The Large Industrial Combine.  Finally, during the last
fifty or sixty years, there has grown up aform of organiza-
tion still larger and more complex than the ordinary
joint-stock companies, and formed by amalgamations or
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agreements or other connections between them. The
exact form varies from one country to another and one
industry to another; we find in America trusts, in
Germany cartels, in England "* shipping conferences’
and amalgamations, and in all both " horizontal integ-
ration" and " vertical integration"—that is, first,
combinations between different entrepreneurs who are
doing the same thing (such as different shipowners) and,
secondly, combinations of entrepreneurs who handle the
same material at different stages (such as mineowners,
ironfounders, steel workers and engineers). We will now
se how and why these organizations arise.

Why Organization Differs. The size of a business is
l[imited in the first place by the size of the market which
it serves. That, of course, accounts for the small size of
the " one-man businesses " in villages and small towns;
the market is small and so the business cannot grow.
Next, it islimited by the ability and energy of the entre-
preneur at its head ; it cannot profitably expand beyond
the size which he can effectively control. But apart from
these obvious considerations, the size depends—as we
said in the last chapter—mainly on technical influences.
As we mentioned then, the appropriate size for an iron
and steel manufacturer's business is quite different when
he is working with Bessemer converters from what it was
when his ancestors were working with a charcoal furnace.
What we are looking for now is the concrete technical
facts governing the size of enterprises in different industries
—not in such detail as would interest an engineer, but
broadly, in order to see how the influences we studied in-
the last chapter work out in practice. Two sorts of unit
have to be considered ; the unit of production—factory,
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farm, shipyard ; and the unit of control—partnership,
private company, or cartel. The causes governing the
size of the one have an influence also on the size and
structure of the other; but the two questions are really
separate. One is technical, the other commercial. We
will look at both of them, taking first, as an example,
theiron and steel industry.

Iron and Seel. The size of the typical unit of pro-
duction, in iron and steel, is influenced in the first place
by the nature of the materials used. They are heavy and
bulky ; therefore the less they have to be moved about
the better, and the more powerful the machinery used for
handling them the better. Both theseinfluences makefor
large-scale production; efficiency increases with size.
Then there is the question of heat. If metal can go
straight from one process to another without being
allowed to cool down in the meanwhile, there is an ob-
vious economy in fuel. This makes for larger sized
units of control, since blast-furnaces and rolling-mills can
most easily be put close together if they are owned by the
same people; and it also makes for heavy capitalisation
(with the same effect) since elaborate and powerful
machinery is needed to deal with loads of red-hot metal.

Flexibility of Production. These same technical con-
siderations make for large-scale control in another way.
There are various reasons, connected with engineering
difficulties, against building blast-furnaces larger than a
certain size; up to that size, the bigger the better. That'
means that the output of one blast furnace is likely to be
much the same as that of another; it cannot be varied
without loss. Now demand, on the other hand, does
vary ; and unless the manufacturer can somehow keep his
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outputflexibleto match, he islikely on the one hand to
lose profitable orders in booms, and on the other to pile
up unprofitable stocks in slumps. Putting out a blast
furnace and restarting it is a very heavy expense, so
flexibility cannot be attained by sometimes using, and
sometimes not using, a single blast furnace. The only
possible way of keeping output smoothly responsive to
demand is for one concern to own a number of blast
furnaces, using a greater or less number of them according
to demand, and so spreading the expense of stopping and
starting over alarge output; in other words, the unit of
control must be large. Again, rolling-mills are always
heavily capitalized concerns, because the rollers are
enormously expensive and cannot be adapted to any
different purpose ; for flexibility of output there must be
several sats of these, and thus there is further reason for a
large unit of control.

Rationalization. Nor is this all. The characteristic of
all heavily capitalized industries is that if they are not
to make a loss, owing to heavy interest charges, they
must run at or near capacity. We saw that in the last
chapter. Capacity running is only possible if there is
a steady flow of orders, and as we said earlier, orders
do not come in at all steadily. But they come in a great
deal more steadily over the industry as a whole than they
do to any particular firm; therefore the advance plan-
ning of production is much easier for an organization
extending over the whole industry, or even over a large
part of it, thanitisfor the firms considered individually.
A central organization can calculate that, taking swings
and roundabouts together, so much islikely to be wanted
in the course of the next six months or year ; it can then
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divide the production up among the various firms in the
industry, having due regard to any specialized advantages
of equipment; close down some works and run others to
capacity, choosing the most suitable and efficient; and
in general run the industry in the way best suited to its
technigue and to the state of demand. That is " ration-
alization." '

Integration and Efficiency. Thus, all along theline, we
find forces tending to concentrate the production of iron
and steel in a few hands. Concentration near the coal
mines is necessary because the materials are so heavy;
the establishments in which the different processes are
carried out must be as near together as possible, to save
transport and heat, technical conditions dictate large-
scae plant, and commercial conditions, on top of that,
require that to each unit of control should correspond
several units of production. The nature of the material
handled, the technique of its manufacture, and the
conditions of demand all tend to the same end ; that is,
as much integration as possible, both vertical and hori-
zontal. Thus it is that the same companies own coal
mines, iron mines, blast furnaces, rolling mills, engineering
sheds and shipyards; and that, moreover, these com-
panies are constantly being amalgamated or " cartel-
lized " among themselves. For the small private firm
thereis no room at all.

This process of amalgamation and rationalization has
not, at the time of writing, gone anything like so far in
England as it has in America and Europe, where cartels
are not merely national but international in scope. This
is partly because the British iron and coal fields are less
concentrated than the European ones, partly because
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British business men have a perhaps excessive preference
for independence, and partly, it is to be feared, because
they are content to trust to luck and " muddle through "
their difficulties without setting their house in order as
they should. But one does not need to look very far
ahead in order to see the great economic forces of which
we have spoken bringing about a far more drastic in-
tegration of the British iron and steel industries than has
ever taken place hitherto.

Railways and Shipping. When we turn to railways and
to shipping we find some of the same forces at work as
in the iron and steel industry. Once again thereis heavy
capitalization, and an even greater percentage of the
costs are overhead costs. There are not quite the same
technical reasons for large-scale units of production
(though the cargo-carrying, and therefore money-earning
capacity of a liner increases faster than her total tonnage
so that big ships, if they can be fully loaded, are more
profitable than little ones) but the reasons for large-scale
control are even more cogent.

Totakethe merely technical reasons first, asthey appear
on the railways : the first necessities for a railway system
are that the same gauge should be used everywhere, that
different lines should have some sort of common junctions,
that signals should be uniform, and that goods and pas-
sengers should be able to pass all over it with a minimum
of re-booking and changing. Even for these simple
requirements some sort of unified control is needed;
that may mean no more than occasional working agree-
ments between independent companies; but in practice
collaboration has to be fairly continuous in order that
time tables may harmonize, junctions .be rationally
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planned, and overlapping be prevented. In the long run,
these considerations always point to very large-scale rail-
way units.

But there are other reasons more cogent than these;
they arise out of a danger which can .be summed up in
two words " cut-throat competition." In the long run,
on railways as elsewhere, revenues have got to cover both
overhead and prime costs; but in the short run, any
revenue that covers prime costs and goes some way to
cover overhead is better than stopping work altogether,
since interest charges on the heavy capital go on in any
case. It is better to carry traffic at a loss than to incur
a still heavier loss by not carrying it at all. The result
isthat where two lines are in competition, serving more or
less the same areas or joining two important points by
different routes, competition of a particularly furious
and wasteful kind is, in the absence of any agreement,
almost bound to develop. Railroad A, in order to attract
more traffic, cuts its rates; Railroad B, faced in conse-
guence with a falling demand, does likewise, preferring
a small loss to the prospect of permanent decline. Rail-
road A, quite possibly very willing to drive its competitor
into bankruptcy and get a monopoly, retaliates, and the
whole process starts again, with no limit to price cutting
except that of prime costs, far below the truly economic
rate. |If Railroad A is much stronger financially than
Railroad B, or vice versa, the end of the struggle may be
that the weaker party goes bankrupt and its line is bought
by the stronger or allowed to go derelict—a perfectly
sensdess social waste.  But even without the fight being
pushed to the bitter end, cut-throat competition is a
thoroughly wasteful and pernicious business. Rates
that vary from day to day ae a nuisance to
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customers, who can have no clear idea of what their
transport costs are going to be; and if the artificially
low rates continue for long they lead to a distribution of
new enterprises, placed to take advantage of them, which
bears no relation to that which is economically best under
normal conditions. It is in America that the worst
examples of this sort of thing have been found in the past,
but the railways of all countries have had to conclude
agreements among themselves in order to avoid this form
of economic suicide.

Agreements and Combination. Once an agreement is
reached it is likely to lead to something more formal.
Each railway wants to keep an eye on what the other
is doing; close and constant co-operation is needed in
order to keep up a common policy as to rates, classifica-
tions, and so on. Joined with the technical reasons
which were touched on earlier, these commercial reasons
make strongly for large amalgamations of railway com-
panies.

Much the same process is apt to take place in shipping.
Freight-cutting " wars " arise in afatally easy way unless
some agreement to the contrary can be reached; traffic
carried at a figure which does little more than cover
prime costs is better in the short run than no traffic at all
and the loss of fixed capital, but is ruinous in the long
run, while awildly varying schedule of freight ratesis as
unhealthy for customers on sea as on land. So we se
" conference" agreements arising, whereby groups of
shipowners bind themselves not to undercut one another
and protect themselves against outside competition by
" deferred rebates " and other devices (deferred rebates,
as their name indicates, are reductions allowed after a
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lapse of time to customers who have not made use, durlng
that time, of non-conference ships).

General Conclusion. This study of conditions in rail-
ways and shipping enables us to make an important
generalization. That is, that when overhead costs are high
in relation to prime costs, the danger of cut-throat competition
is particularly likely to lead to agreements between different
firms, very probably followed by a closer association ; it
is when the ratio of overhead to prime costs is highest that
monopoly is most likely.

Types of Combine. These close associations are of
many kinds. They vary a good deal from country to
country, because different governments, fearing the
undoubted power of these combinations to squeeze the
public, have taken more or less drastic steps to prevent
their formation. The actual unified control may be
secured by a " holding company " being formed to take
over the shares of the separate concerns, or by " inter-
locking directorates "—each firm concerned having some
representatives on the boards of all the others—or by
downright amalgamations, or by cartels—loose associa-
tions obeying agreed rules as to conditions and prices,
and acting in more or less close co-operation as to output.
That depends mainly on the legal system; but their
general aim is the same everywhere : to keep competition
withinlimits, regulate selling, and gain asmany aspossible
of the advantages of large-scale production and control.

These advantages are many. A large-scale concern
can buy cheaply, because it buys in large quantities;
it can borrow cheaply for the same reason ; it can afford
research and can combine patents and secret devices;
it can make use of by-products, because it produces them
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in sufficient quantities to be worth while ; it can cut down
selling expenses, such as competitive advertising; and
last but not least, it can make full use of the very finest
business ability. There is a limit to size in any firm or
organization ; but these advantages and the technical
advantages we discussed earlier are effective up to that
limit.

Combines and the Public. It will be seen that a serious
question of public welfare arises out of the growth of
these combinations.  For the advantages of combination
are, as we saw, of two kinds, technical and administrative,
and commercial or competitive. The first is a gain all
round, to the public as well as to the firms concerned;
the other may well be a public loss. It is all to the good
from everyone's point of view that railway companies
should be able, through amalgamation or otherwise, to
co-ordinate the services they offer, keep some continuity
of policy, and generally stabilize conditions of transport.
Butitis all to the bad if they use their monopoly position
(as they did in fact use it during the nineteenth century)
to sguash other forms of transport, like the canals, out of
existence ; or if they " charge what the traffic will bear "
and so appropriate a disproportionate share of the profits
of the producers of some of the goods they carry. Simi-
larly it is all to the good that steel-producing concerns
should expand to the size which is technically best and
reach agreements making for continuity and efficiency,
but not that they should then restrict the production of
iron and steel for the sake of keeping prices high, and so
cripple the rest of industry.

This social problem was recognised quite early in the
nineteenth century, but nineteenth century economists
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and legislators looked at things rather differently from us.
They did not foresee that the new industrial technique
was leading to larger and larger productive units, and that
the competitive theory on which their economics and
political ideas were alike based would in the course of time
apply to a smaller and smaller part of the industrial field.
So their reaction to the idea of large industrial units was
merely to do as much as possible to suppress them. If
two railway lines, for instance, were competing, they
encouraged them to compete, and Parliament forbade
them by law to amalgamate. They did not tackle the
problem ; they simply tried to prevent it arising at all.

Large Scale Combines Now Inevitable. Nowadays it is
recognised that in many branches of industry any form
of organization which would maintain free competition
would have to consist of units too small to be technically
efficient. The nineteenth century way of merely shelving
the question is no longer possible; the public interest
must be safeguarded some other way. And so we get the
growth of public control of industry, of all degrees from
the mere fixing of maximum or minimum prices to full
nationalisation or State ownership. (Thisis not the place
in which to discuss the political and ethical reasons for
which Socialists wish to increase this control and render
it universal; we are dealing only with the economic side
of the question). The railways with their regulated rates
are under one degree of public control; the electricity dis-
tributingindustry withitsnational " grid " under another;
the Metropolitan Water Board, the Port of London
Authority, and similar public bodies, represent yet another
degree ; and so ontill we come to the postal telegraph and
telephone services, operated as a Government department.
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Disadvantages of Centralization, There are disadvan-
tagesin this centralizing process, as, indeed, in any large-
size organization. When those taking day-to-day deci-
sions are responsible not to themselves but to a distant
central authority, enterprise and adaptability are likely
to suffer from the need of making long explanations.
Moreover, if a small concern goes wrong the social loss
is much smaller than in the case of a large one. An
absolutely centralized and unified industry has all its
eggs in one basket. This may also lessen enterprise and
the spirit of experiment; the leaders of such an industry
may become disinclined to takerisks, and stagnation may
set in. These disadvantages have to be balanced against
the advantages we discussed earlier; indeed, we may
say that one of the biggest practical problems of economics
to-day is to hit on some device which keeps the flexibility
and experimental value of the competitive organisation,
made up of small firms, and yet attains the technical
and commercial advantages of the new organisation in
large non-competing units, whether or not under public
control.

SUMMARY. The chief types of business organization are
the one-man enterprise, the partnership and small private
firm, thejoint stock company, and the large industrial com-
bine.  Technical and commercial reasons determine which is
best in given circumstances. The unit of control and the unit
of production need not be the same. Where technique
demands a great deal of heavy fixed capital, production is
bound to get into the hands of a few large firms. Either cut-
throat competition or monopolistic agreements may then-
follow. Some public control is necessary in these cases
to prevent waste or exploitation.

G



CHAPTER VIII

MONEY AND CREDIT

AVING studied the primary factors of production

and the laws governing their combination we are
now going on to discuss the concrete framework of in-
stitutions which makes use of them. We began by
examining the laws of supply and demand ; we went
on to discuss the raw material on which they work ; and
now we shall se along what channels they exert their
power. What is the mechanism which brings them
together ? Into what forms, in the modern economic
community, do the laws of supply and demand combine
these factors? It is to answer these question that we
turn to the study of institutions; and the first, greatest
and most fundamentally important of these is money
and credit. Without money and credit the economic
system could never have emerged at all. Why ?

Money the Most Important Economic Ingtitution.  Al-
though there are very many monetary problems which
fall right outside the scope of a book like this, there are
some which must be treated for the sake of a clear under-
standing of the problems of production. For hardly any
error in practical economic matters is more widespread
than that of either over-estimating the power of money
and credit or of thinking them entirely secondary. A bad

82
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monetary and credit system can ruin the most technically
perfect industry; but no monetary and credit system,
however ingenious, can permanently make up for technical
inefficiency. Therefore this subject is one which must be
studied, even in the most elementary survey of economics,
in rather more detail than isgiven to, say, the organization
of Trade Unions or industrial combines. It must, in fact,
get a chapter to itself.

Means of Exchange, The importance of money resides,
in the first place, in its function as a means of exchange.
The service it renders in this capacity is so obvious that
one need not dwell on it for long. It would beterribly
inconvenient for a hungry bootmaker to wander round his
village looking for someone who wanted boots and had
bread and cheese which he did not want; and altogether
impossible for a man who was not turning out finished
boots but only oiling a machine which made bootlace tags.
Unless people know that they can, without too much
trouble, exchange the things they have made for other
things of which they stand in greater need, they will not
specialize at all.  So we see that the division of labour
itself is in fact dependent on the existence of money.

A Unit of Account. Quite as important, though a little
less obvious, is the service which money renders as a
unit of account. Until we have money measures in which
to reckon, we have no way of expressing those individual
scales of preference in accordance with which we buy and
sell, and hence no way of expressing value. Wesaw inthe
first chapter how incapable we are of comparing different
kinds of wealth except by means of money values. With-
out a monetary system it would be impossible for any
individual totell, except very roughly, whether his wealth
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was increasing or diminishing. It would beimpossiblefor
atrader to put a price on any article until he had seen the
exact articles offered in exchange. This is an incon-
venience of barter nearly as great as the difficulty of our
imaginary bootmaker in finding a barefoot man with a
superfluous stock of bread and cheese.  Nor could anyone
tell in advance how much any piece of work was going to
cost him; everything would depend on individual bar-
gaining, and the organized planning on which modern
industry depends would be impossible.

A Sore of Value. Another function of money is to
give general spending power. The phrase needs a little
explaining; it is a short way of saying that money is
more convenient to accumulate and hold than goods,
because goods take up room, and deteriorate, and their
value varies, and one cannot be sure of finding a buyer at
the right moment. The spending power represented by
the cash in one's pocket and by current accounts at the
bank gives two things—freedom of choice and security in
emergencies. Threepence may represent, for instance,
a bus ride, or a shorter bus ride and a paper, or a cup of
coffee, or a bag of bullseyes; so long as the threepence
is there the choice is there. A mere right to so many—
let us say—bullseyes, without the privilege of changing
one's mind, may turn out to be less valuable than three-
pence if it suddenly comes on to rain and a bus home
therefore becomes more desirable; even though one may
enthusiastically pay threepence for the bullseyes in other
circumstances.

Money, therefore, is what gives both elasticity and
continuity to the whole ecomonic process. It enables
people to plan ahead ; if necessary, to modify their plans ;
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and, moreover, to meet unforeseen changes of outside
circumstances without suffering for it. So long as a
monetary system is in good working order, a pound will
buy as much next week as it buys to-day; so that a
pound note represents a convenient way of storing up
any assortment of goods to that value.

Money a Claim on Commodities. But one important
thing must always be kept in mind when we are studying
money; it is, primarily, not a commodity but a claim on
commodities.  Professor Cannan has compared it to a
cloak-room ticket; one cannot wrap oneself up in a
cloak-room ticket, one can only exchange it for on€'s coat.
If the supply of money increases and the supply of
goods does not, the world is no better off than it was—
unless there was previously an actual shortage of coins,
so that people were paying bus fares with postage stamps,
as they used to do in Paris just after the war. An in-
crease in money without an increase in the production of
goods simply means that each item of money corresponds
to a lesser quantity of goods than it did before—in other
words, the goods become more expensive, and we say that
the price level rises.

Prices and Inflation. A rise in the price level is some-
thing different from a rise in one particular price or set
of prices. It is practically the same thing as the more
familiar " rise in the cost of living" ; and the simplest
way to explain it is to show how changes in the cost of
living are measured.

Individual prices are always shifting, but so long asthey
shift in different directions the amount one has to spend
on a month's living remains on balance about the same.
Nor would there be any great alteration in most people's
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monthly budgets if the price of pepper and of bootlaces
were to double, because so little is spent on pepper and
bootlaces compared with other things. But if thereis a
change in the price of things of which everyone needs a
large supply, like house rent and coal, that does make a
difference to the cost of living. Therefore, when the
official statisticians of the Ministry of Labour are compiling
their cost of living index, or average change in prices,
they have to distinguish in their averaging between things
like pepper and things like coal. This they do by a
process called weighting. |If they estimate that, in the
" basic year," that is, the year whose prices are to serve
_as a basis for comparison, there was six times as much
spent on coal as on, say, boots, they count the change in
the price of coal six times in making up the average, and
the change in the price of boots only once.

Rise in prices. " Weight."
Coa. . . . . 1 6 6
Boots . . . . 10 1 10
Crude Total 11 Weighted total 16
Crude average 5% Weighted average %/, =%/

The " crude" index number, reached without the
weights, would show arise of 5%; whereas the " weighted "
index number gives a rise of only 2f, because most of
the rise has been in the comparatively unimportant
item, boots.

Thus, when an index number rises or falls, that means
that the prices of staple commodities are rising or falling,
and that changes in the opposite direction, which may have
been taking place at the same time, have been either too
small by comparison to matter, or have affected the
prices of comparatively unimportant things.
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It is these main movements, shown and measured by
the index numbers of which the " cost of living" index
is one, that we call " movements in the price level." So
long as they do not go very far in either direction, or do
not happen too quickly, they are not avery serious matter ;
but sometimes they zig-zag up and down in a way which
seriously disturbs the economic system—as we shall see.

The Quantity Theory. The dependence of the price level
on the amount of money in circulation is known as the
Quantity Theory of monetary value. But the situation
is not quite as simple as the above description makes out;
because a given sum of money may do more or less
workinagiventime. If aten-shilling note after changing
hands once is locked up in a safe for a month, buying
nothing, then to all intents and purposes it has no further
effect on the price level. But if it changes hands once a
day, all through that time, then its effect is multiplied
something likethirty-fold. [fthecirculationof moneyis
speeded up, less is needed to allow the same number of
goods to change hands at a given price; if it is slowed
down, moreis needed. One can compare ten pound notes
to ten omnibuses on a given route, over which a given
number of passengers have to be carried every hour.
| f the buses can only travel at ten miles an hour, more will
be needed than if they can travel at thirty. If they are
speeded up, each 'bus comes back sooner to the be-
ginning of the route and is ready to do the work for which
previously an extra bus would have been wanted. Simi-
larly, if each pound note goes through twenty transactions
a day, fewer are needed than if each changed hands only
twice. So the price level, with a given number of trans-
actions, depends not only on the quantity of money but
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also on this " velocity of circulation,” as it is called.
And thevelocity of circulation dependsin turn on people's
habits ; on how much they liketo carry in their pockets—
the more, the slower—and on how much they use cheques
and bills of exchange, about which we shall hear later—
the more, the faster ; and on the activity of trade gener-
ally, so that one cannot simply say " If the quantity of
money doubles, the price level will doubletoo.” One has
to take these other things into account, including the fact
that if the quantity of money increases very fast, and
peoplethinkitsvaluewill fall, they start exchangingit for
durable goods as fast as possible, and so raise the velocity
of circulation and increase the effect of the greater
quantity. The Quantity Theory is not a very difficult
idea to grasp, but it is very difficult indeed to make it
into an accurate formula to apply to any particular
situation. However, even if it does not give an exact
arithmetical value to the connections between quantity,
velocity, and price level, it does show what these con-
nections are ; and that is an extremely valuable service.

