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AN

PREFACE

HIS analysis of the elementary principles of

Economics is largely based on a course of lec-
tures which I have been giving for some years to
Intermediate students. It is written primarily as a
text-book for students in their first year at the univer-
sity; but I hope that those in extra-mural classes,
those preparing for professional examinations, pupils
studying for the Higher School Certificate and, also,
some general readers may find it useful.

In a book of clementary exposition, controversy is,
of necessity, pushed into the background and there
appears a larger measure of agreement than exists in
reality. This is particularly so in my formulation of
the théory of value, in which the traditional marginal
utility approach is preserved. The picture which
results is, perforce, drawn on ‘orthodox’ lines. But it
must not be thought that I am unaware of, or neces-
sarily unsympathetic to, the many criticisms which
are directed not only against points of detail but also
against major aspects and, even, against the whole
approach of the kind of Economics here presented.
Some of the minor controversial issues I have tried
to indicate. Here and there, I have also endeavoured
to point out the problems which, at a more advanced
stage, should engage the attention of the student.
And while, in the main, my task has been to present
in broad outline Economic Science as currently
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taught, I have made an attempt, at the end of this
book, to show the character of different approaches
and their implications—particularly in relation to
policy.

The technique used is the common property of all
economists; all experts will be familiar with the
sources. I have therefore omitted references which
would only have been burdensome to the student.
For the benefit of those who wish for guidance in
further reading, I have added a short bibliography.

I wish to acknowledge my indebtedness to my wife
and to my friend Dr. J. Bronowski who have elimi-
nated innumerable blemishes from these pages; to two
readers whose criticism has enabled me to remove
many obscurities and ambiguities; and to my father
for his constant help and advice.

E.R.
January, 1937
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PART ONE

THE ECONOMIC PRINCIPLE AND
THE ECONOMIC WORLD

1. Tue ProBLEM oF DEFINITION

Uses of the word ‘economic’. The term ‘economic’
is so freely used to-day that to most people it seems to
possess a fairly well-marked meaning. We read, for
cxample, that a local authority has rejected a scheme
for the erection of a bridge on the ground that it is not
an economic proposition. We know what this means:
much as the bridge might have added to the amenities
of the district, much, even, as it might have benefited
trade by reducing distance and transport costs, it was
felt that the cost of it was excessive in relation to the
benefits to be derived from it. Thus, in this use of the
term there is involved a comparison between cost and
benefit.

But this is not always the meaning which it carries.
We know that one of the methods of expressing dis-
approval with a country’s policy is for other countries
toimpose ‘economicsanctions’, to enforce an economic
boycott. Here, whatisinvolved is a refusal to exchange
with a country, regarded as an international wrong-
doer, the goods and services normally exchanged with
it; to cease buying and selling, Iénding and borrowing.
In this use of the word ‘economic’ there is, then, im-
plied a reference to trade, the buying and selling of

goods and services.
4287 B



2 ECONOMIC PRINCIPLE AND ECONOMIC WORLD

Yet again, we find the word being used if it is desired
to distinguish between diffcrent sets of arguments.
Thus, the politician on his election platform might
state that while on economic grounds the growing of
wheat on a very large scale in England was not to be
regarded as altogcther profitable; yet, because of its
importance as a staple food, it was desirable to encour-
age its production so as to diminish dependence on
foreign supplies in time of war. Here, too, thcre
appears to be a balancing of cost and benefit, but it
is combined with an appeal to certain desirable objects
which make even high cost justifiable.

Again, when an eminent K.C. gives up a practice
which is reputed to bring him an income of £40,000
ayear in order to become a judge at a salary of £5,000
a year, he is often said to have sacrificed economic
interests for public service or the desire for social
distinction. And, in the hackncyed phrase that man
does not live by bread alone, the bigher activities of
man appear to be contrasted with his baser economic
pursuits.