This brings us to the most important quality of a good
monetary system, as apart from a good standard com-
modity. It must keep the general level reasonably steady.
During and just after the war, many governments printed
vast quantities of paper money, and prices accordingly
shot up like rockets. Then they " went back to gold "—
the meaning of the phrase will be clear later on—which
meant cutting down the currency; and prices limped
painfully down again. Both the shooting up and the
crumpling down, the " inflation " and the " deflation "
were exceedingly bad for the economic health of the
countries concerned ; in what way, we shall now see.

The trouble began by Governments that had spent a
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great deal on armies and munitions, and had not raised
enough money by taxation or loan to pay their bills,
deciding that the easiest way out of their difficulties was
to print the money they needed ; which would cost very
little and be much less unpopular than taxes. So they
did, and millions of new notesgot into circulation without
any corresponding increase in available goods. The
new money went first of all into the pockets of army
contractors, munition workers, soldiers, Civil Servants
and so on ; thence to the pockets of the tradesmen from
whom they bought goods; and thence spread over the
whole country. And at every stage it raised prices—be-
cause no more goods were in existence than before. But
it was very profitable for the Government, at first, because
they always had the first chance of getting in with their
new purchasing power before all the prices had gone up.

The Dangers of a Rising Price-Level. Now a rapidly
rising price-level is a very insidious thing. It is highly
encouraging to business men, because it means that their
stocks are increasing in value automatically, while their
fixed charges, like rent and debentures, are not growing to
match ; and there is always a certain lag, by which they
profit, between the rise in the wholesale prices which they
receive and the time when the Trade Unions begin to
feel the pinch and ask for a rise in wages. It is alittle
unpleasant for the workers, but not very, because at such
times the optimistic business man is more likely to agree
to arise in wages than before the inflation started. Itis
exceedingly unpleasant for the debenture holders and the
landlords, the return on whose property is fixed by con-
tract, and for the professional people—lawyers, doctors,
professors and so on—whose incomes are fixed by custom.
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And it affects the Government in a double-edged way ; for
although it gains in the first instance it loses too in the
long run, because its income from taxation begins to
dwindle away in terms of goods ; and once the value of a
currency begins to collapse really seriously, taxes can never
be scaled up fast enough to be effective. So that what
inflation really does is to take money from everyone elsg's
pockets to put it in those of business men; and the
really insidious thing about it is that even they are not
asrich asthey think they are. In terms of goods, this new
money income of theirs is indeed bigger than the old, but
not so much bigger asitlooks. Their fine profits are paper
profits. This meansthat inflation not only robs everyone
but the business man ; it leads the business man himself
to spend more than he really should, and so cuts into
savings.

Moreover, after a time it no longer pays even the
Government to go on printing notes. People begin to
se what is up, and when they realize that the note they
get out of the bank to-day may be worth only half as
much to-morrow we begin to see " flights from the franc "
or " from the mark," or " from the rouble " as the case
may be. The foreign exchanges collapse, trade is para-
lysed, and to the accompaniment of a general panic the
erring government has to get to work and " stabilize the
currency.”

Deflation. If that involves (as it always does when
inflation has really got to the end of its tether) a drastic
cutting down of the amount of currency in circulation, a
whole new series of evils is started. This time it is the
landlord and debenture holder, the professional man and
the owner of Government securities, who benefit; while
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the business man sees the money value of his stocks falling
from day to day, and people refuse to buy or to start new
businesses because they think prices are going to fall
still further, so that concerns work short time and men
are sacked right and left; unemployment figures rise,
profits fall, and the country enters on a more or less
severe period of depression. It is indisputable that much
of the post-war depression in England, for instance, is
due to a too drastic deflation after the expansion of the
currency at the end of the war.

What is the Best Sort of Money ? Given the functions and
importance of money, what sort of money is best?
Nowadays, in answering this question, we think less
about actual coins and more about the system of which
they form part. But the older economists dwelt more on
the actual physical qualities necessary in a standard
commodity serving as a means of exchange, and if we are
to understand the arguments that went on at the time
when classical monetary theory was being thrashed out
we must take some notice of them.

In order to be a satisfactory means of exchange, the
standard commodity had to have certain qualities. It
had to be readily portable. Hay would never be suitable
for currency, because one would have to carry a barrow-
load about in order to buy a few pocket handkerchiefs.
It had to be universally acceptable; live white mice,
though fairly portable, would not be suitable, because so
few people want to keep whitemice. It had to bedurable;
bread, though universally acceptable, would not do,
because it goes stale and mouldy. It had to be divisible,
otherwise one could not get pieces the same size ; precious
stones would not do, although they fulfil all the other
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requirements because they cannot be divided without
heavy loss. Finally, it had to be uniform; otherwise
one could not be sure that any one piece was worth as
much as any other piece of the same weight.

Now once all these necessities are recognised it becomes
fairly clear why the precious metals, and no other sub-
stances, grew to be generally used for money. They
combine all the necessary qualities. They are portable,
acceptable, durable, divisible and uniform; at least,
though not uniform in the shape of ore, they can easily
be made so. Once coined, their value can be recognised
at a glance, so that they do not need to be weighed, only
counted. Once any community has reached a certain
standard of economic civilization it inevitably turns to
coined gold and silver as a means of exchange ; and this
coined gold and silver must, moreover, be maintained at
a certain standard of weight on account of the operation
of " Gresham's Law." Gresham's Law (so called after
Sir Thomas Gresham, a sixteenth century financier) con-
sists of the five melancholy words " Bad money drives out
good." Thisis ashort way of stating the fact that when
full-weight and light-weight coins of the same face value
are circulating together it will pay people to melt down
the full-weight coins, in order to sell the metal, before it
pays them to melt down the light-weight ones; so that
after the currency has got worn down beyond a certain
point the only thing to do isto call thewholelot in at the
State's expense for re-minting, since so long as the over-
valued lightweight coins are circulating any new issues
will simply be melted down.

Monetary Systems. It is not enough to have found a
good material form for the standard means of exchange.
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In order to provide a satisfactory unit of account, a com-
munity must have not only money but a monetary system,
in which different coins, bearing different values, bear a
fixed arithmetical relation to one another. Thus in
England there aretwelve penniesto the shilling and twenty
shillings to the pound, and there are aso coins of inter-
mediate value—such as sixpences, florins and half-
crowns. The reason is obvious; a single coin small
enough to serve for buying a daily paper or a pound of
potatoes would be hopelessly inconvenient for paying
house rent or the price of a car; and vice versa. Side
by side with the standard money, therefore, there has
always been a coinage of less valuable metal which is used
for small change. This is called token coinage, because it
contains much less than its face value of metal; ashilling,
that is to say, contains only a few penny-worth of silver,
and a penny an even smaller proportionate value of
copper. They are legal tender, as gold and banknotes
are, but only up to a limited amount—one shilling for
copper, two pounds for silver. It used to be a serious
question how to keep the various currency metals at par,
exchanging against one another at a constant rate, so
that no one should ever bewillingtogive 21 silver shillings
in order to get one golden sovereign, or the holder of a
sovereign be content to exchange it for 19 silver shillings.
For if silver, inunmixed form, varied in value in terms of
gold (and it does so vary a great deal) what was to stop it
varying when coined? The problem no longer exists
now, simply because silver coins contain so little silver
that it would pay nobody to melt them down.

Paper Currency. Now any reader who is at all wide-
awake must have felt, on reading the above paragraphs,
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that something was wrong. What about paper? We
do not use gold coins; hardly any countries do. Why
talk as if they were a natural and inevitable currency for
any civilized state? The answer is that monetary
theory was worked out at a time when gold coins were in
general circulation, and that gold, whether coined or
uncoined, is still the governing part of our currency. The
amount of money in England still depends on the amount
of gold in England, although that gold is all hidden away
at the Bank.* How this state of affairs came about is a
long story, which can only be understood after a study of
banks and credit.

The Beginnings of Banking. Banks began by being
merely places of safe keeping for valuables, especially
coins. It is generally supposed that the first banks were
kept by goldsmiths, who, since they constantly handled
valuable materials, had to be provided with strong-
boxes and vaults. Such primitive banks as these would
not pay interest on the money that was put into their
keeping; they would, on-the contrary, charge a fee for
their services. But after a while anybody making a
practice of keeping in safety money belonging to a number
of different clients would find that it was a most unusual
thing for more than a certain portion of this money to be
asked for at the same time. One client might withdraw
alarge sum, another might not want hisuntil a week later,
and meanwhile some more would come in. He would
find, in fact, that balancing withdrawals against payments
in he had a store of money of more or less constant size
lying continuously in his vaults. This would mean, of
course, that he could safely make a profit out of some ot

* See footnote on p. 97.
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this money, either by using it in his own business or by
lendingit to othersat interest. Infact, oncethe medieval re-
ligious prejudice against lending at interest had gone, bank-
ing gradually became a business in itself; and a new
kind of means of payment came into existence—the
bank note.

Strictly speaking, bank notes were not primarily a
means of payment. They were merely promises to pay.
A bank, instead of lending the actual coins out of its
vaults, made its loans in the form of notes which could
be exchanged for gold if the bearer wished. And the
same thing happened as happened with the gold and silver
deposited with the old goldsmiths; the notes came in,
but they did not comein all at once; and as the banks
got interest on their paper loans, it naturally paid them
to issue as many notes as they could. The position of a
bank issuing banknotes against a reserve of gold is just
like that of a man juggling with five oranges. If the
oranges all landed at once, he could not possibly catch
them, having only two hands; but he keeps them cir-
culating in the air and so none are dropped. Just so
the banks only kept enough reserve to cover, say, two
thirds of their notes, and trusted to the notes being kept
circulating outside so that at no moment would more than
two thirds of them be presented. As might be expected,
this system did not always work smoothly. Some banks
issued more notes than could remain in circulation, found
one day that more were presented for payment than their
reserves could meet, and had to put up their shutters
and go into bankruptcy. So in the end the power to
issue notes was legally restricted to the Bank of England
and a few others; the overwhelming majority of notesin
circulation being those of the Bank of England, which
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alone were legal tender—that is, bound to be accepted
in payment of a debt.

That is the origin of paper money, which as we sse came
into existence as a promise to pay, was used as a means
of payment, and circulated side by side with gold. It
maintained its value—although the paper on which it was
printed was worth only a fraction of a penny—simply
because it was known to be exchangeable for gold on
demand. This system is called the Gold Standard.

The Gold Sandard. The " preservation of equilibrium
under the Gold Standard " is the automatic process by
which the amount of money in circulation is prevented
from expanding or shrinking except within narrow limits.
In theory, once the price of an ounce of uncoine gold is
fixed in currency—once, that is, the currency is " on the
Gold Standard " the process begins to work roughly as
follows:— I f there is too much money in circulation,
taking all note issues together, prices of goods will begin
to rise (since the amount of goods to be bought has not
changed) o that a sovereign will buy less goods than be-
fore. Therefore it will not pay so many people to bring
gold to the Mint to be turned into money ; they will
prefer to have it made into dental plates and watch-
chains and jewellery, since the prices of these things have
risen. So far, thisisjust a particular instance of the law
of supply and demand ; but the effect is proportionately
more serious. For the banks cannot by law issue more
than a certain amount of notes over and above the value
of their gold reserve, and when gold stops coming in, and
is on the contrary withdrawn for melting down, they
have to call in some of their notes. This means that there
islessmoney in circulation, and the price level fallsagain;
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equilibrium is re-established. When, on the other hand,
there is too little money in circulation, the price of goods
falls, so that a sovereign will buy more; gold is brought
to the Mint, the banks find their gold holdings increasing
and are able to issue more notes, the total supply of money
is increased and the price level rises.

International Trade. But the most important function
of the Gold Standard is in international trade. Suppose
there is too much money in England, so that English
prices rise above those of the rest of the world ; then it will
pay foreignersto sell in England, but it will not pay them
to buy. Gold will have to be exported to pay for the
goods imported, so that less will remain behind to serve
as a basis for notes. The note circulation will shrink, and
since there will be less money to pay for the same amount
of goods, prices will have to fall. Then it will once more
pay foreigners better to buy in England, and will not
pay them so much to sell; equilibrium will be re-estab-
lished. This international movement of gold under the
Gold Standard tends to keep all international prices
level; and this movement is considerably more important
than the flow of gold into and out of coined form,
mentioned in the last paragraph.*

¢l n September, 1931, Great Britain went legally "off the Gold
Standard," that is, the Bank of England was no longer bound to
redeem notes with gold. But the value of the pound at home
hardly altered at all because there was no important change in the
amount of notes. It fell abroad because at the time we " went off
gold " more people wanted to buy foreign goods and securities (for
which they would need foreign currencies) than wanted to buy
British goods and securities (for which they would need pounds).
Asthere wasthus a large supply of pounds and a comparatively small
demand, and as people could no longer make up for a shortage of
foreign currency by buying the international currency—gold—at a
fixed price, the price of poundsin terms of dollars and francs and so on
fell.  Thatiswhat is meant by " the exchanges moving against us."
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Cheques. The next development of the banking system
was in a different direction. Instead of increasing the
amount of currency in circulation, it found a means of
doing without currency at all in large transactions.
That means is the cheque. A cheque is not legal tender;
it is a promise to pay which can, if both parties to the
transaction agree, take the place of legal tender. When a
cheque is made out and presented there is no need for
money to move at all. If both parties have accounts
at the same bank, all that happens is that the bank
debits the payer's account with the sum indicated on the
cheque, and credits the payee's account with the same
amount. If they bank at different places the process is
only slightly less simple; the debiting and crediting is
done at the Clearing House, which sets bank debts off one
against another, so that if clients of Barclays have made
out cheques to the total of £5,000 in favour of clients of
Lloyds, and clients of LIoyds have made out chegues to
the total of £4,950 in favour of clients of Barclays, the
debts are set off one against another at the Clearing House
and all the money that actually passes is £50.

Now the development of this cheque system is in many
ways rather like the development of the bank-note issue.
It economizes currency as bank-notes economize gold.
As achequeis backed only by the credit of the individual
making it out, and not by that of the bank, it does not go
into general circulation as the banknotes did; but it
does have a similar effect in increasing the total volume
of means of exchange, by virtue of the fact, noted above,
that when cheques are in general use the amount of
money passing not only between individuals but between
banks is reduced to a very small proportion of the total
sums involved in the transactions carried out; so that
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that total is made far less dependent on the mere physical
quantity of gold in existence.

A cheque, then, holds a sort of intermediate position
between money and credit, much as the old bank notes
did; but it partakes more of the nature of credit, and
less of that of money, than they did. A system where
cheques play a large part is much more flexible than one
where they are unimportant. A bank can grant a loan
by merely making a book entry to the effect that Mr.
Jones has a deposit of so much to hiscredit; Mr. Jones can
make out cheques to Mr. Smith, on the strength of this
deposit, which may be presented by Mr. Smith, not for
cash, but to be credited to his account by another book
entry. All this new means of payment has come into
existence without any automatic corresponding increase
in the amount of legal tender currency. There is a re-
lation between them, since banks will not create unlimited
deposits on a limited cash reserve, which after all may be
drawn on by the person presenting the chegue ; but the
relation is avery indirect one.

Bills of Exchange. Cheques are used both in com-
merce and in personal transactions. Another kind of
promise to pay, the Bill of Exchange, serves as a means
of payment only in commercial transactions, but, like
cheques, economizes currency. A Bill of Exchange is a
written request from A to his debtor B to pay a certain
sum on a certain date to his creditor C. Thus one
transaction serves instead of the two arising if B were to
pay A and A pay C, an important economy if A and C are
living in distant places. Thus it is much used in inter-
national trade, whereits effects were especially great before
the development of cables and wireless.
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Besides being a means of transferring purchasing power
from one place to another it is a means of transferring it
from one time to another. A bill for £100, payable three
months hence, will sell now, for a sum less than £100, the
precise amount of the deduction depending on the market
rate of discount; that is, it can for a consideration be
turned into cash at very little notice. Thusitisboth an
investment (since the discount lessens and its value there-
fore increases as the end of the three months draws near)
and a handy possible source of ready money.

SUMMARY. Money is a means of exchange and a unit
of account. Its value depends on the commodities it will
purchase. Its efficiency depends on that value (i.e., theprice
level) being kept reasonably steady, as violent movements
either up or down dislocate industry. The most convenient
monetary system so far devised is the Gold Sandard, under
which we find a stock of gold held by the banks (mainly by such
central banks, as the Bank of England, the Reichsbank, and the
Federal Reserve Bank in the U.SA.), not used in circulation
but only for export; a number of notes bearing a fixed or only
dlightly variable proportion to this stock of gold ; and a token
coinage used for small transactions. Sde by side with this
public currency, the legal means of exchange, there is the
private currency provided by the cheque, the bill of exchange,
and other forms of commercial security.*

* The advantages and disadvantages of this syssem compared with

other s—systems based on two metals, or on lists of commodities, or

conggting entirely of gold—form too large and technical a subject for
treatment here.



CHAPTER IX

LOCALIZATION OF INDUSTRY: THE GEOGRAPHICAL
FRAMEWORK

WIDER View of Industry. So far, we have looked at

industry from fairly closeto. We have examined the
way in which individual concerns decide in what pro-
portions the factors of production shall be used, the
influences which make them grow and decline, and the
differences between the way the entrepreneur looks at
things and the way the economist looks at them. Now
we are going to take a wider view ; it is as though we had
been botanizing in a wood, and were now about to make an
aeroplane survey of it. Instead of asking " Why are
rolling-mills just the size they are? " or " Why do steel
works and coal mines so often belongto the same people ? "
we shall be asking such questions as " Why are all the
cotton-mills of England in Lancashire?" and " Why
does Detroit manufacture automobiles? " We shall, in
fact, be studying the geographical distribution of indus-
try; not in detail—we will leave that to the geographer,
for it is not the business of economics to find out just
what is the particular industry of every town—but in
general, by finding out what things cause an industry
to be set up in one place rather than another, and to be--
come more and more firmly established as time goes on ;
or what other forces may cause it to move to another spot.
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Industries very seldom start from scratch. They are
set up in some established centre, usually in atown which
is aready of afair size, in order to take advantage of such
things as houses for the workers, paved streets, road and
railway and canal communications, and so on. Some-
times a manufacturer who has plenty of capital and means
to do things on a large scale prefers to build his own
houses, pave his own streets, and plan a whole town to
suit his requirements and those of his workers. Port
Sunlight and Bourneville are examples of this. But such
enterprises are the exception rather than the rule. A
manufacturer, in choosing a place to set up a new factory,
usually confines his choice to the centres which already
exist, without giving much consideration to the pos
sibilities of the open country. But to ask " Which came
first, thetown or itsindustries ? " is about as useful as the
original riddle about the hen and the egg. Once a centre
gets started at all, it attracts industries to serve its needs.
These industries in turn need workers, who are them-
selves customers; they increase the size of the centre,
and so make it attractive to still more manufacturers.
The whole process works cumulatively. Moreover, quite
apart from " industries " in the narrow sense of the word,
any large industrial town attracts a number of personal
workers—doctors, lawyers, actors, clergymen—and is apt
to become an administrative centre where the govern-
ment employs a number of workmen. Each one of these
is a consumer and increases the attractiveness of the town
as a market.

Why Industries Concentrate. It is not only this simple
cumulative attraction, which an established centre
exerts on industry and enterprise, which is important.
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Thereis aso the fact that birds of a feather flock together,
in economic affairs as in others, because they find it more
convenient. A town which has a large population en-
gaged in manufacturing cotton will have an attraction
for all industry simply because it is a large town, but a
special attraction for cotton manufacturers. Why is
this? There are several reasons. In the first place, there
will be skilled workers there. A new enterprise will not
have to struggle against the handicap of an absolutely
inexperienced staff. Then, there will be other industries
which are necessary to cotton manufacture ; there will be
factories turning out cotton-spinning and cotton-weaving
machinery, there will be chemical factories preparing
dyes, and most important of all (since no cotton manu-
facturer carries on all the processes from raw cotton to
finished cloth, and most content themselves with one
process only) there will be works engaged on processes
other than this, which prepare his material for him, or
take over his goods to finish them for the final consumer.
Moreover, a business man who is thinking of setting up a
new cotton factory will be attracted to Manchester and
its surroundings by the special institutions which have
grown up there to suit the cotton industry. Banking
practice is adapted to its convenience. There are mar-
keting facilities: an Exchange which is in touch with
distant customers, a group of dealers whose business it
is to watch changes in market conditions and who can
take the whole business of selling right off the manufac-
turer's shoulders. A manufacturer who set up his
business outside Lancashire would lose this advantage.
He would be out of touch with the market and so handi-.
capped in dealing with the rest of the world, in financing
his business, and in " keeping in the swim " generally.
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All thisis quite apart from any wider questions of climate
and communications.

How Towns Begin. But what isit that gives the first
push to the growth of atown ? If wewent far enough back
into history we should find the first towns arising as much
for purposes of defence as for -any other, being glorified
stockades in which the surrounding population could take
refuge in time of trouble. But this particular cause for
their existence does not matter much these days. Gener-
ally speaking, towns grow up for economic reasons, by
some such process as we have described above ; and they
grow where they do because transport conditions are
more favourable there than elsewhere. Industrial tech-
nique, and communications—these are the two sets of
causes at which we have to look when studying local-
ization. They influence one another, of course; concen-
tration in towns made the Industrial Revolution possible,
and the Industrial Revolution in turn brought about that
improvement in transport which made for future growth.
But with few exceptions, one can say that the chief factor
deciding where a town shall grow up is the geographical
one—the configuration of coastlines, the way rivers and
passes run, the position of convenient fords and bridge-
able narrows, and so on. Sometimes, it istrue, particular
industries and not transport facilities are the prime
cause of atown's establishment. A town grows up around
anew oilfield or gold mine without taking much account
of existing trade routes. But generally speaking this
only happens when the industry in question is an extractive
one—concerned, as its name shows, with getting some-
thing out of the soil, and therefore fixed to the place where
that thing is found. One town may grow more than
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another on account of its industrial advantages, but in
their actual first settlement, whatever industries they may
have possessed at their remote time, towns depend for
their position on transport peculiarities. There are
several different principles which apply all round and take
severa different shapes; we will now have a look at one
or two of these.

Trade Route Junctions, A town will, for instance, almost
invariably spring up at the point where two trade routes
meet. The working of this principle can be seen most
clearly in seaport towns. Land transport meets sea
transport at the point where transhipment can be carried
on most conveniently ; that is to say, where there is
shelter against bad weather, deep water near shore, and
good communications inland. The first two at least
of these conditions are usually satisfied when a large
river flows into the sea and forms an estuary; and in
consequence, most estuaries have their sea ports. London
on the Thames, Liverpool on the Mersey, Hull on the
Humber—there is no need to pile up obvious examples.
The richer the hinterland (the area, that is, for which the
port is the sea outlet), the larger the port.

The same tendency shows itself when the two or more
routes concerned are land routes. Loads of goods from
one point travelling to different destinations, would have
to be sorted out and perhaps re-packed (remember we are
speaking of rather primitive transport methods, for in old
countries at least it is these whose needs were taken into
consideration as the early towns grew up ; no others were
known) when the track divided. Caravans and convoys
would have to wait longer, as a result, at these points
than at their ordinary halts, and settlements would grow
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up to serve their needs. These settlements would prove
convenient centres for merchants, who would be in a
good position to keep an eye on trade coming from several
directions; and the cumulative expansion of industries
and populationwouldfollow automatically. Examples of
this kind of growth, at the intersection of two or more
land routes, are Milan, focussing the trade routes of
Lombardy, and Chicago, doing the same for those of the
Middle Western plain. The half legendary city of Tim-
buctoo, in the Sahara, probably began the same way.

Rivers. Before the railroad age rivers were more im-
portant to transport than they are now, and consequently
there are few big cities which have not got their river.
The tendency to build beside a river in order to use it for
transport is less plain in England, where rivers are all
small, and it is the estuary of an English river which has
generally attracted population centres. But the great
waterways of Europe—the Rhine, the Danube, the Volga
—have nourished cities strung out for hundreds of miles
along their banks, the precise sites being determined by
bridgeable points making transhipment easy. So long as
climate and soil permit, therewill always be atown where
two navigablerivers meet; thus St. Louisis placed at the
juncture of the Missouri and the Mississippi, and Lyons
at that of the Doubs and the Rhone.

Breaksin Trade Routes. Another principle determining
where towns shall spring up is that wherever a trade route
meets an obstruction, or still more wherever a number of
trade routes converge to the point where an obstruction
can best be passed, therewill beatown. |fthereisapass
over a range of mountains, trade routes will converge to
its foot on both sides, and on each side there will be atown.
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Thus Bale, Berne and Geneva focus the routes over the
Alps, and Leeds has grown up at the mouth of agap in the
Pennines. Where the navigability of a river is inter-
rupted by rapids or shallows, a town is likely to spring
up at one end of the obstruction at least. Bonn, for
instance, has thriven on the narrowing of the Rhine,
which makes transhipment necessary in order to navigate
the reach just above it.

Often both these principles work together; the exact
place, for instance, of a seaport town on an estuary is apt
to be determined by the fact that the estuary is not only
a sea route, but also an obstacle to a land route. Where
anavigableriverisbridged, therewill certainly beatown;
because trade routes will converge on the bridge, and sea
going ships will have to stop there. London grew up
where it did, and not at Gravesend, because the Thames
was bridgeable there and not lower down.

Entrepdt Trade. When a town springs up at a more
than usually important junction of trade routes, as
London and Cologne and Venice did, they will come to
have what is known as an entrepot trade. Thisis adevel-
opment of the usual business of transhipping goods from
one kind of transport to another—from sea-going to river-
going boats, for example—and involves storing and ware-
housing them until the time comes to send them on.
Transport may not be available at once, and meanwhile
the goods have to be looked after. Distributing and ware-
housing facilities, asthey improve, become an attraction ;
goods are sent to the centre not merely as a stage in
transit, but to be held there until a market can be found
for them elsewhere. This business is apt to fall more
and more into the hands of merchants living in the city
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itself; and this leads to the establishment there of a
financial centre to handle the commercial transactions
involved. Financial facilities in turn attract more
shipping and warehousing business; the effect is cumu-
lative, and all thetimethe growth of population is having
its usual magnetic effect on industry; business breeds
business, of its own kind and of others. London, the
greatest entrepot city of theworld, isthe plainest example.
It was a port first and foremost; it was a port before it
was a capital. From being a port it became an entrep6t
and a financial centre, and as its population increased
its industries developed accordingly. In the course of
time itsfinancial importance has become even greater than
that of its shipping, and financial business is transacted
in London which has nothing to do with any cargoes
actually entering London docks. But it all began with
the geographical situation, the command of the routes
to the Continent, north and south, on the one hand, and
the focussing of the inland English trade routes at the
Thames bridges on the other.

Local Specialization. To turn to a slightly different
question : Given a number of established centres, at
spots determined by transport facilities, why do particular
industries develop in one place rather than in another?
For one thing, there will be broad geographical reasons.
An enterprise must be established in a suitable climate.
All farming is, of course, particularly dependent on
climate; so much so that its localization is taken for
granted. Nobody asks (once they are out of the elemen-
tary school) why wheat is grown in Canada rather than
in the Sahara desert, or why there are no rubber planta-
tionsin England. Industry, in the sense of manufacture,
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is more independent, and yet not altogether so. Cotton,
for instance, requires to be alittle damp while it is being
worked; and this is one of the reasons why the cotton
industry has thriven especially in Lancashire, which gets
a steady stream of moist winds from the Atlantic. Ex-
tremes of heat and cold, or unhealthy dampness, can
altogether prevent any industry from starting ; whatever
their wealth of mineral or vegetable raw materials it is
safe to say that neither the Arctic regions nor Central
Africa will ever boast any great industrial centres.

But far more important than climate to industry is
nearness to raw materials. The iron and steel industry
springs up near iron mines; if possible (since it uses
enormous quantities of coal) near coal minesaswell.  The
British iron industry is an interesting example of this.
The large-scale industry which began at the time of the
Industrial Revolution, in the late eighteenth century, was
able to take advantage of the fact that in Northumberland
and Durham, and in the Midlands, iron ore and coal are
found almost side by side, so that costs of transport could
be brought very low. Later on, when some of the iron
mines began to give out, and the ore turned out to be
unsuitable for new processes, the industry still continued
and throve because its coal was cheap, although now it
had to pay for bringing its ore from a distance.

When the material is very heavy and bulky in propor-
tion to its value, as in this case, the question of nearness
to its sources is particularly important. It is aso impor-
tant when the material is perishable. Whale oil refineries,
for instance, find it so necessary to be near the sources of
whale oil that they are installed on board large ships
which follow the whaling fleets on their expeditions.
Similarly, sardine or fruit canning factories are established
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near fishing ports or orchards.  Nearness to material, how-
ever, is often the deciding factor in localization even when
it is neither heavy nor perishable ; or the industry stays
on in the same place, long after the character of its raw
material, or of the transport which it used to depend on,
have completely changed, out of sheer inertia.

In industries where the working up of the material
makes little difference to the weight, nearness to customers
is just as important as nearness to raw material. A
manufacturer who is working up several tons of raw
material in order to get one ton of finished goods will
prefer to be near the material and save heavy transport
charges ; but if there is no important change in weight,
or if the finished goods are fragile and hard to pack,
he may well prefer to be near his customers. Thus, al-
though most of the timber used in England is imported,
one does not find woodworking manufacturers set up
exclusively or even mainly at the ports. Furniture
factories can be found in every fair-sized town; they
follow the market, not the original source of their material.
But whether it is nearness to raw material or nearness to
customers which is relevant, transport facilities remain
the chief consideration in the localization of industries
as in the growth of population centres.

Transport Facilities.  This cumulative growth, trade,
industry and residential population mutually reinforcing
one another, does not leave those transport facilities just
as it found them. Just as soon as a centre has been
established, people begin to spend time and money on
improving its original communications. Roads are
widened and metalled, railways developed, harbours
dredged, buoyed and lighted, docks built and enlarged,
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and bridges strengthened or duplicated. Indeed, after
this process has gone on for some time, the artificial
advantages may far outweigh the original ones. London's
docks, roads and railways between them represent far
more transport facilities than the original marshy estuary
and single bridge on account of which they grew up;
and nowadays a manufacturer who is thinking of setting
up a new factory, or a speculative builder planning a
new residential area, will not worry nearly so much about
the original natural communications as he will about
railways and roads.

Why Relative Advantages Change. As the economic
conditions and the relative importance of different parts
of the world alter, so do the relative advantages of differ-
ent geographical positions. If a good trade route is sup-
planted by the discovery of a better one, the towns
serving it will cease to expand—or at least, will cease to
expand as fast as they did ; we have seen that an existing
centre has in itself a fairly considerable power of expan-
sion. The clearest illustrations to this point can be drawn
from the Mediterranean towns. Before the New World
was discovered, the Mediterranean sea routes between
East and West were far the most important of their kind ;
and the Italian ports serving them were the greatest of
their day. When America was discovered the Atlantic
routes gradually caught up and outgrew the Mediterranean
ones in importance; it became more useful to occupy a
site commanding the Atlantic than one commanding the
Mediterranean. London and Bristol, Amsterdam and
Rotterdam, found they had a new advantage over Genoa
and Venice. But Genoa and Venice did not actually
shrink away or stop expanding; they only grew more
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slowly than their new rivals. Strictly speaking, the new
Atlanticportswerehardly incompetitionwiththematall;
they supplemented them, serving new routes while the
Italian ports continued to serve the old ; the change was
relative only.

An absolute, and not merely relative, slowing up is more
likely to result when geographical or technical changes
puts a new direct competitor into the field or strengthens
one already init. Thus, Bristol and Southampton com-
pete for the Atlantic trade. Bristol had the advantage
as long as ships remained below a certain size, but lacks
sufficient depth of water to take the big Atlantic liners
of to-day ; so they go to Southampton, and Southampton
has far outstripped its eighteenth century rival. Again,
in the early nineteenth century, the New England ports
looked like outstripping the English ones as shipbuilding
and outfitting centres, because America was supreme
in the building of fast wooden sailing ships. But when
wooden ships were replaced by iron and steel ones, and
sail by steam, English shipbuilding forged ahead and the
relative advantage of English ports increased. Or—
to take a geographical example—all the ports of West
Africa were certainly slowed up in their development
when the Suez Canal made it unnecessary for Eastward-
bound ships to round the Cape of Good Hope. They
continued to grow, because Africa itself was developing ;
but they did not grow as fast as they would have if they
had also been ports of call for the Far Eastern trade.

Changes in Localization. So far our examples have been
drawn from seaport towns ; but the same influences are
at work everywhere. As technique changes, relative
advantage changes. In the eighteenth century, when



CHANGES IN LOCALIZATION 118

power for factories was mainly water power, used directly,
industry was spread out along the course of streams.
When steam power developed, industry concentrated
near the coalfields. Now that electric power is develop-
ing, the relative advantage of the coalfield sites has
diminished, and we hear of " industry moving South."
As transport improves actual physical nearness to
materials and customers becomes less important, the
effective market widens, and industries are free to group
themselves in units of the best technical size; and the
process of competition adapts localization to the new
relative advantages. Geographical organization, like
technical organization, is in a constant state of flux.
Owing to the inertia of large population centres, the
change is very much slower, for the social cost of suddenly
transferring industries bodily to new sites which take full
advantage of changed conditions would be enormous ; but,
while population may remain, its occupation may slowly
change from one generation to another. Underneath the
numberless small rapid adjustments of technique and
owner ship, changes in localization go on much as the Gulf
Stream goes on under the troubled surface of the Atlantic.

Localization and Tariffs. There is a conclusion, bearing
on the vexed question of Protection, to be drawn from all
this discussion; the conclusion that there are normally
sound reasons for an industry being set up in one place
rather than in another, and sound reasons for its shifting
elsewhere. Towns and their industries do not expand or
shrink just for the fun of the thing. If tin-tacks are pro
duced in Lichtenstein and none in Monaco, the chances are
that Lichtenstein has certain natural advantages for the
production of tin-tacks. Therefore it is probably unwise

z
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for the Government of Monaco to try and encourage a
native tin-tack industry by putting up a tariff wall
against tin-tacks from Lichtenstein. And the Govern-
ment of Lichtenstein will also beill-advised in preventing
the entry of the scent-bottles for which (let us say)
Monaco is famous, in order to foster a scent-bottle industry
at home. To put the point more generally: There are
strong forces at work to make different places speciaize
in the goods for whose production they are best suited
by their particular natural and acquired advantages.
Therefore there is good cause to believe, unless in each
particular case it is specifically proved to the contrary,
that the world's work can be most economically done by
leaving this process of specialization to work itself out
by such automatic adjustments as have been illustrated ;
while Protection (which results in pushing along industries
which otherwise would decline or fail to grow up at all)
means a loss all round, at first sight at least.

But the great tariff controversy needs a chapter to itself;
all that has been done here isto point out that tariffsin
genera run counter to that principle of localization which
we have been discussing, and which is only a particular
case of the division of labour—the first root of economy.

SUMMARY. The localisation of industry depends on a
number of causes, of which the most important, apart from
historical chances, are natural resources, climate, and trans-
port facilities.  Centres of population attract industries as
they congtitute markets and labour supplies. Industries of
the same sort tend to concentrate in the same place. Places
tend to attract those industries to which their special advan-
tages are most important; this is a special case of the
divison of labour.



CHAPTER X
THE NATIONAL INCOME

N the chapters which follow we shall be discussing the

way in which the product of industry gets divided up
among those factors which have helped to produce it,
and through them among the owners of those factors,
whether they own land, machinery, organizing ability,
or merely muscle. But first it will give us a clearer idea
of how the whole process hangs together if we look at the
total product itself, as it emerges from the working of the
various principles which we studied in the last section;
that isto say, the National Income. What is, in fact, this
sum total; on what does its total sze depend, and how
can it be measured ?

The National Income Defined. To answer the first
question, " What is the National Income?" is not so
simple as it looks. We can simplify at the start by
making it clear that we are not dealing with the amount
of wealth comprised within any particular national
frontiers, irrespective of who owns it or of how many
people those frontiers contain. National wealth is the
wealth owned by all the persons inhabiting the national
territory, whether it isitself situated within that territory
or not; and whether a given figure of national wealth
represents riches or poverty depends on how many people
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have to share it. But one cannot simply add up the
value of all the goods and services produced in a country
during a year, and say " This is the national income,"
for two very good reasons, which had better be dealt with
separately. The first is that to do so involves counting a
number of things—indeed, most things—twice over or
more. In order to produce houses, clay has to be dug
up, and to be baked into bricks, which then have to be
laid. If we count the clay and the bricks and the house,
and add up all their values, it is quite plain that we get a
double reckoning. Each thing should be counted once
only, and that in itsfinished state. The national income
should not, in principle, include " producers' goods."
This at once makes it almost impossible to measure;
there are so many border line cases. What is one to
say, for instance, of the stock of oats which may be fed
to a plough-horse, and so be merely incidental to the
production of other crops, or may be made into porridge ?

Inequality of Incomes Distorts Values.  Another reason
why we cannot add up all the values of things produced
and call the sum the national income, lies in the effect
which the inequality of incomes has on the values of
certain goods and services. A few examples will show
what this effect is. Let us suppose that Dr. Foster, the
eminent Harley Street specialist, is paid 300 guineas for
performing an operation on Signor Fracasso, the world-
famous tenor, who has earned the money by singing at a
series of private concerts given by Mr. Guldenschein,
whose fortune is derived from a unique mine of black
diamonds, which are bought mainly by Mrs. Foster,
Signora Fracasso, and others with equally wealthy
husbands.  Surely there is here, once more, something in
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the nature of a double reckoning. The values of Signor
Fracasso's voice, of Dr. Foster's skill, and of Mr. Gulden-
schein's diamonds, all depend on the present distribution
of income; that is, on there being some people who can
pay the money. And these people are Signor Fracasso,
Dr. Foster, and Mr. Guldenschein themselves. If they
agreed to charge one another half as much, or twice as
much, it would make no difference to the things produced.
The values are inflated by the uneven distribution of
wealth; and the national income, considered as a sum
availablefor redistribution, isinflated accordingly.

An Index, Not a Description, of Wealth. Enough has been
said to show that any summing up and delimitation of the
National Income must necessarily be a very rough-and-
ready, uncertain business. Looked at closely, the very
idea of a National Income is rather elusive. But we
should not be too much discouraged by this; we need only
admit what has become obvious—that any measurements
we may make can only be taken as indices, not as exact
scientific descriptions, of national wealth. Avoiding the
first sort of double reckoning is statistically difficult, but
possible; and if we take the amount of error due to the
second sort as remaining about the same in different
times and places, we can get some sort of comparison of
national wealth and say " This nation isricher than that "
or " Thisnation is growing richer and that poorer."

Not all National Incomes are Comparable. Y et there are
limits to the usefulness and possibility of even such rough-
and-ready comparisons as these, if we want to use them
as indications of welfare. If distances of time and space
become too great, comparisons become completely
meaningless. How on earth is one to compare the
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national wealth of Great Britain with that of Egypt?
Or the national wealth of the United States to-day, with
that of the inhabitants of the same territory before its
discovery by Europeans? As soon as there is any sub-
stantial difference of staple commodities, climate, or even
tastes, comparison becomes impossible, or at least is no
guide whatever to welfare. This is quite obvious when
we look at the second of our two examples, and see that
most of the wealth of the United States to-day consists
in things of which the aboriginal Red Indian had no
notion at all, and on which, therefore, he could not set a
value. Butitis equally true of the first. Take the mere
question of houses. The English workman—even the
poorest, in the most desolate derelict mining village—
lives in a house built of brick or stone, and in which there
is room to stand up. The Egyptian peasant, even the
fairly well-to-do one, lives as a matter of course in a
mud-and-wattle hut which may have headroom. But
the different uses to which these houses are put makes
any comparison based on this fact quite absurd. The
English worker lives in his house ; even taking it that he
works far from home, leaving early in the morning and
returning late at night, or that he spends all his spare
time at the public-house, his family lives there. The
Egyptian worker does not live in his, nor do his family.
They keep their belongingsinit; they do some, but by no
means all, of their cooking init; and they deep init—
though not invariably. They live outdoors. Their
climate and their customs allow them to; the English
climate and customs do not. Again, climate and custom
allow the Egyptian to go bare-foot; they do not allow
the Englishman to do so. So any comparison of the
national welfare of Great Britain and Egypt, based
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(among other things) on the total value of houses and shoes
in the two countries, would be wildly misleading.

All this has been rather discouraging. But common
sense comes to the rescue, and points out one or two
consoling facts to make up for the destruction which has
been going on. We have seen that we cannot exactly
measure any national income; and that we cannot
scientifically compare any two national incomes, whether
of widely different nations or of the same nation at widely
separate pointsinits history. But no onewill deny that a
nation can in fact be better off, or worse off, than its
neighbours, or can itself grow better off, or worse off,
through time ; that there are reasons for these differences
and changes ; and that these reasons are worth studying.

Causes of Variation : Quality ofthe Race. What, then,
are the causes on which the sze of the national income
depends ? Partly, they will lie in the nature of the people
concerned; partly, in their surroundings. Evidently,
a society whose citizens are strong and healthy and
intelligent is likely to be richer than one composed of
rather stupid weaklings; though (as Professor Cannan
has pointed out) it is strength in proportion to physical
needs, and not merely strength, which is important. A
race composed of men twice as strong as the rest of hu-
manity, but needing four times as much food, clothing
and house room, would tend to be not richer but poorer
than the rest.

This average strength and intelligence will in turn
depend on the average age of the people concerned. A
community most of whose members are in the prime of
life, and so at the height of their powers, is likely to be
richer than one containing a disproportionate number
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of very young children or very old people who are past
work; though there are advantages in a population con-
taining a large proportion of adolescents, which we will
have to study when we come to deal with industrial
mobility.

Education and training and moral qualities of the com-
mercial sort—honesty, conscientiousness, and initiative
—will also be likely to increase the national income; the
former by developing these inherent qualities of strength
and intelligence, making them technically effective, and
the latter by giving them full scope and driving power.

Another influence affecting the amount of things pro-
duced is the attitude of the community towards non-
material things. |f it prefers, like the Western races, to
work hard, play hard, and be constantly occupied, it
will create more material wealth than if it prefers, like
the Hindu fakir, to sit and meditate on spiritual things
without worrying as to whether it is rich or not. But
which of these two attitudes is really best is of course a
question not of economics but of philosophy and ethics.

Lastly, we saw in an earlier chapter that the size of the
national income will partly depend on how close the popu-
lation is to the optimum, both in absolute number and in
distribution between places and occupations.

Physical Surroundings. But, needless to say, national
wealth does not merely depend on the qualities of the
population as they originally were and as they have been
developed. It also depends on physical surroundings.
The two sets of causes act on one another, it istrue; the
more enterprising and stronger nations (to say nothing,
for the moment, of their honesty) have generally managed
in the past to plant themselves in the best surroundings,
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turning out the previous occupants if necessary. On the
other hand, surroundings influence national characteris-
tics, some climates being more stimulating than others
(compare for instance the temperate zone and the tropics)
and some circumstances, such as the extreme cold of the
polar regions, or the continuous fogs and mists of Pata-
gonia, being so depressing that they give high physical
or mental qualities no chance to develop.

Independently of their effect on human characteristics,
different physical surroundings are an obvious cause of
greater or lesser national wealth. If a country is fertile,
well-watered, rich in mineral deposits, well placed for
trade with its neighbours, and provided with good natural
communications, its inhabitants are likely to be wealthier
than if it were barren and inaccessible. This is not
inevitable; compare, for instance, the wealth of the
inhabitants of China and India with that of the inhabi-
tants of Australia and Canada, countries far less favoured
by Nature. Butitisastrong probability.

Capital Equipment. Given certain natural surroundings,
innate characteristics and training, the income of a
community at any time will depend aso on what it has
done in the past by way of providing for the future. A
people which has always been bent on reaping as much
immediate advantage as possible from its work, and
letting to-morrow take care of itself, will not in the long
run find itself as well off as one which has judiciously
spent a fair amount of time and trouble in improvements
which will only become profitable later. A purely
agricultural community, for instance, given a certain
amount of strength and ability, and soil of a certain
quality, will be better off if it has in the past spent some
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time on draining, road making and building good stables
and out-houses, than if it has never troubled to do more
than plough and harrow and harvest efficiently. But the
most spectacular results of thinking ahead and acting
accordingly are seen in industry and commerce. When
we study, a few chapters later, the question of interest
and investment, we shall see how the balance is struck
between present and future; but for the moment it is
enough to point out that according to the degree in which
a community has or has not advanced from hand-produc-
tion to machine-production, and from primitive to modern
transport and communications, its national income will
be larger or smaller.