The need for definition. If economics is the study
of economic problems, it is necessary to discover
whether in all the instances which have been men-
tioned the word economic is rightly used. If it is, we
have to find what quality is common to them all. Itis
necessary to define our subject-matter. Definition is
not the idle pursuit of the pedant; it is an essential
part of any systematic discipline that the limits of the
field which it sets out to cultivate should be clearly
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marked. Through definition we make certain that we
are investigating only problems that are related and
all the problems that have the same characteristics.
Onlybydefining our subject-matter canwe ensure that
weshall know when our conclusions are applicable and
when they are not. It is by definition that we assign to
each discipline its room in the building of knowledge.
« Necessary as definition is, it is by no means easy. In-
deed, we shall find that some of the most far-reaching
disagreements in economics arise from differences in
the conception which different practitioners have of
their subject. This is partly due to the youth of eco-
nomics. The first systematic trcatise of it was pub-
lished only 150 years ago, at a time when most sciences
could look back upon centuries of progress. Since then
it has made such rapid strides—due, no doubt, to the
speed with which new problems have been created for
it—that economists have had little time to worry about
neat definitions. They have built up a large body of
conclusions; and it has been left to modern economists
to discover from the nature of those conclusions what
economics is rcally concerned with. Such interpreta-
tions are bound to differ. But since the authority of
economics is invoked so often to-day—and so often
rejected—cconomists are forced to state clearly what
is the scope of their competence. At the end of our
study we shall have to return to this problem of different
definitions; for the moment we shall have to find some
dcfinition which will serve as a satisfactory working
basis—containing not all thc truth perhaps, but
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sufficient of it to serve as a foundation for our more
detailed analysis.

Different kinds of human activity. It is clear
that economics deals with human activity. It must be
equally obvious that this is too wide a ficld to cover.
Some early economists—and their view is still widely
held—tried to distinguish between different kinds of
human activity and to assign one of them to econo-
mics. What the economist studies, they said, was how
people made, distributed, and exchanged the material
goods which they needed for their livelihood. The
boots we wear, the bacon we eat, the houses we live
in: these constitute the material means of our lives;
and in economics we study how thcey are provided and
used, why we have morc of one thing than another,
or more atone time than at another time, or why some
people have more of them than other pcople.

At first sight this certainly seems to cover what most
of us mean when we talk about economic problems.
It appcars to include our example of the bridge and
certain aspects of the refusal to buy a country’s lemons
or sell it coal. But some of our other usages do not fit
quite so easily. What, for example, of our self-sacrific-
ing lawyer? Honour and glory are certainly not
‘material’ goods in the ordinary sense of the word;
yet they seem to have been acquired in exchange for
all the material things which a larger income could
buy—country houses and Rolls-Royce cars, for in-
stance. We often exchange such ‘material’ bencfits
for others that are ‘non-material’; and it may be
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argued that even ‘material’ goods serve ‘non-material®
ends: certainly, the enjoyment which we derive from
them is always ‘non-material’. This is most obviously
so with the scholar’s books, the painter’s canvas, the
musician’s violin.

Nor are these the only difficulties which the separa-
tion of different kinds of activity involves. The early
cconomists argued at great length about what was
and what was not productive labour. Clearly, such
a distinction was only a corollary of that between
‘matcrial’ and ‘non-material’ goods; and if one adopted
this separation it was inevitable that one should have
to regard as unproductive (as did Adam Smith) ‘some
both of the gravest and most important and some of
the most frivolous professions; churchmen, lawyers,
physicians, men of letters of all kinds, players, buf-
foons, musicians, opcra-singers, opera-dancers, &c.’
With this definition we should certainly be faced with
difficulties, and modern economists have argued that
economics would be in danger of becoming a kind of
medieval scholasticism.

Different motives of human activity. The earlier
cconomists made yet another attempt to divide the
field of human activity: a division according to' the
motive which inspired it. Self-intercst was regarded
as the ‘economic motive’, and was distinguished from
all those other motives, of friendship, religious de-
votion, philanthropy, vindictiveness, and prejudice
which inspire human conduct. Sometimes this dis-
tinction of motives was formulated in such a way as
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- to give rise to the idea that what economics was con-
cerned with was not man, but some strange and unreal
being, the ‘economic man’, a grasping sort of indivi-
dual who reduced everything to a calculation of
money gain and loss. When understood in this way
our new definition of the subject-matter of economics
could rightly be attacked—as, indecd, it was and still
is—on the ground that it dealt with only one side of
human nature, while it could easily be shown that
human nature is essentially complex. It was argued
that in adopting this definition economics was basing
itself upon a very primitive psychology, and any ad-
vance in the study of the motives of human behaviour
would, thercfore, upset the conclusions of economics.

Morcover, so narrow a view of economic motive
would exclude from our consideration many problems
that are usually regarded as falling within the pro-
vince of the economist; and much of what was said
earlier about the ‘material’ and ‘non-material’ would
apply. What, for example, can we make of the fact
that some occupations will attract pcople more than
others, even though monetary remunerationissmaller,
because they offer advantages of another kind? Here
one would rightly suspect the existence of an economic
phenomenon. Yetitis one with which the sort of self-
interest on which the fiction of the ‘cconomic man’
was based isincapable of grappling. Itisnotnccessary
to have much formal knowledge of economics to rea-
lize that the amounts of goods and services offered and
demanded, and their prices, are proper matters for
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cconomic study. In order to study these offers and
demands it is not necessary to assumc that they are the
results of one motive aloné. We shall see that we must
sometimes make certain assumptions which appcar to
include a reference to motive; but for the moment we
need not restrict the field of economic study in that
way at all.