Organization. Another very important reason for
differences in national wealth is that various communities
may have organized their economic life in different ways,
some of which are much better than others. Some
kinds of organization encourage each member of the com-
munity to do his best: others do not. The old feudal
organizations for instance, by which a great proportion
of the people were bound to the land on which they lived,
and worked most of the time not for themselves but for
an overlord, without pay, offered very little encourage-
ment to anyone to get on in the world. However hard a
medieval peasant might work, he could not hope to im-
prove his lot much. The result was that he worked
less hard, and produced less, than if he had been free, and
the whole nation was poorer on account of the faults in
its organization.

Apart from this very important matter of incentive,
the organization of a community may be more or less
favourable to production in several ways. Its laws, for
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instance, may be such as to hinder industrial units from
grouping themselves in the best way, or at least, not to
help them. We have already seen how the English rail-
ways suffered, in the course of their development (the
national wealth naturally suffering with them), because
Parliament disliked the idea of a few big powerful com-
panies and preferred a lot of small competing ones.
Tradition, as well as law, has its effect; if there is a
tradition in industry that business management is handed
down from father to son, without any close scrutiny of
ability, production is likely to be lessthan where respon-
sible posts are open to whoever can fill them best.

Our next five chapters deal with the principles govern-
ing the way in which the total wealth of the community is
divided up ; explaining, amongst other things, why the
division is so unequal asitis.

SUMMARY. National incomes vary according to people's
innate and cultivated characteristics, to their natural sur-
roundings, to the provision they have made for the future,
and to their organisation.  The National Income itself as
we have seen, is rather a shadowy idea, quite impossible to
measure accurately (owing to the difficulty of double reckon-
ing and the effect of great inequalities of income), and
giving no more than a rough index of welfare.  But the
notion of an available sum total of national wealth, properly
understood and limited, has its uses in economics.



CHAPTER X1
WAGES: THE VALUE OF WORK

Y far the biggest proportion of the national income

is paid out in the form of wages, and therefore we
will begin by studying these. Why do they vary so much
between different workers? Why are they as high as
they are and no higher ? What is the real effect of Trade
Unions? These are the questions which this chapter sets
out to answer.

The Classical Theory. The simplest way to look at the
matter isto begin with the oldest explanation of all, which
said that wages should, inthelongrun, be equal as between
all occupations provided these were equally pleasant.
The less pleasant occupations should be more highly
paid than the pleasanter ones; so that the " net advan-
tages" would be the same in all occupations. This
state of things would come about automatically, because
every man in choosing his trade would go into the one
where the net advantages—wages and conditions taken
together—were the highest; labour in the less advan-
tageous trades would grow scarce, while [abour in the more
advantageous trades would grow more abundant; they
would, therefore, rise in the former and fall in the latter,
until all were equal. Any variation in money rates,
as between different trades and places, would be accounted

124
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for by variations in the opposite direction, of general
conditions. That is, as it were, the ideal state of wages.
But it bears not the faintest resemblance to reality.
Wages are not equal as between different occupations and
places ; and so far from the less pleasant occupations being
the best paid, low wages and bad conditions generally go
together. The coal miner working in a cramped seam a
thousand feet underground, the dustman spending all his
working hours in an atmosphere of garbage, the farm
labourer doing hard and dirty work seven days a week in
all weathers, are paid far less than the comparatively
comfortable bricklayers and plumbers and carpenters—
let alone the brainworkers, doctors, lawyers, managers
and such. Moreover, wages differ, even for the same trade
from one part of the country to the other. Why is
this?

Why the Value of Work Varies. It does not take us very
far to give the obvious answer, that one man's work is
worth more than another's. What we are trying to find
out is why one man's work is worth more than another's.
It is not only a matter of general persona gifts and
abilities. A farm labourer, who can plough a straight
furrow, manage and care for farm stock, dig a ditch and
trim a hedge, has a far bigger fund of knowledge and
general dexterity than a worker in a mass production
car factory. Yet he earns perhaps half the latter's pay ;
and the fisherman, who must have all the lore of weather
and sailing at his fingers' tips, is hardly any better off.
Within a trade, differences in general personal ability
will result in one man's rising farther than another;
but this will not account for the great differences of pay
as between trades.
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Marginal Productivity. To find the real reason for the
difference in the value of people's work, we must go back
to our old acquaintance the " margin." Just as the
utility of a glass of water depends on whether it is con-
sidered by itself or as one of several, and if so, of how many,
so the value of a man's work, with a given demand,
depends on how many other men are doing the same
thing; and just as the price of every pound of fishin
the market is determined " at the margin " as the price
of the pound of fish which the marginal purchaser just
decides to buy, so the price of any man's work is measured
by the amount which the marginal employer findsit worth
his while to pay to the man whom he just decides to
employ.

That amount, in turn, will depend on what that
man produces. This is the marginal productivity explana-
tion of wages; and since productivity depends on other
things besides the worker's general ability, such as the
price the product will fetch, and the nature of his equip-
ment, it goes some way to explain why wages are
higher in the motor car industry than in farming or
fishing.

It must constantly be borne in mind that the pro-
ductivity we are discussing is value productivity, not
physical productivity. If an industry doubles its man
power it may, provided that it increases its other factors
of production in due proportion, have as good a physical
output as ever (though, as we saw in Chapter V I, unless
it has also improved its technique there is likely to be
some falling off). But since there are more of its goods on
the market their price will be less, and the value produc-
tivity of each man will fall; so, therefore, will the wage
employers are willing to pay.
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The Effect of Equipment. If equipment in one trade
progresses faster than that in another, and demand
expands faster than elsewhere, then the marginal pro-
ductivity of workers in that trade will be higher than
elsewhere and so will their wages. Although by seeing
what happens when more or less men are employed at a
given rate one can estimate the position of the margin
for any one industry, it is not really possible entirely to
disentangle the productivity of the worker from the pro-
ductivity of the machine he works with. The pro-
ductivity of a worker in a Ford factory is one thing; the
productivity of the same worker in a concern working
with obsolete equipment and old-fashioned methods will
obviously be less. Wages are paid because the employer
expects to make a profit out of the work for which he
pays them. If there is no expectation of profit, there is
no inducement to pay wages. That is not to say that
employers will immediately discharge a large proportion
of their staff as soon as their balance sheets show a loss ;
they may, taking a long term view, decide that it will
pay them better to carry on till things improve, keep their
old employees together, keep their goods in the public
eye, and cover something at least of their overhead ex-
penses. But if the loss continues too long, dismissals are
bound to follow. Wages therefore cannot, in any trade,
rise far above marginal productivity level without unem-
ployment following; what the workers gain on the
roundabouts they lose on the swings.

Labour and Profitability. Profitability varies from
industry to industry as conditions change, and with
profitability the demand for labour changes. Wages,
therefore, will tend to vary from industry to industry,
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according to the efficiency with which each is run, the
state of demand for thefinished product, and so on. But
this still does not entirely explain the inequality of wages.
It gives us one link in the chain of circumstances by which
they are caused; it shows that there are forces at work
constantly varying the return to labour in different
occupations. But that is not enough to account for per-
manent differences in wage levels. Why do not workers
in occupations where productivity is low leave them and
go to others where it is high? What is wrong with the
old classical theory of net advantages ?

Causes of Inequality. This is one of the cases where
pure theory—the application of the laws of supply and
demand—will not help much. The reasons for the in-
equality of wages can be described as matters of common
knowledge; there are many of them, some slight in
themselves, but all adding up to produce a considerable
effect.

1. In the first place there is the lack of knowledge.
The market for labour is not like our imaginary fish
market where everybody knows just what prices every-
body dse is asking or paying. A workman in Wales
quite probably does not know at all whether more or less
money is being paid for his sort of work in Scotland or the
Midlands. He is still less likely to know what wages
are being paid in different trades outside his own im-
mediate neighbourhood, and even within that neighbour-
hood his knowledge may be too hazy for him to want to
actonit.

2. In the second place, there is the fact that a skilled
worker who changes his trade loses the advantage of his
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skill. Wages are lower in the engineering than in the
building industry, but not many engineers, if any, turn
to building. To do so would mean sacrificing all the
advantages of their training and starting again from
the bottom ; and even that would be exceedingly difficult
under trade union regulations.

3. In the third place there is the sheer weight of
inertia. People do not want to leave their homes and
familiar surroundings for the sake of twopence an hour
extra at the other end of England, even if the money is to
be earned in the same industry ; and even apart from any
change of residence, wage earners, like most other people,
get into a groove and dislike the idea of getting out
of it.

All this sounds worse than it is. For it is much easier
for a new recruit to industry—a boy or girl just out of
school—to go into the trade or industry which offers the
best prospects than it is for a man who has worked twenty
years on the same sort of job and in the same place.
There is no training to be sacrificed, home ties are less
binding, and generally there is much less of a rut to be
escaped from. It follows that the more young people
there are coming on to the labour market each year, in
proportion to the total population, the greater is the
mobility of labour and the greater the force working to
equalize net aglvantages. A country whose population
is expanding is therefore better off in this respect than one
whose population is stationary.

4. These " frictional influences " are not, however, the
only causes of inequality of wages. There is also the
important fact that inequality perpetuates itself—a
truth applying to all forms of income. A very poor
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labouring family cannot afford to support their children
duringthelong apprenticeship required for askilled trade ;
so the children in turn become labourers, the wages of
labourers remain low because there are so many of them,
and those of skilled artizans remains high because there
are so few of them. Thisis all the more likely to happen
where the entrance into skilled trades is made more diffi-
cult by trade union restrictions, such as ruleslaying down
that only so many apprentices should be taken on at a
time. It is hardly necessary to run through the whole
argument again to explain the still wider differences
between wages, whether skilled or unskilled, and salaries—
the pay of the " black-coated worker." Most brain work
takes training, longer and more expensive than that
for even the highest-skilled manual work ; those who are
poor to start off with cannot afford it, so the supply
of brainworkers remains limited and their price, or wage,
accordingly remains high.

The explanation of the inequality of wages can therefore
be summed up asfollows : Wages depend on productivity,
and productivity depends on ability, training and equip-
ment in the widest sense. Ability varies; trainingistoo
expensive for the poorest workers, so that the difference
between skilled and unskilled wages is not wiped out by a
flow of labour from unskilled to skilled occupations;
and the comparative efficiency of equipment as between
different industries is constantly varying, while mobility
between industries and places is checked by ignorance,
inertia, and the fear of losing the advantages of specialized
skill.

The Power of Trade Unions. It will be seen from the
foregoing account of the causes determining the height of
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wages that trade unions* have very limited powers—how-
ever well organized they may be—towards raising the
wage-level in their respective industries. Some power,
however, they undoubtedly do have. In what does it
consist ?

In the first place they can see that there is as little
lag as possible between any rise in the profitability of an
industry and the corresponding rise in wages. If there
is, inany industry, abig margin between productivity and
wages, wages being below productivity, that will mean
that there are extra profits to be had there by employing
labour; resources will be moved into the industry, and
the competition of new employers or of old employers
expanding their business will drive wages up to pro-
ductivity level. But this may be a slow process. The
unions can take a short cut, in a way that unorganized
labour cannot, by insisting that the full productivity
wage shall be paid at once.

But to se the full importance of the effect which
Trade Unions have on wages one must ook further ahead,
and see what other consequences, beside a certain amount
of unemployment, follow when wages are raised, whether
up to or above productivity level. There are con-
sequences affecting both the worker and the employer,
the first being the most obvious.

High Wages and Efficiency. A low wage means a low
standard of living, and alow standard of living (which in
concrete terms means underfeeding or unwholesome food,
overcrowded and dirty slum conditions, shoddy clothes,
leaking boots, and so on) means inefficient labour. A
man is unlikely to be a good worker if he is half-starved,
if he was rickety as a child owing to the lack of sunshine
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in the slums, and if his home is so overcrowded that he is
driven to spend all his spare time at the public-house. He
is likely to be feeble, to miss a good many working days
owing to sickness, and to be careless and dirty because he
has always been used to dirt and muddle in his own life.
This argument cannot be pushed too far, since some
work is so mechanical that even a crippled half-wit could
doit; but for any work that needs care, intelligence or
strength the underpaid worker is an inefficient and costly
worker. When wages are so low that the workers re-
ceiving them are below the poverty line—when they are
getting so littlethat their poverty makesthem inefficient—
then an increase in wages even well above what represents
their marginal productivity at that moment will pay for
itself, from the employer's point of view, by making them
more efficient. As their standard of living rises their
marginal productivity itself rises, and equilibrium is
established again. Some employers are wide-awake
enough to see this for themselves; but many are not,
and are content to drag along with ill-paid and therefore
inefficient workers, saying with perfect truth that their
work is worth no more than it is now getting. That is
where the Trade Unions (or failing them the Trade Boards)
can step in and force the short-sighted employer to raise
wages, the higher rate being justified by the increase of
efficiency which is brought about by a higher standard of
life.

Even where wages are high enough for the standard
of living and the efficiency of the workers to be adequate,
arise may be a good thing for the industry, because of its
effect on the employer. It is quite possible, in spite of
the stimulus of competition, for the employers through-
out an industry to get slack and self-satisfied and to run
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their businesses, although tolerably well, much less well
than is possible, without worrying nearly enough about
possible improvements in equipment, new processes and
ideas, new markets and so on. It does that sort of
employer a great deal of good to have an active Trade
Union constantly prodding hi mout of hiscomplacency and
saying " Set your house in order, and pay us better
wages ! " Even if the Trade Union does nothing but
press in this way for better pay, that pressure forces the
employer to sit up and take notice, and so is likely to
increase the efficiency of the industry. If its efficiency is
in fact increased, profits will increase too, and 0 the
rise in wages will be justified by a rise in marginal
productivity.

High Wages and Unemployment, If a Trade Union
pushes wages too far ahead of marginal productivity it
overshoots itself and causes unemployment. This hap-
pensintwo ways; firstly, the employers may put up the
prices of the finished product, so that the demand for it
contracts, less is produced and men are sacked or put on
short time; secondly, they may decide to use more
labour-saving machinery, which will also displace labour—
substituting, in the technical phrase, capital for labour at
themargin. Thefirst of theseresultsiswholly bad for the
workers concerned. The second is bad in the short run,
but may be good in the long run. If arise of two per
cent, in labour costs finally decides an employer to be
venturesome, and to introduce machinery which saves
ten per cent., the fall in price may stimulate the demand
so much that theindustry affected will expand enough to
take in all those previously employed, paying them the
higher rate. Temporary unemployment in this case is
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followed by areal gain. The power of Trade Unions to
raise wages therefore extends some way beyond that of
merely seeing that they keep pace with marginal pro-
ductivity ; but this power depends entirely on the
possibilities of increasing marginal productivity once
those wages are raised. If no improvement is possible,
or if those same Trade Unions (as they only too often do)
put obstacles in the way of improvements in efficiency,
then their action merely results in unemployment, with
no net gain to the workers at all.

In these circumstances, the power of Trade Unions
merely amounts to saying that the equilibrium of the
labour market shall be reached only by adjusting the
amount of labour bought, and not the price offered for it.
Likethe " ring" of fishermen in Chapter 111, they fix a
minimum price, and if the whole available supply is not
sold at that price, then part remains unsold—that is, a
certain number of workers remain unemployed. The
Trade Unions exert monopoly power like any other
selling combine; the merits of their action, from the
worker's point of view, depend mainly on the elasticity
of demand for labour. When the demand is elastic,
the fixing of the price means so large a falling off in
employment as entirely to offset the gains from higher
wages, even without counting the loss to the community
as a whole.

SUMMARY. The causes determining what any worker's
pay may be at a given time are firstly, the demand for the
produce of his work ; secondly, his own personal ability and
tr8ining; thirdly, the efficiency of the equipment with which
he works; fourthly, the extent to which Trade Union action
in the past has kept wages up as high as productivity
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warrants (this factor may also have influenced the previous
two); and fifthly, the extent to which the worker has in
choosing his job acted deliberately and with afull knowledge
of the circumstances, or haphazardly and in ignorance.
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RENT AND QUASI-RENT: THE VALUE OF CONCRETE
CAPITAL

ENT in classica theory aways meant the rent of

land ; " land " being in classical phraseology, short for
" factors of inelastic supply.” We discussed this point ear-
lier and came to the conclusion that, while this idea of
inelastic supply was avaluable one, " land " was not a
good word for general use in this connection, because
although land was probably one of the most difficult
things of which to increase the supply if one had 500
years to do it in, there are any number of things whose
supply is equally inelastic if we are thinking, not of 500
years, but of five weeks or five days. Moreover, the value
of "land " consists to a great extent of improvements
which have been made in the past and which can be added
to; so that effectively, although the supply of actual
acres is very inelastic, the supply of the services of those
acres is very much less so.

Rent and Marginal Productivity. The amount people
are willing to pay for land and concrete capital is deter-
mined essentially in just the same way as that which they
are willing to pay for other factors of production. It
depends on marginal productivity. We saw in the last
chapter how this acts in the case of wages; the process
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is the same for land, with the marginal acre filling the
place of the marginal worker. But there is a difference
in the form of the priting process, because of the inelas-
ticity of supply—whether it is the permanent inelasticity
of supply of corner sites on Piccadilly or the temporary
inelasticity of supply of shipyards during a shipping boom.
The amount of work which people are able and willing
to do depends a good deal on the wages which they are
offered, but the amount of land available in a given spot
will not expand however muchispaidforit. Inequalities
of marginal productivity between different sorts of land,
and hence differences in value, cannot be remedied as can
inequalities of marginal productivity in, for instance,
omnibuses on different routes; equilibrium can only be
reached by prices, that is rents, remaining at different
levels more or less permanently. However far the rent
of first-rate land rises above that of second-rate land,
there is practically no possibility of any increase in its
quantity, at all events when the particular quality lies
not in fertility but in situation; there is no tendency
towards equalization. Land can, it is true, be turned
from one use to another. Agricultural land, when a
railway is driven through it, may serve as a factory site,
and the factory in turn may manufacture different articles,
so that the same land may help to produce in turn corn,
potatoes, bombs and typewriters, according to which
pays best. But for any particular purpose, land remains
graded in all degrees of better and worse, and no adjust-
ment is possible.

Quasi-rent. This sort of permanent scarcity value is
not, as was said earlier, attached only to land. If a war
breaks out, and the demand for steel for munitions and
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guns consequently shoots up, then the price of steel will
rise, the profitability of blast-furnaces will increase, and
they will be worth more. In the long run, doubtless,
mor e blast furnaces can be built, but what matters at the
moment isthe short run ; thereis a definite extra scarcity
value on blast furnaces compared with, for instance,
cotton factories, and until new blast furnaces can be
built that extra value will remain. The extra value
depends entirely on the price of the product, and rises
and fallswith it; itisjust likethe rent of land.

The same rule holds good when, instead of a rise in
the price of the product, we haveto do withafall. Inthe
long run, people will allow the supply of the factor affected
to fall off; but in the meanwhile there are our solid
blast-furnaces or railways or whatever it may be, and they
will not crumble away just because the price of the things
they produce has fallen. Their scarcity value has
declined, and theprice paid for them hasdeclined accord-
ingly. Aswe saw in Chapter 1V, onceathingis produced
its cost of production can no longer affect its value ; the
valueis determined by the scarcity relativeto demand, and
in the case of factors of production—" producers' goods " —
that demand is based on the productivity of the factor.
The income which can be derived from any particular
patch of land or piece of machinery depends on its fer-
tility or efficiency—that is, on its physical productivity—
and the price per unit of the product. And any income
which is yielded under such conditions that the supply of
the factor from which it is derived cannot be immediately
adjusted to changes in the value of the final product,
however caused, is rent or quasi-rent—the latter being
so called in order to distinguish it from pure or permanent
rent. Rentistheyield ofthe" original and indestructible
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powers of the soil " ; quasi-rent is the yield of man-made
instruments of production. But they obey the same
laws.

Rents and Wages Compared. In so far asthe size of rents
and quasi-rents depend on productivity and the price
of the final product, it resembles income derived from
work. But none of the other causes governing the size
of income from work have their counterpart in the de-
termination of pure rent. There can be no question of
mobility from the less well-paid to the better-paid oc-
cupations. When we pass from pure rent to quasi-rent
immobility becomes merely stickiness; but in so far as
that stickiness persists—in so far, that is to say, as we are
considering a period of time shorter than that which is
needed to increase the supply of the factor concerned—the
price of the product will be the only thing affecting the
amount that people will pay for the use of the factor.

Another special point about rents, compared with other
kinds of income, is brought out if we push the comparison
with wages a little further and see what effect a rise in
rent has on the supply of the factor. With wages, we
saw that while the connection between high wages and a
large total number of workers was negligible, that between
high wages and a high intensity of work was close. With
rents there is no such connection. An increase in rent
is not followed by an increase in the quantity of the factor
for whichrent is paid, nor a decrease by a falling off.

The Classical Dilemma Explained.  Thisisthetruth at
the back of the very confusing classical theorem that" rent
does not enter into price.” Of course it " enters into "
price in the sense that the rent of a site and of a factory
is as much a part of a manufacturer's expenses as any
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other outlay, and that he will not go on indefinitely run-
ning his business unless all his outlays are covered by the
price of the goods he produces; but all the same the
classics were quite right in putting rent on a different
footing from other costs. A rise in the cost of a manu-
facturer's fuel is an immediate incentive to the coal-
mine owner to produce more coal; the cost of his factory
site, on the contrary, is not an incentive to anyone at all,
and the cost of the factory itself is only effective as an
incentive if we consider a period of time sufficiently long
to build one. Therefore the price of coal helps to deter-
mine the scarcity of coal, but the price of corner sites
on Piccadilly has no effect in determining the scarcity of
such sites. This means that though rent is affected by
price it does not itself determine price. It could only
do so by altering scarcity, and it cannot alter scarcity.
Any changes in rent must come from the demand side.
Rent is ayield quite unrelated to the original cost of the
factor for which it is paid; it arises ultimately from
present scarcity, immediately from the price of the pro-
ducts of the factor concerned. At a point of time—if we
imagine a kind of instantaneous flashlight view of the
economic world—all physical yields of all factors of pro-
duction are purerent.  Over athousand years, only avery
few yields—such as those of sites at natural bridge-heads or
harbours—are purerent.  Over the vaguely defined period
of time which one generally considers in economic discus-
sionitis convenient to regard the yield of land and of heavy
fixed capital as a rent or a quasi-rent, and inconvenient,
being a stretching of language, to regard the yield of, say,
a flock of poultry as arent. But the nature of rent—as
ayield unrelated to the original cost of the factor produc-
ing it—remains the same for all.
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SUMMARY. Rent is the return to factors of inelastic
supply, and so depends wholly on demand. As an item in
price, it forms part of the total cost of the goods in whose
production those factors are used ; but while, like other costs,
rent is paid in the expectation that the price received for the
finished product will be profitable, it does not, like other
costs, have an influence on the scarcity of the factors con-
cerned which do eventually influence price. It is price-
determined, not price-determining.



CHAPTER X111

INTEREST

HILE rent is the lump sum yield of a concrete

factor of production, interest is the rate of yield
on a calculated money value. It is the return on loan
capital. Rent, as we have seen, is independent of the
original cost of the factor yielding it; interest establishes
the connection between that yield and the present value
of the factor. |If, for instance, a factory is producing
goods valued at £10,000 a year and the rate of interest is
5 per cent., then the factory's capital value is £200,000.

Pure and Commercial Interest. The meaning of the word
interest" is, fortunately, one on which thereis no impor-
tant difference of opinion between the economist and the
man in the street. It is the amount which is repaid
by a borrower over and abovethe original sum lent, and
the " rate of interest " is the percentage of the original
sum which that amount represents.  This statement needs
qualification. Money is lent at widely varying rates of
interest to different borrowers for different purposes ; but
the pure rate of interest, which we are discussing, is the
same for the whole of any market at any given time.
The difference between pure and commercial interest
arises because some loans are safer than others; and the
man who wants to borrow for arisky enterprise has to pay,
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over and above the rate of interest, a certain amount to
compensate the lender for this risk. Industrial deben-
tures represent a higher rate of interest than Consols.
The pure rate of interest is the return on a perfectly safe
investment. What we shall be studyingin this chapter is,
firstly, the reason why interest is paid at all; secondly,
the reason why it is as high as it is; thirdly, how the
idea of interest fitsin with that of rent which we discussed
in the last chapter.

Why Interest is Paid. It is not quite so easy to say why
interest is paid as why rent and wages are paid. Evi-
dently people will not work for nothing, and land and
capital goods cannot be had for nothing; but why, if
Jones lends Brown £100 to-day, should he receive back
at the end of the year not £100 but £105 ? This question
seemed at one time so unanswerable that the taking of
interest was forbidden by the Church as contrary to right
and justice. Actually, after much controversy, econ-
omists now give the following comparatively simple
explanation.

Interest is the price of the use of a certain amount of
loan capital for a certain length of time. Loan capital,
like other things, is scarce, and so commands a scarcity
value. We have already seen why there is a demand for
loan capital—because it can be converted into capital
goods which increase productivity and so bring in a
greater ultimate return ; it remains to be seen why there
is a scarcity. Productivity explains peoples willingness
to pay interest but not the necessity for them to do so.

The function of interest is the same as the function
of any other price, that is, to equalise supply and demand.
While the rate is at 5 per cent., the effective demand for
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loan capital only comes from people who propose to use
them for purposes which yield 5 per cent, or over; and
the supply comes from people who will be satisfied with
a return on their investment of 5 per cent, or under.
The enterprises which will yield only 2 per cent, or 3 per
cent, are sifted out, so that only the more urgent capital
works areundertaken.

As we know, costs really represent the sacrifice in-
volved, in order to use resources for one end, in not using
them for another. When resources are used for the pro-
duction of capital goods, goods, that is, which only yield
satisfactions indirectly by producing consumers goods
some time ahead, present satisfactions are sacrificed ;
thereis an immediate cost which is on the same footing as
any other. But this exchange of present satisfactions for
future satisfactions is not carried out on the same basis
as the exchange of two sets of present satisfactions;
the right to £105 worth of goods and services in a year's
time is worth only £100 now. Why is there this discre-
pancy on the supply side ?

Some say that the reason for the payment of interest
is psychological. According to them, people see future
needs as something rather vague and unimportant and
present needs as something very definite and urgent;
they discount the future. Interest, according to this
theory, is the price paid in order to overcome this un-
reasonable preference for present over future goods;
and the rate of interest depends on the dispositions to-
wards the future of the people who save.

That some people, at least, think of the future in this
way is certain. Primitive peoples, for instance, have
very little idea of providing for future needs; and there
are plenty of individuals in civilized countries who are
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temperamentally unwilling to look much beyond to-
morrow. But that everybody acts like this—that
humanity suffers from a universal habit of looking at
next year's dinners through the wrong end of the tele-
scope—can hardly be assumed so easily.

Interest and the Length of Life.  Economics is on surer
ground when it relates unwillingness to exchange £100 now
for £100 next year to the fact that human life itself is
limited and uncertain in length. Itis rather sweepingto
say that everyone prefers present satisfactions to future
satisfactions ; but it is reasonable to say that people
prefer to have an expectation of getting back during their
lifetime or that of their heirs the satisfactions which they
forego in saving. |If the rate of interest fell much below
the lowest figure which would satisfy these conditions,
say 2 per cent., which returns the original capital in 50
years, people would prefer to use their resources to pro-
duce goods which could be consumed straight away, and
no fresh supplies of liquid capital would be forthcoming.

On the whole, then, the reason why interest exists can
be summed up as follows: there is a demand for loan
capital because, when converted into capital goods, it
increases productivity. The supply is limited, not only
by the competition of alternative uses which always exists,
but because people are unwilling to forego present satis-
factions except on such termsthat the sacrifice will be made
good during their lifetime or (though here there certainly
is ageneral discounting of thefuture) in that of their heirs.

Why Interest Varies So much for our first question—
why interest exists. The same arguments which have
answered it will throw a light on the second question—
what causes it to vary upwards or downwards. In the

L
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first place, if the productivity of capital goods is the
reason for the demand for liquid capital, then the demand
will increase or fall off according to that productivity.
If anew inventionliketherailwaysincreases productivity,
then the rate of interest will tend to go up-(though it
must be remembered that some inventions may shorten
the productive process, and so economize capital even
whileproductivity isincreased).

The rate will vary, too, for technical reasons connected
with the actual nature of the capital goods in use at any
time. The more rapidly they wear out or become
obsolete and have to be replaced, the greater will be the
demand for fresh liquid capital to replace them.

On the other hand, secular changes in the normal ex-
pectation of life may cause the rate to vary over long
periods. As one might expect, the great increase in the
normal length of life in England during the nineteenth
century was paralleled by a decline in the rate of interest
in spite of all theinventionswhich during the same period
were increasing the productivity of capital. For if a man
expects to live 50 years he knows that a rate of two per
cent, will return his capital to him in his life time;
whereas four per cent, will be needed if he only antici-
pates 25 years more.

It will depend, too, on how well off people are, taken
together. If they have only enough to live on in a
miserable way without quite starving to death, they
evidently cannot save at all; if they have a good margin
to play with, they are free to save or spend as they choose ;
and if they are enormously wealthy it is really quite
difficult for them to spend their whole incomes and they
save almost automatically.

The way people think events are going to move in
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the future will aso influence the rate. We have said
above that pure interest does not include payment for
bearing the risk that the enterprise may not bear fruit;
but there is another risk—the risk that the fruit may not
be enjoyed by the person making the investment. Apart
from the uncertainty of human life, there is the uncer-
tainty of political events, possibilities of wars and dis-
orders or high taxation. The pure rate of interest, as
well as the commercia rate, will be higher in a Central
American republic with an average of three revolutions
a year than in a comparatively stable country like Great
Britain.

The attitude of any community towards family ties
will make a difference to the height of the rate. The
more people conceive it to be their duty to leave a supply
of capital to their heirs, the lower the rate of interest will
be—for the less will be the discount on the future beyond
the lifetime of the individual making the decision to save
or not to save.

Conflicting Influences may be at Work.  These are the
chief causes which make the rate of interest vary. Ac-
tually, it may at any moment be difficult to predict what
will be the conseguence to the rate, of some change in
social conditions or industrial technique, because the same
cause—eg., a hew invention, may act in opposing ways ;
say by increasing technical productivity but at the same
time saving capital. An invention which made air
transport so cheap and safe as to be universal would
directly cause a great demand for new loan capital on the
one hand, but it would also indirectly cause a falling off
in the demand for savings for the purpose of making
good depreciation on the railways.
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The Relation Between Interest and Rent. This leaves us
with one more question to answer; the relation of inter-
est to rents and quasi-rents.  How do thetwo fitin? If
the rate of interest depends mostly on the productivity
of capital goods, that is to say, on the size of the rents
they yield, and measures the price paid for liquid re-
sources embodied in those capital goods, what isthe precise
relation between them ?

To find the clue to this question, we must go back and
remember that the value of a capital instrument—the
amount, that is, of liquid resources which would have to
be raised to buy it—depends on the value of the goods it
produces, that is to say on the rents or quasi-rents it
yields. If a factory has been producing goods worth
£10,000 yearly, and owing to a change in demand that
value goes up to £20,000, the factory will be worth twice
a much. |f the rate of interest changes, that will aso
alter the capital value of the factory ; for the yield of
£10,000, which when the rate was 4 per cent, repre-
sented a capital of £250,000, represents only £200,000,
when for any reason the raterisesto 5 per cent.; and vice
versa. The rents yielded by a capital instrument are in a
constant ratio to its value; and that ratio equals the rate of
interest.

To put it in a nutshell; the rate of interest is the
rate at which present liquid resources are exchanged
against future rents; and the payments called interest
are simply those same rents looked at in relation to the
value of those liquid resources.

SUMMARY. Interest is the price paid for the use of loan
capital. Borrowers are willing to pay it, because loan capital
can be turned into fixed capital, which is productive. Lenders



SUMMARY 149

demand it because they want to get repaid during their life-
time. The height of the rate of interest depends on the one
hand on people's willingness to save, which in turn is in-
fluenced by the amount of resources they have, by their
expectation of life and their attitude to their heirs, and by the
general security and continuity of economic life ; and on the
other hand, on the productivity of capital goods. Like any
other price, the rate will measure the sacrifice made by the
marginal saver and the productivity of the marginal bit of
capital invested.

When we know the rate of interest we can calculate the
capital value of any set of rents or quasi-rents.



CHAPTER X1V
PROFITS

OFITS ae the return to enterprise. This use
of the word is not in entire agreement with everyday
usage, which would define profits as the excess of receipts
over expenses in any enterprise, for the man in the street
talks equally of the " profits " of a shoemaker (which are
mostly the earnings of labour, and would be more accur-
ately described as wages), of a gas company (which are
mostly the return on capital) and of afarmer (which com-
bine both about equally).

What are Profits ? Most of what the man in the street
calls profits can in fact be analysed out into either pay-
ment for the earnings of management, that is wages,
or payment for the use of capital, that is rent or interest,
according to the way you look atit. The economist uses
the word to cover something rather different from this
mixed residue, although, as we shall see not so very
different as appears at first sight.

The entrepreneur's job, as we saw earlier, is to bring
together all the disconnected factors of production
needed in order to satisfy some particular demand, and set
them to work, so that that demand is satisfied. Routine
managerial work is not enterprise. Enterprise involves
ultimate control. The entrepreneur is responsible only
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to himself. Other forms of earnings are according to the
terms of some contract; his are not. The questions we
have to answer about profits are therefore : does this non-
contractual return to the work done by the entrepreneur
vary according to the same laws which govern the move-
ments of wages ? If not, what is the difference, and why
doesit arise ?

Classical Theory : Equal Rates of Profit. The old theory
was that profits, like wages, should be equal as between
industries. If one industry paid less well than another,
then business men would leave it and go into that which
paid better. Throughout the business world there would
be a standard rate of profit below which the business man
would not go for long; if he did, he would in time turn
elsawhere for his living. What this standard rate should
be or in fact was, the classical economists did not say ;
but some light is thrown on it by the following reported
dialogue between two Victorian business men, brothers
but engaged in different concerns :

" How's trade, James ? "

" Bad, John, very bad; |'m losing money, John,
losing money ! "

"What! do you mean you aren't making 10 per
cent ? "

" Oh, no, John! Not as bad as that ! "

The classical theory did not mean that the incomes of
individual business men would necessarily be equal, since
presumably people would start with different amounts of
capital; but that profits, the return to enterprise cal-
culated as a percentage of the capital invested, should be
more or less equal as between different businesses.

Over a short time, of course, the mere fact that wages
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and salaries are paid according to contract, while profits
are not, is enough to make all the difference. The revenue
of a business varies with the luck of the enterprise, with
sudden changes in fashion, with political developments,
almost with changes in the weather; out of those rev-
enues fixed and contractual charges have to be met, and
the entrepreneur's share is the residue—large, small or
non-existent as the case may be. A continued spell of
good- or ill-fortunewill in time act on wages and salaries ;
but the entrepreneur's profits are a kind of shock-absorber
which takes the effects of all the short-term ups and downs.
Over a short period, therefore, there may be absolutely no
connection between wage and salary movements and
profit movements.

The Entrepreneur's Risk. Butin order to discover what
differences there may be, not only over a short but over
a long period, we must see what the entrepreneur does
which the salaried worker or wage earner does not do.
In the first place, he bears the risk of losing his capital.
It is true that some risks of business can be separated
off and passed on to insurance companies, but these are
a very small proportion of the whole. A business man
can insure against fire, but not against a sudden rise in the
price of his raw material, or a change in fashion or new
invention which reduces the demand for his goods; still
less against a failure of his own judgment as to how prices
are going to move or as to whether it will pay him, say,
to spend an extra £1,000 on advertising. This unavoid-
able carrying of risk—the burden of responsibility, is a
service which has to be paid for, and which the wage or
salary earner does not share.

It should be noticed too, that it is quite misleading to
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compare the size of profits with the size of wages and
salaries without taking both successful and unsuccessful
businesses into account. No one works for a negative
salary, but plenty of business men work for negative
profits—that is, they make losses. It has even been
estimated by some economists that average earnings in
the form of profits are lower than average earnings in the
form of salaries—that over the whole field of business
enterprise, in fact, payment for risk-bearing is negative !
And indeed in a community where business men tended to
be over-optimistic about these risks or valued their inde-
pendence more than the extra security enjoyed by the
salaried earner, this might well be so.

But the existence of business risk does partly explain
why the work of the successful entrepreneur is more
highly paid than the work of the wage-earner. He
actually does perform an extra service for which compara-
tively few people are fitted, so that it has a high scarcity
value. Moreover, to be an entrepreneur one needs not
only to be willing to risk capital, but to have the capital in
thefirst place, and comparatively few people are equipped
with both. Itisthe great merit of the Joint Stock com-
panies, as we saw, that they allow the people who have
capital but not enough ability to manage it and the people
who havetheability but not enough capital to back it up,
tojoinforcesand divide up risks and profitsin proportion
to their willingness to incur the one for the sake of getting
the other; this device made it possible for capital and
enterprise to combine and for a number of people to
become entrepreneurs who otherwise would not have been
ableto. But legalising of joint stock companies did not
put capital into the hands of those people who had nothing
at all to start with, and they are still necessarily deterred
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from competing as entrepreneurs with their morefortunate
fellows. To be an entrepreneur one must have either
inherited capital (which means that inequality of capital
ownership perpetuates itself from generation to genera-
tion, even more than inequality of wages) or have ac-
quired it by saving—which out of wages or a small salary
is difficult and on anything like a large scale impossible.
This then is an additional scarcity value set on enterprise.
But that does not explain why there is even more in-
equality in profits than there is in wages. Surely, if
there were no more obstacles in his way than there are in
the way of the wage earner, the entrepreneur (who is after
all far better placed from the point of view of knowledge)
should be able to move from one occupation to another
comparatively easily ; and the net advantages of different
industries, to the entrepreneurs engaging in them, should
be more or less equalised by competition. How does
it happen that they are not ?

Goodwill and Inequality. For one thing there is the
question of " goodwill."  Goodwill is the sum of a firm's
business connections, the value of the continued custom
of a group of clients who are used to buying from the firm
or using its services. It is the business equivalent of a
doctor's practice; and business can hardly be carried
on without it. The building up and sustaining of good-
will is essentially the entrepreneur'sjob—though of course
he works through advertising agents, commercial travel-
lers, and so on. Now a newcomer to any industry, unless
he buys up an existing business (in which case there is
no effective competition), has to start from the bottom
without any goodwill, and build it up. While he is doing
so heisrisking his capital without any return. If he has
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a real technical advantage to exploit, a new process or a
new commodity, the chances arethat it isworth hiswhile ;
but it is difficult for a newcomer to set up in competition
along the same lines as his predecessors. He may do
just as well technically, but they have a start of him—
they have the goodwill. Goodwill, therefore, is one of
the barriers which tend to keep outsiders away from the
preserves of established businesses and keep profits high.

Moreover in some commodity markets at least, " know-
ledge of the market" means not so much knowledge of
the commodity itself, and the conditions of its production
and consumption, as personal knowledge of the members
of the " inner ring" of dealers; and this knowledge is
impossible to come by except by practical and often pain-
ful experience. It is even harder to acquire than good-
will, for which, after all, a judicious burst of advertising
will do much. To enter these markets with any prospect
of success the newcomer must be prepared to hang on and
bear the inevitable preliminary losses while learning the
ropes. Comparatively few have the capital to do this,
even if they cared to risk it; and this, like the matter of
goodwill, leads to trading businesses generally being on a
large scale and concentrated in the hands of people who
have really large amounts of capital.

" In commerce it is especialy true that to him that
hath shall be given. And he that hath not will sooner
or later go into the bankruptcy court, or be amalgamated
with him that hath." *

The larger the capital which has to be risked at the
start, the harder it is to find people who are willing to
undergo that risk. Where the joint stock organization is
not generd—as in commodity dealing—this is doubly

* Hawtrey: The Economic Problem, Chapter V.
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true; and sothereisafurther scarcity value on the work
of the entrepreneur who is adequately equipped. The
difficulties of getting capital together in the first place, and
of acquiring the necessary knowledge and building up
goodwill in the second place, limits the numbers of those
who can perform certain services, and so raises the price of
those services. The situation is exactly like that of the
skilled craft Trade Unions (where, as we saw, the long
apprenticeship acts as a bar to recruitment from the ranks
of unskilled labour and perpetuates the differences of
pay) only it is on a larger scale; that is all.

SUMMARY.  Profit is the return to enterprise ; that is, for
the bearing of the uninsurable risks involved in control. It
should be distinguished from interest, rent, and earnings of
management. Profits in general, being non-contractual, fluc-
tuate much more freely than wages, salaries, and rents, and the
idea of a " standard rate " is unsatisfactory, especially
when the losses of the unsuccessful are taken into account.
As between different occupations, profits may be more unequal
than contractual earnings because competition is narrowed
by the inequality of wealth, which makes it impossible for
many to set up in business on their own account; by the
greater degree of special knowledge required, which limits
the number of those qualified for any particular business,
and makes it difficult for a man to pass from one business
to another ; and by the importance of goodwill which, unlike
technical knowledge, can only be acquired by risking capital.



CHAPTER XV
PUBLIC FINANCE

E set out, at the beginning of this section, to se

how the working of economic forces divided up the
whole product of industry or commerce, the National
Dividend, between the individuals who produced it ;
whether they earned wages or salaries, provided liquid
capital or land and capital instruments, or organised and
directed the production process as entrepreneurs.

The State Influences Distribution. But the study of
wages, interest, rent and profits does not altogether
account for the size of the incomes of the persons earning
them ; because, during the productive process and after-
wards, the State is continually stepping in to modify the
way in which wealth is distributed. It has even been
suggested that economists ought to recognise a new cate-
gory of incomes, apart from wages, interest, rents and
profits; that is, " Income from Civil Rights" meaning
the goods and services which the State hands out to its
citizens merely as citizens, such as free education, free
medical services, subsidiesto housing, old age and widows'
pensions, and some forms of out-of-work pay ; and there
is a good deal to be said for the suggestion. But even
without departing so far from the usual practice of eco-
nomics, it is very necessary, in order to see how this
final division of goods and services does work out, to take
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account of what the State does in the way of taking money
from some and giving it to others. By the State is not
meant only the Central Government at Westminster or
Washington, but also all thelocal government bodies big
and small up and down the country, County Councils,
Borough Councils, Parish Councils and all which raise
money from individuals by rates as the Central Govern-
ment raises them by taxes, and spend it for what appears
to them to be the public good.

Why Sate Intervention is Necessary.  The need for this
distribution arises from several causes. Inthe first place,
there are some goods and services which are highly
necessary to the community as a whole, but which it is
nobody's individual busness to se to. Roads, for
instance, are essential to economic life, but it is hopelessly
inconvenient to try and run them as abusiness proposition.
That was tried in the eighteenth century and the system
of tolls which had to be devised, in order that the users of
the road should recompense the makers of it, was so
complicated and such a hindrance to traffic, and the
privately constructed roads were of such uneven quality,
that the public authorities had to take charge again.
Sewers, again, are absolutely essential to any large town ;
but no private individual would undertake to run a
sewage system as a paying concern. To perform these
necessary public services a public authority has to step
in and raise the necessary money by rates and taxes. The
same argument holds good of the Police, the Fire Brigades,
the Army, theNavy, andtheAir Force, thoughthey do not
all come equally under the heading of economic necessities.
Private enterprise cannot provide them, so the State has
to do thejob.
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Where Private Enterprise is Inadequate.  Beside the
things which individual enterprise cannot manage at all,
there are the thirigs which it cannot manage adequately.
It is to the advantage of all employers to have well-
educated workmen, but it would not pay any one em-
ployer to run schools for his workers' children, because
he has no sort of guarantee that they will in time work
for him and so bring him an advantage to correspond to
his outlay. And the workers themselves could not afford
to pay for the education of their children by private
schools run entirely or mainly for profit. So the public
authority has to step in and provide free and assisted
education, for the good both of those educated and of the
community. Similarly with health services such as
hospitals, medical panels and welfare clinics, where
public expenditure is helped out by voluntary con-
tributions.

The State Responsible for its Citizens.  But apart from
the function of public finance in supplementing private
enterprise, there is a function arising from a rather
different reason. That is, that whereas other factors in
the economic system can be scrapped when they become
obsolete or otherwise unsuitable, workers cannot. A
worn-out or disabled man cannot be allowed to go the
same way as a worn-out or broken machine, that is, on to
the scrap-heap. Nor can the human engine be left without
fuel when there is temporarily no work for it to do, as a
locomotive or blast furnace can. The economic system,
if it is left entirely alone to work automatically, throws
off and abandons men and leaves them to starve just as it
throws off and abandons machines and leaves them to
rust; but no decent and civilized society can allow this to
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happen. Private charity is not enough; the fact that
it is inadequate was recognized fujly 300 years ago. So
once again the State has to do what its individual mem-
bers cannot do, and raise funds to support those who can-
not either support themselves or find friends to support
them.

A typical contemporary budget does not show these
functions of the State in the order of importance which
we have given them, because such a large part of it is
devoted to paying the interest on debts incurred in order
to fight various wars, especidly the last. But apart
from this question of defence expenditure, that on wars
past, present and to come, the objects for which taxes are
raised remain roughly as we have outlined them ; thatis,
to supply those goods and services which are of such akind
that private enterprise cannot supply them at all; to
supplement private enterprise where it falls most short
of social requirements, and to provide a certain minimum
of subsistence, however small, for those of its citizens
who can find no place in the economic system.

The Income of the State : Taxes and Rates. This it does
by raising money, either in the form of taxes, which are
imposed by the Central Government and consist of
" direct " taxes onincome and " indirect " taxes on goods:
or of rates, which areimposed by the Local Authorities in
proportion to the value of buildings and land. It is
important that the money which is needed for these pur-
poses should be collected in the best possible way. There
are many ways in which one tax can be worse or better
than another. It may cost more or lessto collect; it may
fall more or less fairly in proportion to people's means;
it may discriminate between different goods in a more or
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less socially satisfactory way. We will examine some of
these differences.

Elements of a Good Tax. In the first place, the less a tax
costs to collect, in proportion to its yield, the better. In
medieval times, and indeed up to the early nineteenth
century, taxes were raised mostly by customs duties on
all kinds of imports. These needed so many customs
officers to enforce them, and such complicated procedure,
and smuggling was so prevalent, that when the tariff was
overhauled it was found that many of them yielded less
than the cost of collection ! Income tax, on the other
hand, is proportionately cheap to collect. Generally,
and in principle, this consideration means that one big
tax is much better than a lot of little ones, for there
is a great saving in the cost of collection.

Social Effects of Taxation. Then atax which raises the
price, and so reduces the consumption, of gin is obviously
better, from the social point of view, than one which
raises the price and so reduces the consumption of milk.
The duties on beer and spirits are about the last any
Chancellor of the Exchequer would be likely to take off.
The old tax on windows, on the other hand (which was
devised because the number of windows in a house were
taken as a fair indication of its size and hence of its
owner's wealth) was a thoroughly pernicious one, as it led
to people bricking up their windows to escape it and so
cutting themselves off from a proper supply of light and
air.

Taxation and Production. To come to a more important
point: the less atax checks production the better. Asa
witness argued before the Colwyn Committee a few years

M
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ago, the same burden which a man can carry easily on his
back may hamper or cripple him if he has to carry it in
his arms or tied round his neck. One of the most im-
portant problems of public finance is so to adjust taxation
that its weight falls as conveniently as possible on the
economic system. Beforethe Revolutionin Francealarge
part of the State's revenues were drawn from internal tolls
—customs barriers inside the country itself; these
made it very expensive to move goods from one part of the
country to another, and so prevented the division of labour
between areas from developing as it should. When the
Revolution swept these barriers away there was a tre-
mendous improvement in production. A tax on the raw
material of staple industries, or a horse power tax on
industrial machinery, would obviously slow up production
much more than an income tax, which taxpayers are free
to meet by cutting down in whatever directions they
choose, and which puts no special penalty on the entre-
preneur.

Justice as Between Rich and Poor. Another perhaps
equally important consideration with regard to any tax
is the question whether it acts fairly as between rich and
poor. A tax system which took no account of the in-
equality of incomes (such, for instance, as the medieval
poll tax), would be a monstrosity. How far taxes ought
to be used as an instrument for progressively reducing
and finally abolishing all inequality of incomesis apolitical
guestion outside the scope of this book. But that £10
is likely to mean more to the man with £100 a year than
to the man with £1,000 a year is so obvious as to need
no dispute; and it follows that any tax system, in order
to act fairly, should aim at taking less than £10 from
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the man with £100 and more than £10 from the man with
£1,000 ; it should, that is, be more or less " proportional."
But the argument goes further than that. Ten shillings
out of 30s. a week means much more than £2 out of £6 a
week, and that in turn means more than £10 out of £30
a week. The richer a man is, generally speaking, the
less important to him is any given proportion of his
income. In order to fall really evenly on rich and poor
alike, then, a tax ought to be graduated so as to take not
only alarger absolute sum, but alarger proportion of total
income from the rich man than from the poor. It should
be not only proportional but progressive.

Indirect Taxation Usually Regressive. This principle has
a bearing on the respective merits of direct and indirect
taxation. We saw earlier that in order to avoid num-
bers of small taxes indirect taxation is generally im-
posed on staple articles, those which most people
constantly use, such as sugar and tea and tobacco
and beer. And this in turn means that whereas direct
taxes can be made " progressive,” that is, getting heavier
as incomes get bigger, indirect taxes are apt to be " re-
gressive "—that is, to hit the poor harder than the rich,
because the poor man spends a much bigger proportion of
his income on these staples than does the rich man. We
reach the conclusion that, apart from socially desirable
taxes such as that on spirits, the less the State relies on
indirect taxes, and the more on direct taxes like income
tax, the better.

Claims of Production and Distribution. The chief
problem of public financeis to reconcile the requirements
of this last principle with those of the one we discussed
earlier—that of making the check to production as small
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as possible.  If some enthusiastic Socialist Minister were
to proclaim on Budget Day that he was going to tax
all incomes above £250 a year at the rate of 100 per cent,
and distribute the proceeds among those who had less
than £250 ayear, he might be doing no more than push to
itslogical conclusion the argument on whichtheprinciple
of progressive taxation is based. But no Chancellor,
however much of a Socialist he might be, would dream of
doing such athing, because it would run directly counter
to the principle of not discouraging production. The
business man's reaction to a tax of that sort would prob-
ably be a rather dazed and indignant feeling that the
end of the world had come and that he might as well
close down his works. | have taken an absurd and
extreme case ; but any dtiff increase of taxation may have
a similar effect on some people. The entrepreneur, who
as we have seen holds the key position of the whole
economic process, should not be startled or penalised too
much. Anincreasein taxation may, of course, make him
buckle down and work harder in order to be as well off
financially as before; or it may on the other hand make
him feel that it is not worth his while to work so hard for
areturn which is going so largely to other people. That
all depends on his frame of mind; to use the technical
language of economics, on his elasticity of demand for
income in terms of effort. The point where the entre-
preneur decides that the game is no longer worth the
candle is a limiting point to direct taxation; for to go
beyond it is to check production. The point will vary
from one period and place to another; the entrepreneur
in England now bears burdens which he would never have
tolerated fifty years ago ; but at any given moment the
limit exists.
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Death Duties and Saving. The same argument holds
good when we are considering taxes which are levied,
not evenly over a saries of years like the income tax, but
irregularly in alump like the Death Duties. They may
act on people's desire to save just as the Income Tax
acts on their desire to earn ; they may increase it or they
may diminish it—that all depends on their attitude of
mind.

Tariffs. The enormously important question of pro-
tective tariffs has not been touched on here. That is
partly because the primary aim of protective tariffs is not
to raise money for the Exchequer, whileit is the means of
raising money for the Excheguer with which this chapter
is concerned; and partly because the subject really needs
a chapter to itself.

SUMMARY. The State imposes taxes in order to pay for
services which cannot be run as a business proposition and in
order to support those of its citizens who cannot support
themselves or find friends to support them.  Taxation should
be cheap to collect, should check production as little as possible,
and should be fair as between rich and poor.



CHAPTER X VI
TRADE CYCLES

THE last three chapters in this book need something
in the nature of an introduction all to themselves.
Hitherto, our subject matter has been the tools of eco-
nomic analysis; as it were, the grammar of economics.
Theremainingthree chaptersdeal with concrete problems
on which readers can test these tools for themselves. It
is not suggested that they know enough to find the right
answer, for all three questions are controversial and the
highest authorities differ over them. But what has gone
before should have taught them to distinguish between
what isrelevant and what is not, to follow out the chain
of economic cause and effect without making the obvious
blunder to which ignorance of analysis lays one open ;
in a word, to set current economic happenings in some
sort of perspective.

Necessarily, the treatment of these topical and con-
troversial questions is a rather touchy matter, and some
at least of the conclusions readers will find here must be
matters of opinion and judgment, and should be treated
as such. But at least they will provide an example of
how a knowledge of economic first principles helps one
to sort out a tangle of facts, some of which are significant
and some not, and by what processes other economic
problems can be tackled. They show, in fact, economic
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analysis at work ; and they are included more in order to
illustrate this working than because there is any satis-
factory final answer to the problems available at the
moment.

The Problem of the Cycle. Perhaps the most curious
and baffling problem in all economics is that of the Trade
Cycle—the technical name for the succession of boom
and slump through which the economic system passes.
Everyone knows vaguely what a slump is—a time of
bad trade, falling prices, unemployment and pessimism;
while a boom similarly means good trade, rising prices,
overtime and optimism. Much fewer people have any
clear idea of just how the boom or slump begins, develops
and passes into its opposite; and it is safe to say that
nobody yet knows just how this wasteful fluctuation,
with all the suffering it entails, can be avoided. But a
number of economists have shrewd ideas that if certain
things about the economic system were altered it would
at least be very much diminished ; and after examining
just what things do happen, and in what order they happen
(an important consideration) we will look at some of these
theories and see what principles are embodied in them.

The Facts about the Cycle. Inthefirst place, what arethe
known facts about Trade Cycles? We know that they
recur fairly, though not absolutely, regularly, taking
eight to twelve years to complete their course and come
back to where they started from. We know that during
the boom period the constructional industries—iron and
steel, building, the manufacture of machinery—expand
most, that money circulates more rapidly (this is shown
by the figures of Clearing House activities); that the prices
of all commodities rise; that the short-term rate of
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interest rises; that profits and wages rise; that more
companies are promoted ; that unemployment dwindles
and overtime is worked; and, generally, that money
making of all sortsis comparatively easy. Weknow that
in the typical Trade Cycle aperiod of this sort is followed
by a crisis, when business optimism over-reaches itself
and there is a panic, or something approaching it, on the
Stock Exchange; whereupon the third phase, the phase
of depression, sets in.

In the phase of depression we see that there is a rapid
fall in the prices of all commodities, but especially of those
used in constructional industry; that the circulation of
money slows down ; that the rate of interest falls; that
it becomes increasingly harder to sell goods ; that profits
fall off, wages are forced down, and unemployment rises.
Finally something happens to restore confidence, the tide
turns and industry starts gradually working up to a boom
again, thus completing the cycle.*

Effects and Causes. Confronted with this rough out-
line, how does the economist set about explaining the
Trade Cycle? Hewill evidently look at the symptoms we
have noted and try to distinguish those which are merely
effects and those which cast areal light on the causes of the
fluctuation. Which of these characteristics of the Trade
Cycle are the significant ones? Or are there others, less
obvious, which really ought to be studied ?

One can rule out unemployment from the start; the
immediate cause of its arising is that it is no longer as
profitable to employ labour as it was before. The fall
in profits (going back one stage) cannot have sprung from
nowhere ; it cannot be a prime cause. One of it$ causes

* See p. 182
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isthe fall in prices; we saw, when studying inflation and
deflation how the entrepreneur was the first to feel the
effects of price movements. The other is the fact that,
during a boom, production expands and so draws on less
satisfactory material, so that the onset of the crisis finds in-
dustry comparatively ill-equipped and inefficiently staffed.

We begin to se two lines of enquiry opening up;
one dealing with the importance of price movements, with
all their effect on the sizes of different peoples incomes
and on the psychology of entrepreneurs;, the other
dealing with the technical considerations like the efficiency
of industry and the particular position of constructional
trades like building, which leads back to the influence of
inventions. The two lines of enquiry, in fact, divide and
spread until they cover nearly the whole economic field ;
and to follow them up will prove a very useful way of
testing both one's grasp of economic principles and one's
knowledge of economic institutions.

Technical Causes. We can begin with what we may call
possible technical causes of the trade cycle. The mere
fact that there is first a general tendency to be less par-
ticular about efficiency, then, after the collapse of trade, a
general overhauling, sgueezing out of the inefficient and
tightening up of methods, suggests that the carelessness
may have something to do with the collapse and the
tightening up something to do with the recovery. But
it does not account for the size of the fluctuation nor for
the fact that it generally takes roughly the same amount
of time to come back to where it started from ; itis areal
influence but a comparatively minor one.

A Weather Cycle? Then there have been speculations
about a possible cyclical change in the weather. This is
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not as far-fetched as it sounds ; for variations in weather
mean variations in crops, and variation in crops mean
variations in the demand of the people living in agri-
cultural countries for the produce of people living in
industrial countries. But the weak point of this theory
is that bumper crops by no means always coincide with
boom years. On the contrary, a bumper crop may mean
a glut, a crash in prices, and an actually reduced pur-
chasing power. Economists in these days, though
they have investigated these weather cycles a certain
amount, are not inclined to attach much importance to
them.

Constructional Goods May Provide a Clue. A much more
promising possibility occurs to us when we focus our
attention on the particular case of constructional goods.
The prices and the output of these fluctuate much more
widely than others, and moreover they start to fluctuate
before the rest. That looks as though they might be
particularly well worth studying. Actually what is the
difference between the conditions under which they are
produced, economically speaking, and the conditions under
which consumers goods are produced ?

In the first place, the demand for consumers goods
isdirect; the demand for constructional goodsisindirect,
for they are only wanted in order to produce consumers
goods. That is relevant to our problem : for it means
that constructional goods must be produced very much
more " on spec." than consumers' goods. A bootmaker,
when he is settling how many boots to produce, has to
decide how many pairs will be wanted at the price at
which he can market them, and what sorts customers
will prefer; but the manufacturer of bootmaking



CONSTRUCTIONAL TRADES 171

machinery has to consider not only that, but aso the de-
mand for the machinery to make them. Evidently there
is more room in his case for errors of judgment.

Moreover constructional goods take some time to make
and still longer to get into action.  The bootmaker need
only think a season ahead ; the bootmaking machinery
manufacturer, the engineer, the iron and steel manufac-
turer, may have to think ahead for years. That is an
added difficulty in the way of satisfactory estimates of
demand. The French economist, Aftalion, has an
excellent simile which illustrates the bearing of this fact
on Trade Cycles. He reminds his readers how, when
extra coal is put on a fire, it does not produce its full
effect in the way of heat for some time; so that very
likely in the meanwhile some chilly mortal will add more
fuel, and when both helpings are blazing merrily everyone
is too hot. Just so, when a new venture is taking some
time to get into its stride, others may be tempted by the
continuing scarcity and high prices to start another like
it; with the result that when both are in full blast the
market is flooded and prices and profits collapse.

The " Incubation Period: Thus it is plausible to
connect the Trade Cycle with the length of the period
between the time a new venture is started and the time
its product comes on the market; and that there is some
connection is fairly agreed. But that cannot be the only
cause. For, after all, new ventures are being launched
all thetime. Thereisno close season for factory building.
If the only possible cause of the Trade Cycle were this
sort of miscal culation we might expect the miscalculation
to cancel out, depression and low prices in one industry
being counter-balanced by prosperity and high prices
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in another. Actually, as we know, prices and profits
in all industries are apt to soar merrily, or droop dismally,
in unison ; one will move a little sooner or possibly a
good deal further than another, but they all swing in the
same direction and more or less at the same time. Mere
miscalculations over the time lag in production cannot
be the solution.

Inventions and Construction.  There is a possible answer
to this objection. It is true that miscalculations may
cancel out to some extent; but in fact, looking at the
history of industrial development, we find a succession of
waves of enterprise caused by new inventions and result-
ingin such anumber of new constructional goods, more or
less of the same sort, coming into the market at the same
time, that no fluctuation of the other industries in the
opposite direction could counter-balance them. The
great railway boom in England in the 40's, the electrical
boom in Germany in the 90's, the motor car boom in the
United States in the years immediately following the war,
were far too big for their results to be offset by minor
shortages of other products. Some of the other booms
during the last century may have begun with the dis-
coveries of gold in California, Australiaand South Africa,
which suddenly increased the purchasing power available
and so caused a virtual inflation—which, as we saw in
the chapter on money, has a stimulating effect on business
men. Big inventions and discoveries, or rather their
optimistic exploitation and development, have therefore
been marked as giving the first impetus to trade cycles—
acting through the miscalculations which we discussed
before.

Now thisargument is fairly plausible but does not quite
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fill the bill. For although a single trade cycle or even
two or three disconnected ones, might be explained in
terms of particular inventions, no theory of this sort will
explain a whole succession of cycles, with their puzzling
regularity. While noting the undoubted effect of inven-
tions, we must, therefore, look further.

Other Influences. This brings us to the end of our list
of possible "real " or " technical " causes. We have
seen that mere variations in general industrial efficiency
are not really enough ; that weather cycles, although their
existence may be established, are of such uncertain effects
that they are hardly worth studying ; that business men's
miscalculations cannot be assumed to be all in the same
direction; and that the influence of inventions and dis-
coveries, however real they may be, cannot account for the
curiously regular movement of the cycle. To find a
satisfactory explanation, we must supplement the dis-
cussion of " real" causes with that of price movements
and possible financial influences.

Prices. What possibilities are there in this direction ?
What possible influences lie behind this perplexing zig-
zag of prices ? Going back to first principles, we know that
prices depend on people's estimates of the utility to them
of the things they buy ; but we have no reason to suppose
that the whole attitude of mind of all civilised humanity
towards commodities in general changes periodically, so
that they are now greedy for goods of all kinds, now quite
indifferent to them. A more plausible suggestion is that
although people's estimates of the utility of goods in
general may not change, the entrepreneur's estimates of
the profitability of business in general may do so. Few
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things are more contagious than business optimism and
pessimism ; not only is there the spread of opinions from
one man to another, but the resulting spread of buying
in the boom, and withholding orders in the slump, which
gives tangible reasons for optimism or pessimism to the
persons receiving or missing the orders in question.
Optimism and pessimism spread, that is, both horizon-
tally and vertically ; from one wholesaler to another and
from wholesalers in general to manufacturers in general;
while manufacturers, by taking on men and paying wages,
or discharging them and leaving their money on deposit
instead of paying wages, affect the amount of money which
is available for spending in the retail shops. These retail
shops are the customers of the wholesalers, and so the
circleis complete and the wave of optimism and pessimism
can start on its course all over again.

Periodicity. Thisexplanation, like so many which have
preceded it, runs up against the difficulty of periodicity—
quite apart from any other objections. W hy should these
waves of optimism and pessimism run so evenly ? That
alone would be enough to make them unsatisfactory as a
way of accounting for Trade Cycles. But there is more
than this; for this account of the way things happen does
nothing to explain why there should ever be a turning
pointatall ! Why, on this hypothesis, should not a boom
go on booming for ever? After all, the demand for one
commodity is simply composed of the supply of other
commodities; it is true that it is expressed in money
terms, but money as we have seen is merely the instru-
ment by means of which people producing one com-
modity can exchange it for others. If there is more all
round, the commodities continue to exchange against one
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another at more or less the same rate (though we would
expect to find bread fetching relatively less, and cars and
wireless sats relatively more, as prosperity increases).
If all these producers have in their optimism produced
more than they expected, why should not all be for the
best in the best of all possible worlds ? What can be wrong
with plenty ?

Thisisreally the central problem of the Trade Cycle, and
it is here that the controversy between different schools
of economists is most fast and furious. What precisely
happens to cause this absurd situation of a superfluity of
goods which does no good to anyone ?

The " Under consumption " Theory, Some economists,
of whom the most important is J. A. Hobson, put it
down to the uneven distribution of wealth. Their argu-
ment runs roughly as follows : The richest class, who get
most of the income, simply cannot find ways of spending it
on themselves ; so they invest and invest and invest, and
their investments result in more and more and more goods
being produced, which the people for whom they are in-
tended cannot afford to buy. When the entrepreneur and
the investing class realize this they get panic-stricken and
stop investing, which means that there is no demand left
for constructional goods, and agenera slump follows, with
" over-production” all round. This is a deceptively
simple argument and a lot of people, especialy Socialists,
are convinced by it. But it has one fatally weak point.
Investments are not in fact made without regard to the
purchasing power of the customers for whom their final
product is meant; there are miscalculations as we have
seen, but we also saw that they are not adequate as an
explanation.
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The Gold Sandard and the Cycle. Others look for the
cause of the crisis not to the distribution of wealth be-
tween persons, but to the monetary system. The whole
monetary system, as we saw, is anchored to gold; and
the supply of gold is not increasing as fast as the supply
of goods in general. That means that in order to finance
a rapid expansion of industry more purchasing power
other than gold has to be created—that is, bank credits.
After a time bankers find that their gold reserve does not
bear a sufficiently high ratio to their loans; and they
start restricting credit. Business men find they can only
borrow at very high rates; perhaps they carry on for a
time, until someone over-reaches himself, goes bankrupt,
and starts a panic ; perhapsthey merely feel achilly qualm
of doubt and start reducing their commitmentsright away.
In any case, it is the sudden jerk on the anchor line of the
gold standard which does the damage.

Now few economists deny that this has something
todowithit. They all agreethat if it were practicable to
have a monetary system which was more elastic over a
long period, and less elastic over a short one, fluctuations
would be a good deal less violent than they are. But
comparatively few would put down the whole existence
of the Trade Cycle to the gold standard—describing it,
that is, merely as a succession of waves of inflation and
deflation.

SUMMARY.—Even the best economists dtill regard the
real cause and cure of the Trade Cycle as rather a
mystery. It seems likely that agreat number of influences, no
single one of which is sufficient entirely to account for it, are
at work ; changes in demand and technique, and the long
production period which characterizes modern methods,
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giving scope for errors of judgment and waves of optimism
and pessmism, which are contagious and cumulative;
while the whole process is accentuated and its regularity per-
haps accounted for by the peculiar nature of the monetary and

banking system under the gold standard.  Further we can-
not justifiably go.



CHAPTER XVII
UNEMPLOYMENT

F the trade-cycle is the biggest single problem of
economic theory, unemployment, to which it so largely
contributes, is an equally important problem of economic
practice; and a highly topical one as this book is being
written. It isthe nature, causes and possible remedies of
unemployment which we shall be studying in this chapter.

The Able-bodied Worker. The unemployment problem
is the problem of the man who is able and willing to work
but cannot find a job. We shall not be discussing here
the case of the man who is too old for work, or of invalids,
cripples, and half-wits, and the congenitally work-shy.
They certainly do constitute an economic problem for
governments, but they have no particular theoretical
interest for economists. The unemployed studied in this
chapter are the able-bodied unemployed. How would
economists, for instance, have set about accounting for
the total figure of 2,690,000 or so, representing in March
1981 the number of British unemployed ?

Causes of Unemployment.  We will begin by seeing what
sorts of causes throw people out of work; and when we
have done that we will see which of these causes are at
work to-day, what is their relative strength and which
industries are particularly affected by one or the other
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of them. When we have done that we shall be in a posi-
tion to see on the one hand what remedies are economically
practicable and when they can be applied; and on the
other which industries are likely to remain on a smaller
scale in the future than in the past and so permanently to
afford less employment. To begin our enquiry according
to plan: What are, in general, the causes of unemploy-
ment ? There are several, not necessarily connected, and
wewill takethemin order.

1. Casual Labour. Inthe first place unemployment may
exist as the counterpart of what is called " casual labour."
At the London docks, for instance, the amount of work
in hand varies enormously from day 'to day according to
how many ships come in. In these circumstances the
dock companies find it more convenient to take on men
when they are wanted, by the hour, rather than regularly,
by the week; and men come to gather round the docks
in the hope of work, all those available being employed
on busy days, but a large proportion being unemployed at
other times. This kind of unemployment, or under-
employment, is particularly bad because it means that no
dock-worker knows in the least from one day to another,
what his earnings are likely to be, and so is ailmost bound
to lead a shiftless, hand-to-mouth existence.

2. Seasonal Labour. Another reason for unemployment
is the fact that some industries vary their output a great
deal from one season of the year to another.  Unemploy-
ment arising from this cause is called seasonal. Winter
slows down building and fishing, summer slows down coal-
mining and electricity. That means that many brick-
layers and plasterers are out of work in winter, and many
miners and electricity workers in summer, unless they



180 UNEMPLOYMENT

can combine two trades, changing from one to the other
with the seasons.  Some do this; men work as builders'
labourers in the summer and as gaswork hands in the
winter; but in spite of such devices seasona changes
of trade cause a ot of seasona unemployment.

8. Technical Change. Then thereis unemployment aris-
ing out of technical changes in industry. Processes of
manufacture are constantly developing in such away asto
replace the skill of the worker by the automatic action of
machinery, thusthrowingthe skilled men out of work. If
these changes take place slowly, so that all that need
happen isthat no new workers should betrained inthe old
way to replace those who retire or die, no unemployment
need result; but often the change is so sharp and sudden
that no mere slowing up of recruiting will meet the case.
This is particularly true when the change in question is
not a minor matter of technique but a new invention of
first-class importance—one of the most striking examples,
and the most tragic in its effects on the old-fashioned
skilled workers, being the growth of power-loom weaving
in the early nineteenth century. Sometimes the relevant
change in technique is in a different industry. The
sudden development of one may mean equally sudden
catastrophe to another. We saw how, in the abstract,
this may happen, in our chapter on costs; concrete
examples are provided by the effect of the invention and
spread of motor cars on horse-breeding, coach and harness
making, and the fodder business; or by that of the
use of hydro-electric power on coal. (The case of the
unemployed in the coal-mining industry is a peculiar
one, and we shall ook at it more closely later on). These
changes are apt to be more spectacular than others



MALDIS.TRIBUTION OF FACTORS 181

because of the localization of industry ; if awholeindustry
is superseded by the rise of another which provides the
same services in a different way a whole town or district
may go derelict.

4. Changesin Demand. The same sort of effect follows
on changes in demand—which are partly dependent on
changes in technique. If lace goes out of fashion, the
Nottingham and Honiton lacemakers lose their jobs. If
people take to wearing low shoes instead of high boots,
the tanners and leatherworkers suffer. Changes in
fashion, like changes in technique, may come suddenly or
slowly, thus causing more or less unemployment. The
biggest of all changes of this sort arises when a war breaks
out.

5. Maldistribution of Factors.  Unemployment may be
caused by a sudden deficiency of some other necessary
factor of production. If there is a shortage of petrol we
may expect to see cars laid up, since cars cannot run with-
out fuel, and similarly if there is a shortage of raw material
in'any industry, men will be paid off for lack of stuff for
them to work on. (The way it actually happens, of
course, is that the price of the raw material rises with its
scarcity, costs of production go up, prices may or may not
follow suit, and either profit margins, or demand and hence
aggregate profits, fall, so that business men restrict their
commitments and reduce their pay-rolls). When the
American Civil War caused an acute scarcity of raw
cotton, there was a correspondingly acute crisis of un-
employment in Lancashire. And a shortage of any
other factor—liquid capital, equipment, or business
leadership—may cause unemployment if it arises too fast
for a mere stoppage of recruiting to offset its effects.
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6. Immobility. The seriousness of the effect of all
these causes, in putting men out of work, depends on the
degree of mobility; that is, on how easy it is for a man
to change from one job to another or one place to another.
In the chapter on Wages we looked at the causes which
lead workers to stick to one job or one place or prevent
them going where the conditions are best. But given a
certain degree of mobility, changes in technique or de-
mand, and the rise of industries competing with the
old staples, will vary enormously in their effects according
to what changes they bring about in the localization of
industry. If the new technique leaves the comparative
advantages of different places just as they were, the effect
is much less severe than if it drastically alters them. If
atown acquires a new industry, while an old one dies out,
the change need cause comparatively little unemploy-
ment, but if the new industry springs up several hundred
miles away, or perhaps on the other side of the national
frontier, the results will be much more serious.

7. The Trade Cycle. Finally unemployment arises
from the action of the Trade Cycle. We need not go into
that subject again in detail; we need only point out that
such unemployment is quite distinct in its nature from
the sorts we have been discussing up to now. It bears
hardest on the constructional trades and on shipping
(which, depending as it does for prosperity on the total
volume of goods carried, is particularly sensitive to
fluctuations), but in the main itis simply superimposed on
the rest. This completes our list.

We can now look at the state of Britishindustry in 1931
and see how these causes contributed, each in their degree,
to bring it about; what r6le can be attributed to technical
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progress within industries, what to changes in the whole
structure of industry; and in particular to changes in
localization, what to mere normal seasonal fluctuations,
and what to the downward swing of the Trade Cycle.

Analysis of Unemployment Totals. ~Unemployment
totals vary from week to week, but one will do as well as
another for purposes for analysis. According to the
Ministry of Labour Gazette, there were in Great Britain,
at the end of February 1931,* 2,694,000 persons out of
employment either wholly or partially. (Not all workers
come under the unemployment insurance scheme, so
thereal figurewould be alittle bigger). Thisfigurealone
does not tell us very much ; but when we separate up the
main total into industrial groups, and comparethe position
of these groups with that a year earlier or a year before
the war, they begin to fall into their proper perspective.

The six industries worst hit by unemployment were
the textile industries (cotton, wool, artificial silk) where
476,000 workers—nearly half a million—were out or on
short time; building and its subsidiary industries (such
as tile-making) with 300,000; mining with 240,000;
metallurgy with 210,000; engineering with 196,000;
and shipbuilding with 101,000. Beside these, there were
on the date given over a million unemployed in various
miscellaneous industries, making up the total of 2,694,000.
The industries whose unemployment figures are given
above were suffering partly from general causes common
to all of them, partly from particular difficulties which
vary from one to another.

T he following analysis must not be taken to apply unchanged tO
the figures for other dates. New factors are constantly coming into
play to modify the conditions described here. The reader is recom-
mended to make a mental list and evaluation of them.
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The Great War and the Sump. Two main causes are
common to all, though some were harder hit by them
than others ; the War and the Trade Cycle. TheWar did
not do the same sort of direct damage to our industries
as it did to, say, the French cotton millsinthe devastated
regions, which were wiped out of existence by bombard-
ments ; but its indirect effects were (judging from the
state of things twelve years after), if anything worse.
It destroyed " goodwill"—the network of relations
between buyers and sellers here and abroad; leaving
surplus stocks at home, and unsatisfied needs, instead of
effective demand, among customers. For Britishindus-
try and commerce, and indeed for industry and commerce
the world over, the dislocation of business connections
caused by the War was much more serious than the actual
physical destruction. Smashed machines (which would
have become obsolete sooner or later, in any case) can be
reconstructed more easily than broken trade connections,
just as a fractured arm can be cured more easily than a
paralysed nervous system. The commercial relations
of different nations are much more delicate than the mere
mechanical structure of a cotton mill. The War and the
financial chaos which followed it cut all the belligerent
nations off to some extent from their normal trade con-
nections, and England, having far the biggest foreign
trade of any, was the hardest hit in this respect.

Besides breaking trade connections, the War com-
pletely upset the balance of production. National effort
was concentrated on one aim—victory—and national
resources were all adapted as far as possible to that aim.
When the end of the War came, that aim became suddenly
irrelevant; there was, in fact, a sudden and colossal
change of demand, on afar larger scale than anything that
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could be caused by a mere change of fashion. Munitions,
industries, constructional industries, shipbuilding, in-
dustries which had grown up to take the places of foreign
products which could no longer be imported, all suddenly
found that the bottom had fallen out of their market at
the same time as the men of the demobilised armies were
coming home to look for work. Home industry was in
nearly as dislocated a condition as foreign trade.

Reparations. These results would have followed no
matter what were the terms of the treaty ending the War;
they were consequences of war in general. But the Great
War ended in atreaty which obliged one nation—Germany
—to make enormous indemnity payments every year;
and this had a further effect in upsetting the world's
economic system, for it forced Germany, in order to get
the gold credits that she wanted for Reparations payments,
to export a disproportionate amount of her goods, cutting
into her competitors' markets. Thus, owing to the War,
Great Britain not only found her trade connections de-
stroyed, and her internal production upset, but also a new
and desperate competition from her old industrial rival
Germany. These influences of course bore harder on the
export trades and on the War industries than on others,
but they were, and still are, felt everywhere.

The Post-War Sump. The Trade Cycle we discussed
before. The slump, of which at the time of writing*
we seem to be at the bottom, was remarkable for
Great Britain, in that it had no boom preceding
it. There was a boom in prices—not in production
—in 1919-21, when everyone was wildly optimistic

* Feb., 1931.
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and thought that peace and plenty must have come
together; then there was a crash—prices falling, pro-
duction falling, unemployment rising, and general col-
lapse—then a slow recovery; then, in 1924, when
things seemed to be looking up alittle, the pound sterling
(which had been inflated during and after theWar and so
had lost value) was suddenly deflated and brought back
to the gold standard. We saw, in the chapter on Money,
how depressing deflation and falling prices are; and the
effect of the 1924 deflation was to keep industry from the
recovery which one would have expected. Meanwhile
other countries which had not had the same currency
troubles, or which had solved them by leaving the value
of their money just as it was when the inflation had
ended, were doingwell; until the Autumn of 1929, when
the American stock markets (which had been behaving in
a particularly optimistic way) suddenly crashed just as
the British had donein 1921. That started prices falling
in America; the fall spread everywhere, profits shrank,
no one would invest money, the constructional trades
stagnated, pessimism spread from one industry to another,
and British industry like that of all other countries was
caught in the general landslide of a world slump, with
all the usual characteristics, but more than usually
severe.

The Cotton Industry.  So much for the two big general
causes which helped to make up the total of unemploy-
ment in Great Britain. We will now se how particular
industries were affected, whether by these or by individual
troubles of their own. The biggest total of unemployed,
as we saw, is found in the textiles group of industry; and
of this total more than half arein cotton. Why isthis?
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The dislocation caused by the War is probably the biggest
single cause. For four years and a half Lancashire could
not supply her old customers; and they had to ook dse-
where for their wants. Consequently new cotton indus-
tries were developed, in India, Japan and elsewhere;
and when the War ended, Lancashire found that a new
set of trade connections had replaced those from which
she had profited in the old days. Moreover, the demand
for British cotton in one of the biggest markets, India,
fell in 1930 to afraction of its old size because of political
reasons. Then, the industry is not as profitable as it
should be even allowing for these changed conditions,
because it has to pay interest on a great dea of
capital which was very unwisely raised during the post-
war boom. The competing industry of artificial silk has
grown up at home; and altogether, demand has for one
reason or another fallen off so far that the production of
cotton islittle more than half what it was before the War.
On top of the effects of the War has come the effect of
the slump ; hence the swollen unemployment totals at the
date under discussion. The effects of the slump can
reasonably be expected to wear off when the tide of world
trade turns; the industry can be put on a sounder
financial footing by writing down its swollen nominal
capital values to fit present yields (note that this is just
one instance of that process of adjusting capital value to
rents which we discussed in the chapter on Interest) and
the Indian market may recover, though hardly to its
old condition. But the competition which grew up to
supply customers cut off by the War has taken a large and
permanent bite out of the demand for cotton goods, and
the industry is never likely to re-absorb anything like the
whole of its unemployed.
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Building.  In building, the causes of the depression are
not quite so obvious. The biggest single reason is the
slump, which as we have seen hits constructional indus-
tries hardest. But beside this there is the complicated
situation caused by the control of rents (which makes
it not worth while to build working-class houses unless
a subsidy is paid for doing so) which is a legacy of the
War; there is the shortage of building materials which
makes building expensive; and there are too many
labourers by comparison with the number of skilled
artizans, while Trade Union regulations prevent the dis-
proportion from righting itself as it should. Here, asin
cotton, most of the trouble is due to afailure in demand ;
but on top of that there is the shortage and high price
of some factors of production—building materials and
skilled men—and the seasona fluctuation which goes on
in good and bad years alike.

Coal Mining. Coal offers a particularly instructive
picture. The War, the slump, changes in technique, and
competing substitutes, have all combined to put coal
mines out of work. Already before the War there were
signs that less British coal would be wanted than in the
past. Petrol was developing, so was electricity, and coal
mining on the Continent and in the United States was,
with new appliances, proving cheaper than in Britain.
The export trade remained fairly prosperous because coal-
shipping freights were cheap; but there were already
signs of trouble ahead. When the War came, this situa-
tion was completely obscured. There was an enormous
demand for coal at home; and, as with cotton, foreign
consumers found their supplies cut off. Those who could
develop coa industries of their own did so; those who
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could not turned their attention to alternatives—hydro-
electric power, crude oil and petrol. Necessity being the
mother of invention, technique in these threefieldsforged
rapidly ahead; new ways of generating electricity, new
crude oil and petrol engines, were developed, and when
the War ended many of Great Britain'sold customers had
become quite independent of the supplies from which the
War had cut them off. The demand for coal had fallen
off for good. It would have fallen in any case, but not
so fast, and—this was what made the situation really
serious—the War had not only prevented the coal industry
from adapting itself to the change, but had actually
forced it to expand. There was no sort of relation
between productive capacity and demand ; the men who,
in the normal way, would have been gradually moving
into other industries Were still miners; and the changed
conditions left them high and dry. The coal industry
being exceedingly localized, it was correspondingly
difficult for them to be absorbed elsewhere. The
home market, in the long depression following the War,
could not keep the miners occupied ; shipping was slack,
and moreover more and more ships were burning oil
instead of coal, so there was nothing to counterbalance
the loss of the export trade. The slump, when it came,
made matters worse; hence the quarter of a million
miners out of work. In coal, as in cotton, the contrac-
tion is likely to be permanent. Unless there is another
revolutionary change in technique (such as might occur
if the extraction of oil from coal became commercially,
as well as technically, possible) the mining industry will
never absorb its unemployed. They will have to find
work elsewhere.
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Iron and Seel.  Iron and steel working also owe a large
proportion of their unemployment to the War. The
War called for a great expansion of the industry, and the
peace suddenly checked the demand for the expanded
output. Since then, technical change has been going on,
far more rapidly than in coal and cotton, with the effect
of throwing more men out of work; and, being a con-
structional industry, it has suffered more than pro-
portionately from the slump. It is hard to tell what is
the future of employment here; so much depends on
technical change, both within the industry itself and in
those making use of its products here and abroad.

Other Industries. The remaining totals out of the six
quoted—engineering and shipbuilding—are purposely
left unanalysed and unaccounted for. Readers should
by now have an idea how to set about explaining their
economic circumstances, and can follow out for them-
selves the respective effects of the War, the slump, tech-
nical change, and the shift in the localization of industry.

Beside these main totals there are the million miscel-
laneous unemployed to be accounted for. Technical
change and shifts in localization probably account for a
large number of these ; casua unemployment and seasond
unemployment, of the sort that goes on in good years and
bad alike, for another substantial group ; and the slump
for the rest. Figures must necessarily be almost guess
work in this field, but we can roughly estimate that
800,000 persons owe their unemployment to the War,
1,000,000 to the slump (this being the amount by which
the totals have risen since it set in), while of the remainder
about half can be accounted for by the particularly rapid
changes in technique since the war—" rationalization "
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and the other half constitute the normal floating reserve
of labour—casuals, seasonal workers, and men between
two jobs.

Different Causes Need Different Remedies. Now it should
be sufficiently clear that no single remedy can be applied
to all these different sorts of unemployment. Unemploy-
ment is only a symptom, like a headache; one does not
try the same remedy on three headaches, one of which
is caused by a blow, one by indigestion, and one by
influenza.  The unemployment of the slump can only
be cured by getting rid of the Trade Cycle; and no one
knows yet how to do that. There are possible theories
in plenty, but they are not suitable for discussion here.
In the present state of economic knowledge all one can do
for that particular group is to keep them fit and ready
to start work again when things improve; that is the
purpose of unemployment insurance.  Seasonal and casual
unemployment can be best treated by encouraging com-
binations of two trades (like the gasworks-building com-
bination mentioned earlier) and by making things un-
comfortable for employers who thrive on a " high labour
turnover.” (A tax of 5/- on dismissals has been suggested
by one high authority on the subject, Sir William Bever-
idge). Unemployment due to rationalization, technical
change and normal changes in demand can be dealt with
only by increasing the mobility of labour—by making it
easier for workers to find out where jobs are going, and to
get to the jobs when they have found out. The Labour
Exchanges are an attempt to do this, and they fill some-
thing like 1,700,000 situations every year; but labour is
bound to remain very " sticky " until there is, for one
thing, less of a housing shortage.
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War Unemployment. The speciad unemployment due
to the War is amore difficult question, because one cannot
assume that it will pass off when the slump is over.
Something can be done, no doubt, by increasing effi-
ciency in production and marketing, to set the coal,
cotton, iron and steel, engineering and shipbuilding
industries on their feet again; but still they are unlikely
ever to employ as many persons as they did before the
War. Many schemes have been suggested for dealing
with this most serious part of the unemployment problem ;
for instance, that emigration should be encouraged (this
is not as easy as it looks, seeing that the unemployed are
mostly town dwellers and the Dominions prefer agricul-
tural workers), that plans of national development—
roads, bridges, docks, afforestation, slum-clearance—
should be worked out and set in hand by the Government
(thisis attractive, but raises certain difficulties of finance,
since the necessary taxation may take money from people
who could make good use of it in industry themselves, and
so cancel as much employment as it creates); that wages
should be drastically lowered all round in order to reduce
costs of production and win back lost markets (this
might achieve something, and some reduction does seem in-
evitable, but it could not possibly make the whole differ-
ence and would be more than likely to lead to cut-throat
competition from abroad), and finally that a tariff ought
to be imposed on all imports, in order to make sure that
the home market at least shall be preserved for home
industries, a measure which, whatever its other effects,
could not possibly help the export trades. W ith this last
suggestion, however, we shall deal more fully in the next
chapter. As for the others, readers can think out pros
and cons in detail for themselves guided by the brief
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comments | have made on each. The exercise should
teach them a good deal about public finance, the inter-
relations of industries, the elasticities of demand and
supply for various kinds of goods, and other practical
applications of the theory explained in earlier chapters.

SUMMARY. Unemployment of able-bodied workers may
be casual, seasonal, technical, or due to changes in demand,
shortage of an essential factor of production, or the Trade
Cycle; all of which causesare more or less serious accord-
ing to how mobile or immobile labour is. The chief
factors causing unemployment in Great Britain are the War
and the Sump—cotton, coal, building and iron and steel,
in addition, have particular troubles of their own.  There is
no single remedy for unemployment.



CHAPTER XVIII

PROTECTION AND FREE TRADE

HE burning question of Free Trade versus Protection,

" Can a country be enriched by tariffs on imports,
or not? " provides a first-rate test of economic knowledge.
Either can be supported by good economic arguments
(though in fact nine-tenths of the arguments on the
subject, as generally carried on, are based on the com-
pletest economic ignorance), and anyone who is capable
either of defending the Free Trade case against an intelli-
gent Protectionist, or of upholding the Protectionist case
against an intelligent Free Trader, can feel fairly sure
that his economic training has been adequate.

The Tariff Controversy.  The aim of this chapter is nof
to follow up all the arguments used on both sides and
deliver afinal judgment—that would take too long and,
moreover, would involve us in such complications of
advanced theory as would be quite out of place here.
On the other hand, we are here, as in the preceding
chapter, definitely leaving the world of abstract gener-
alities and turning to something more concrete and topical.
Although we may talk at first in general terms, not of
" Great Britain" or " America" or " Japan" but of
countries A, B and C, that will only be for the purpose of
sorting out the different factors of the problem with

194
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a view to applying the results we may reach to our own
particular situation.

Localization. At the very bottom of the problem is the
localization of industry whose general outlines we discussed
in an earlier chapter. Industries tend to settle where
conditions suit them best, and shift, sometimes slowly
and painfully, when conditions alter ; inwhat way and for
what reasons, we saw earlier.  (These changes, it should be
noticed, are very much harder when national barriers are
in the way.) It is now time to add two qualifications,
both of them particularly relevant to our present problem.

Non-economic Influences. In the first place " con-
ditions " historically include a number of things which
strictly speaking are not genuine and lasting economic
factors at all. For instance, if a country is rich in
minerals, well supplied with natural communications,
and has a good climate, but happens to be inhabited by an
ill-assorted mixture of races which are forever having
civil wars, or is cursed with a Ruritanian government
which is constantly in revolution, then industry will not
get a chance to grow ; it will develop on the far side of the
frontier, where, although materials and transport may
cost more, it can at least be sure of peace.

Still more is this true where the difference lies not
merely in bad government but in a whole national
tradition. In our chapter on the National Income we
saw how some organizations offer a fruitful incentive to
work, while others do not; similarly, a social order in
which business is looked on as inferior, or a genera
attitude of mind which dislikes change and innovations,
may prevent industries from developing even where
physical circumstances may be admirably suited to them.
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And in fact these differences of political constitutions,
temperaments, conventions and historical accidents
generally, have played quite as great a part in the world
distribution of industry as have the geographical influences
we discussed before. Consequently we must qualify the
statement that industries settle where conditions suit
them best, by adding that the localization which would be
economically natural does not necessarily correspond to
the localization which has resulted from these non-
economic causes. The best localization may be com-
pletely altered by a political revolution, just as much as
by an improvement in technique or transport.

Localization a Relative Matter. In the second place,
the advantages of localization are all comparative. It
is important to grasp this fact clearly, for ignorance of it
lies at the bottom of any amount of economic error. An
illustration will show what this very condensed statement
means. It is possible (though not probable) that some
of the most fertile land in England may be in the City
of London. If the City were pulled down and crops sown
where it stood, their yield might be higher than anywhere
else. But even if the City were built on the most fertile
land in the world, no one would dream of using that land
for agriculture, for although it might have an enormous
advantage, as agricultural land, over any other con-
ceivable area, its advantage over other places as a town
site is infinitely greater. Or a site may be at once the
best possible for afactory and for agreat railway junction ;
it will be used for that purpose for which its comparative
advantage is greatest. Notice how this links up with
what we said in Chapter | | | about price determination;
it is relative productive advantage, like relative utility,
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which determines the uses to which a thing shall be put.
A numerical example will make the point still clearer:
Suppose country A, with an equal expenditure of capital
and labour, can produce five times as much textile
machinery as country B, and three times as much wheat:

A B
5 1
3 1

then it will pay A best to use all its factors of production
on producing textile machinery, and to buy wheat from B
with the proceeds—the exact gain being 20 per cent.
Two practical conclusions follow. It is no proof that
anything is wrong when a country imports things which
it has every facility for producing at home. Those
facilities are probably being employed for purposes where
their comparative advantage is greater.  (The mechanism
by which this is brought about is simply the mechanism
of the market; those producers to whom the factors
involved are most superior to any other are those who
will bid highest for them.) Moreover, the relativity of
advantage makes it particularly difficult for anyoneto say,
from an outside view, " The conditions for the manu-
facture of bootlaces, biscuits and beer are better in this
country than anywhere else; therefore let us encourage
these products above all others." The fact that any place
is the best available for any particular purpose is no argu-
ment for so usingit, unless it can aso be shown that there
is no other purpose for which it can more profitably be
used. Localization consists not in getting the best
places for each industry (which would be impossible) but
in getting the best industries for each place ; and thatisa
very much harder thing to judge off-hand.
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So much for the two qualifications to the theory of
localization (1) the influence of non-economic matters,
(2) the comparative nature of advantages. In the
Protection-Free Trade controversy they pull different
ways, as we shall se; and together with the original
geographical considerations with which we began, they
form the background of all the arguments which follow.

Some Misconceptions. It should not be necessary to
deal in any detail with the silliest of the arguments which
are generally used. In justice to the Free Traders, it
must be said that far more arrant rubbish is talked by
Protectionists than by their adversaries. For instance,
no one with an inkling of economic knowledge should be
led to think that the benefit one or two industries may
derive from Protection is an argument for extending
Protection all round. Any industry will benefit if its
produce is made artificially scarce; but its customers
will not. If all industries are protected, then they are
all just where they were before—except for the export
industries, whose markets lie outside the tariff barrier,
and which therefore get no advantage to counter-balance
the extra prices they have to pay.

Nor should anyone trained in economics allow himself
to slip back into the old attitude of mind which regarded
money, and money only, as wealth, and which therefore
looked on an accumulation of gold as the only end of
foreign trade, while imports were a regrettable second
best. Gold is, in international trade, exactly what it is
in national trade—a means to an end ; but people who are
perfectly well aware that a person's real income consists
of things and not of money are apt suddenly to forget this
when they are talking not of persons but of nations.
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Protection: A Normal Policy or Emergency Measure ?
Having ruled out these two particular mistakes, we
can go on to the more serious arguments over which even
economists may differ. There are really two different
sets of arguments involved; (1) on the question
whether a nation which has all its factors of production
in full employment can successfully use atariff on imports
as a means of employing those factors more profitably;
(2) whether atariff on imports affords an escgpe from
such a situation as that of Great Britain in the post-War
slump—that is, unemployment of men, of machines, and of
loan capital. There is the question of Protection as a
normal policy, and that of Protection as an emergency
measure; as a healthy food, or as a possibly nasty but
useful medicine. Wewill takethem in order.

Tariffs and National Development ; Infant Industries,
In the first place, is it possible to use protective tariffs as
a means of switching the national resources over to
some more profitable use? The answer is, in certain
circumstances, yes. When those historical accidents
which we mentioned at the beginning of this chapter have
held back the development of a nation well provided with
the elements of economic progress, the normal flow of
loan capital towards profitable openings may be very
slow. A country which is only just emerging from chaos
into unity, or onewhich has alongtradition of semi-feudal
methods, may find it hard to develop the industries for
which its changed conditions have made it suitable. A
far-sighted government may realize its potentialities
long before the bulk of its inhabitants do ; the question
is, how to make astart ? Left to themselves, people may
go on and on doing what is immediately profitable and
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getting from abroad things for the production of which,
looking far enough ahead, their country may have the
greatest comparative advantage.  Of course, there may be
individuals far-sighted enough to risk the immediate
loss, start a new industry to compete with the products
coming in from abroad, expand it to a size where it can
at once compete and be profitable, and so make any
government action unnecessary ; and in awealthy country
with a well-developed financial organization and a tradi-
tion of industrial enterprise, one can fairly count on
opportunities being fully grasped by such individuals.
But where there is neither financial equipment adequate
to bear temporary losses, nor individual entrepreneurs
capable of seeing along way ahead, the only way of getting
a start is government action; and the simplest way is
Protection. Protection keeps out foreign products and
gives the " infant industries" a chance to experiment,
grow and make profits at the same time; it forces the
growth of an industrial tradition, and lifts the national
economy out of its old rut.

Dangers of the " Infant Industry " Argument. It costs
something, of course; everyone feels the pinch of higher
prices, exports of the country's original staples suffer—
partly because the prices of their machinery and of the
goods their workers buy are raised, partly because if
imports are cut down foreign countries are less able to
buy exports. And it risks directing resources into the
wrong channels, because looking ahead is difficult; the
infant industries may be incapable of establishing them-
selves in ultimate independence; and in practice this
often happens. No tariff, however high, can make anin-
dustry economic where conditions are thoroughly unsuited
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toit. A duty of 5000 per cent, on bananas would not
help a banana-growing industry to spring up in England.
But when the absurdity is not so obvious mistakes of just
this nature may be made, and resources may be wasted
in making things which could be got much more eco-
nomically in exchange for other and more suitable pro-
ducts. Tariffs designed to foster infant industries are,
infact, rather agamble. They may providejust thelittle
extra stimulus which rouses a country to take full advan-
tage of its latent possibilities ; they probably had such an
effect in Germany in the nineteenth century. But at
most they can do no more than speed up a process which
would have taken place anyhow ; and where a country is
already equipped with business enterprise and with liquid
capital they areunlikely to do eventhat. Some countries,
at some times of their history, may benefit |n this way
by atariff, but by no means all.

Tariffs Prevent Over-specialization. Another argument
infavour of atariff really rests on an objection to carrying
the geographical division of labour too far. If a country
specializes entirely on one product it risks everything on
the fortunes of that product. If a substitute is found,
or the demand suddenly changes, the whole nation may
find itself in the same position as the skilled artizan
thrown out of work by a new machine. Therisk is too
great; it is better to sacrifice some immediate profit in
order to have more strings to one's bow. A tariff here
is a sort of insurance. Actually, of course, few countries
do risk carrying specialization so far; there is almost
always enough diversity for losses to be counterbalanced
by gains. But where such a danger did seem to be grow-
ing up there might be good reasons for atariff system.
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Tariffs and Independence.  Another form of this argu-
ment stresses the need for independence in case of war.
However ill-adapted a country may be for manufacturing
munitions, a munitions industry it must have, orit will be
helpless when war breaks out. It must have food sup-
plies; it must have ships; it must, in fact, have an
“iron ration " of all the necessities of life, produced at
home. Therefore no country can be allowed to specialize
entirely on goods which are usdess in time of war; and
tariffs must, if necessary, be imposed in order to prevent
this specialization. This argument is perfectly valid, so
long as one looks on war as inevitable. But if one does,
then no tariff will suffice to save the situation ; the whole
energy of the nation should logically go to producing
armaments. No other " insurance " is adequate.

Tariffs Against Sveated Labour. A more difficult question
is that of protection against low-wage labour.  Protection-
ists often say " Trade Unions would not dream of agreeing
to low-paid workers coming into the country and com-
peting with them for their jobs ; why agree to the things
they make coming into the country and having just the
same effect ? " The competition of low-wage labour may
be not nearly as serious as it looks, because low-wage
labour, as we saw in the chapter on Wages, is apt to be
inefficient, and so actually more expensive than if wages
were higher ; but above the actual poverty-line, or when
the work is very mechanical and physical efficiency
therefore does not matter much, it may be really serious.
In the long run, under the marginal productivity theory
of wages, labour costs ought to equalize themselves out
everywhere by a flow of capital to places where they are
unduly low; but the long run may be a very long run
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indeed, and moreover aflow of capital abroad may itself
mean a dearth of capital, and hence unemployment and
stagnation, at home. There ssems to be no effective
Free Trade answer to this point; and in theory thereis a
good case for a tariff against " sweated goods" which
compete with home products. The difficulty is, however,
to decide what is " sweating"—bearing in mind the
impossibility of accurately comparing incomes where
conditions are widely different, as discussed in Chapter X.
Moreover, there are alternatives to tariffs—international
regulation, and the growth of Trade Unionism in countries
where sweating is prevalent—which might be far prefer-
able.

" Taxing the Foreigner.” Tariffs are sometimes com-
mended as a means of taxing the foreigners for the
benefit of one's own people—a way of getting on€'s taxes
paid which from the international point of view looks
rather like sharp practice, but from the national point of
view might certainly be useful. Apart from this question
of international morality, do import duties mean a net
gain, compared with other taxes, to the country imposing
them ? The answer is that in certain circumstances they
may. If the demand for the taxed importsisvery elastic
and the foreign sdllers are desperately anxious to maintain
their sales, their prices will haveto be cut so that the con-
sumer pays no more ; the cut will come out of the sellers
profits, and they will, in effect, pay the tax. But if the
demand is inelastic, most of the tax will go on to the
selling price (since the sellers will know that it will make
little difference to their saes) and the tax will fall mostly
on the citizens of the taxing country ; and the same will
happen if, with an elastic demand, sellers decide that it is
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not worth their while to sacrifice profit margins to aggre-
gate sales.

Tariffs in Emergency. So much for the possibilities of
tariffs in times of prosperity, looked on as a means of
improving the situation when all the factors of production
are aready fully employed and the only aim is to make
that employment more profitable. What about their rdle
in times of emergency ? Is there not a specialy strong
case for a tariff when idle machinery, fallow lands and
unemployed men are confronted by a flood of imported
goods which they could produce for themselves ? Is not
the whole argument about specialization and comparative
costs altered in such a situation ? That is what the Pro-
tectionist asks, and that is what the Free Trader must
try to answer.

Protection, a Long-Term Remedy. One reason against
going Protectionist as soon as a slump appears is that
it means treating a short-term depression as if it were
a permanent change. When the tide turns, it may be
found that the situation which appeared to call for a tariff
has disappeared, leaving the country saddled with what
has become no more than a usdess and irritating ob-
struction to trade. But this argument does not hold when
the unemployment under consideration is not merely
cyclical but of long standing, like that in the coal and
cotton industries, discussed in the last chapter, and the
almost permanent high percentages such as British
industries, catering for the home market, have shown
since the War.

Protection and Rationalization. The Protectionist argues
that if these industries could only be certain of the home
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market they could put their house in order, rationalize,
reap the full advantages of mass production, and get back
to prosperity without noticeably raising prices at all.
But here heis on very weak ground. If costs can be kept
down while production expands behind the shelter of a
tariff, they can be kept down during expansion without
atariff. Manufacturers are no more likely to rationalize
when foreign competition is withdrawn than they were
before ; in fact, they may very well sink into a blissfully
carefree slovenliness of production, knowing that no one
can undercut them. The same is true of the benefits
derived from running plant at full capacity; if costs
can be lowered below foreign prices by capacity running,
what is to prevent manufacturers from doing so, and
recapturing their markets without more ado ? The only
thing that a reserved home market really can do is to
cut down selling expenses.  If manufacturers do not have
to bother so much about good-will they can work more
effectively at other parts of their job. Indeed, the best
effects of a tariff in this respect would be psychological—
it would encourage industrialists and make them feel
that better times were coming, which as we know is itself
a step towards recovery from the slump. On the other
hand, it is a serious argument against tariffs that they
favour the formation of monopolistic groups combined
not with the purpose of producing and marketing more
cheaply, but of profiting by the fact that no foreign com-
petition can undercut them, to squeeze the public. This
is areal and an unmixed evil, and it is as bad from the
political as from the economic point of view; because
these monopolistic groups are able to exert enormous
pressure on Governments to bring in legislation (especialy
tariff legislation) for their particular benefit. The
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lobbying activities of the big American corporations
are notorious.

Dumping. Tariffs are often urged as a protection
against " dumping "—that is, the selling of foreign goods
at knock-out prices because they can find no market in
the country of their origin. Free Traders reply that it
is all to the good if other countries choose to make us
presents of their goods. Protectionists impute sinister
motives to the dumpers, saying that their deliberate aim
is to destroy native industries and then charge what
prices they like; but unless the dumpers were them-
selves world monopolists they could not gain anything
by destroying native industry, and no case of a deliberate
attack by a world monopoly has yet occurred. If it did,
there would certainly be a case for atariff. Nevertheless
the Free Trade case looks a little thin at this point. It
can hardly be a good thing to upset one's whole industrial
system in order to profit by the irregular benefits of cheap
dumped goods; dumping cannot continue forever, and
an industrial system which adapts itself to a flow of
dumped goods may find itself hard hit when conditions
go back to normal. Dumping produces some curious
results.  For instance, the Welsh tinplate industry thrives
(comparatively speaking) on exceedingly cheap foreign
steel, while the native steel trade languishes. The reason
why the foreign steel is so particularly cheap, is that
the fuel used by its makers is British coal, dumped
abroad at knock-out prices !

Tariffs and Exports. The discussion up to now has
taken no account of the effect of tariffs, not on home trade,
but on exports, and thisis amost crucial question. There
is acute disagreement among economists as to whether
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a country can, or cannot, cut down its imports without
a corresponding decrease in exports. If it can, then a
wisely constructed tariff can do away with the waste of
unemployed factors of production, at comparatively little
cost to the country; if it cannot, then all that happens
when a tariff is imposed is that a different set of factors
go out of employment—and those, presumably, on the
theory of localization and comparative cost, the factors
which were better adapted to their particular job.

Do " Imports Pay for Exports " ? When the whole theory
is in the melting pot, as at present, one can only speak
tentatively. On the one hand, plainly if every nation
cut down itsimportsto nil, exports would cease to exist—
since imports and exports are the same thing looked at
from different sides. Since almost the whole of inter-
national tradeis really barter, goods paying for goods and
gold only changing hands to make up deficiencies, it ssems
plausible to say that if Great Britain takes so much less
of, say, Germany's goods, Germany must inevitably take
so much less of hers. " Exports pay for imports " is how
itissummedup. But some people seeno suchinevitability
in the matter. The rest of the world may prefer to take
gold, or shares in British companies, or shares held by
Englishmen in foreign companies, rather than take ex-
ports; and if imports are cut down, it may be not exports
of goods, but dealingsin gold and securities, which fall off.

Tariffs a Clumsy Instrument. No final judgment is
offered on this controversy. But when all is said and
done, tariffs seem a clumsy way of attaining one's ends;
and the ends themselves seem dangerous. Tariffs
encourage nationalism and nationalism leads to war ;
they are rarely restricted to the minimum indicated here
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as sometimes possibly justifiable, and so represent a net
loss to the world ; they foster corruption in politics, and
introduce an extra element of uncertainty into economic
life. The alternative solution to tariff barriers is inter-
national agreement as to wages and conditions, inter-
national abstention from dumping, and a great increase
in the international mobility of labour; a solution less
immediately easy, but alone capable of putting inter-
national trade, and the world economy in general, on a
satisfactory footing. As an immediate pick-me-up to
British industry in its present parlous state, there is
something to be said for a tariff, though much aso to be
said against it; but it is as dangerous to introduce a
national economy to emergency tariffs as it is to introduce
an invalid to cocaine. And economists, of all people,
should be capable of taking the long-term view.

SUMMARY. The general principles of the division of
labour between areas show that any interference with natural
localisation is likely to be bad. Tariffs may possibly be
useful to speed up natural developments, or as a temporary
emergency measure to rectify an adverse balance of pay-
ments, but this effectiveness is uncertain in either case, and
as instruments for the control of trade they are both clumsy
and dangerous.



TEST QUESTIONS

CH. I. " Economicsisthe stience of wealth." " Economics
isthe science of scarcity.” Reconcilethesetwo statements.

CH.1 1. Aremiddlemen unproductive?
What are the advantages of the division of labour ? And

what disadvantages can you think of ?

What is meant by " equilibrium" ?

CH. 111 . Exactly why should bad weather in the North Sea
raisethe priceof herrings ? or Why doesthe price of coal vary
between winter and summer ?

W hy isthe demand for strawberries more elastic than the
demand for salt ?

Why is a monopoly in matches more profitable than a
monopoly in kerosene oil ? (see also examples in text).

CH. 1V. Howwould you explain the cost of a loaf of bread ?

If someone were to discover a means of making good

quality clothes out of paper, what industries would you
expect to find influenced, and how ?

CH. V. What is meant by optimum, diminishing returns,
loan capital, enterprise ?
" Roundabout ways of production are shortest in the long
run." Give examples, showing how this is so.

CH.VI. Whyisit moreeconomical torun afactory full time
than part time?

When may the growth of an industry befollowed by higher
prices ?

CH.VH. Explain why workshops in the tailoring trade are
generally smaller than in the weaving trade.
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What is meant by " limited liability " and what are its
economic effects ?

Explain on general economic grounds the growth of com-
bines in either the iron or sted trades, railways, shipping
or any others you may know of.

What are the advantages and disadvantages of rationaliza-
tion ?

CH. VIII. Explain the following terms: Cost of Living
Index, Clearing House, Gresham's Law, legal tender,
velocity of circulation.

What is a Bill of Exchange ?
What happens when a Government suddenly prints a
great many new banknotes ?

CH. I X. Explain why firms engaged in the same trade are
often concentrated in one town.

Where, on an important trade route, would you expect to
find towns ?

CH. X. " The amount of the National Income is an index,
not a description, of wealth." Explain.

How would you account for differences in the national
incomes of the United States and of China ?

CH.X 1. Why are wages unequal ?
" Wages depend on productivity, and Trade Unions take no
interest in increasing productivity.  Therefore Trade Unions
cannot raisewages'* Is this true?

CH. X1 1. Whatisquas rent?
" Rent is price-determined not price -determining."
Explain.
CH. XIIl. Why isinterest paid on borrowed money ?

Just after an important new invention has been first taken
up commercially, the rate of interest islikely torise.  Why ?

CH. X1V. For what service are profits received ? What is
goodwill and what are its economic effects ?

CH. XV. Why does the State have to raise taxes?
What is meant by progressive taxation ?
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CH.XVI. What ismeant by the Trade Cycle?
Describe three possible causes contributing to the Trade
Cycle.

CH. XVII. Enumeratethedifferent causes of unemployment.
Describe the effects of the War on either mining or housing.

_CH. XVIII. In Foreign Trade, what is meant by " relative
advantage" ?
Discuss the " infant industries” argument for tariffs.

SUGGESTIONS FOR FURTHER READING

[The following short bibliography makes no claim to be
exhaustive, but merely shows some directions in which further
reading can be usefully pursued. A general list is given first;
the remainder are classfied according to subject matter, and
as far as possible in order of difficulty.]

FOR GENERAL READING : Burns, The Economic World; Clay,
Elements of Economics; Cannan, Wealth; Hender son,
Supply and Demand, are all meant for beginners. More ad-
vanced works are: Cassd, Fundamental Thoughts in Eco-
nomics; Wicksteed, The A. B.C. of Political Economy;
and The Gommonsense of Palitical Economy; Davenport, The
Economics of Enterprise; and Marshall, Principles of Eco-
nomics, The last-named isthe most authoritative single work
on the subject.

1. MARKETS, MARKET PRICE, ETC. (besdes the above):
Marshall, Appendix F in the Principles; Knight, Risk,
Uncertainty and Profit, Part | |1 ; Schultz, The Statistical
Laws of Supply and Demand, is advanced and requires
mathematics.

2. THE ORGANISATION OF INDUSTRY: Robertson, The
Control of Industry ; Meakin, The New Industrial Revolu-
tion; and the Liberal " Yellow Book " of 1929.

3. MONEY AND CREDIT: Cannan, Money; Robertson,
Money ; J. M. Keynes, A Treatise on Money (advanced).
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10.

SUGGESTIONS FOR FURTHER READING

CAPITAL, RENT AND INTEREST: Fisher, Elements of
Economics; J. B. Clark, The Distribution of Incomes
(ch. 9); Cassd, The Nature and Necessity of Interest.
Thereis no easy work on Profits. Knight, Risk, Uncer-
tainty and Profit, is good for advanced students.

POPULATION AND WAGES: Wright, Population; Rob-
bins, Wages;, Dobb, Wages; Rowe, Wages in Theory and
Practice,

LOCALISATION : Hawtrey, The Economic Problem; C. E.
Montague, " The Life of a City " (in collection of essays,
The Right Place),

TAXATION AND NATIONAL INCOME : Stamp, Wealth and
Taxable Capacity ; Dalton, The Inequality of Incomes and
Public Finance ; Pigou, Public Finance.

THETBADE CYCLE : Lavington, The Trade Cycle; Pigou,
Industrial Fluctuations (advanced); F. von Hayek,
The Monetary Theory of the Trade Cycle (advanced).

UNEMPLOYMENT : Clay, The Post-War Industrial Prob-
lem ; Pigou, Unemployment; Beveridge, Unemployment.

PROTECTION AND FREE TRADE. The books noted for
general reading all deal with this issue; there is no
separate elementary statement which is also unbiassed.
Tariffs : the Case Examined, by Sir William Beveridge
and others, is a thorough and balanced Free Trade state-
ment. Taussig's Foreign Trade is authoritative but
advanced.
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