Wants and their satisfaction. Thus, our two
definitions are seen to be too narrow. We want one
which will include non-material as well as material
objects with which human activity is concerned, and
one which will allow for all the motives by which such
activity may be inspired. Itis quite easy to widen the
first of our definitions. We simply have to leave out
the word ‘material’ and say that we are concerned
with activity directed towards the satisfaction of
wants. Similarly, we should make it clear that we
are not inquiring into the motives of that activity,
but only into the observed conduct of individuals.
We leave it to other sciences, psychology, for example,
to discover the motives behind such conduct. Our
two fetters have disappeared, and we can say that
what we are interested in is the process of want-
satisfaction.

But stated in these terms, dces not our definition
now appear to be too wide? Have we not taken upon
ourselves more than we can usefully examine by one
science alone? Let us look at some of the things which
our definition would oblige us to study. At once a
variety of problems present themselves. Why, for
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example, are our wants what they are? As we shall
see, many branches of knowledge try to answer this
question: the biological sciences for our physical
wants; history and social psychology, for those wants
which are of a more complicated nature and are
determined by the social system in which we live.

Again, the extent to which wants can be satisfied
depends largely on geographical and technical condi-
tions and on the degree of scientific knowledge which
we possess. For these factors there are other special
branches of study. Isthere anything left, then, which
economics can contribute to these aspects of the pro-
cess of want-satisfaction?

The question why man wants motor-cars is a very
intcresting and important one; the biologist, social
historian, and philosopher may all be able to suggest
answers to it. They may point to the comparative
inefliciency of the human body as a means of locomo-
tion, and to the need for mechanical aid. They ma-
even suggest that there is an undefinable urge in
human beings to explore all their potentialities, and
they may describe the historical process in which this
urge has worked itself out. Elaborate theories con-
cerned with the nature and evolution of mankind
may be put forward to explain the fact that in the
twentieth century so many people experience a want
for motor-cars. To the further question, why most
men should desire a particular make of car, the
psychologist may be able to give an answer. He may
explain it by a desire—possibly inherent in man,
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the legal and political framework in which they
work.

We do possess a body of generalizations of such
universal validity. The first sections of the next part
~f this book will be devoted to their exposition. But
we shall find that in order to give these generalizations
rome measure of concretencss, in order to make them
tell us more about reality, we shall, at a very early
stage, have to make certain assumptions about the
social framework in which they work. We shall ac-
cordingly discover that below the highest level of
abstraction (that which yields conclusions of the most
seneral quality), our analysis and our conclusions are
letermined by the social system which we are examin-

ng.

We cannot pursue this argument any farther at
this point—its significance can only be assessed when
we have seen the apparatus of economic analysis at
work. For now it must suflice to state that we have
herc a further limitation upon our universal defini-
tion, one set by the social framework within which
economic activity is carricd on.

4. THE EcoNoMIC STRUCTURE

The division of labour. It is necessary to outline
some of the fundamental facts of our present social
system in so far as they affect economic activity, in
order that a background of some degree of realism
may be present from the very beginning. In the

following few pages devoted to this exposition we are
4287 (o]
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not descending to a very low level of abstraction; we
are still outlining such institutional qualities of our
social system as have been present, in more or less
developed form, for the last hundred years or more.
We are, that is to say, not describing any of the specific
traits of the social structure of, say, England of the
present day. But rather are we endeavouring to give
a rapid survey of the general features of the modern
industrial system, some of which were undoubtedly
present before the modern system was fully developed,
others of which may already be disappearing.

What probably strikes one most at the first attempt
to reduce our industrial system to a few general
characteristics is the extent to which each individual
is dependent upon that system for the satisfaction of
his wants. Unlike Robinson Crusoe, we are not only
dependent on natural conditions (including our own
abilities) to determine the degree to which we can
procure our means of livelihood in the widest sense,
but also on our fellows in all parts of the world. We
are, in fact, not sclf-supporting; in the vast majority
of instances, the members of our community do not
make their own clothes and their own dwellings and
procure their own food, but they have to rely on
getting these things from the sum total of means
provided by the community as a whole.

If we survey the mass of material goods which a
member of a civilized Western community consumes,
we are soon aware of the astonishingly small degree
in which he has directly contributed to their provision.
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The clothes he wears have been provided by the
labour of hundreds of people in different parts of the
world: the wool growers in Australia and the cotton
growers in Egypt; the people engaged in transporting
the raw material; the merchants in London or Liver-
pool who sell it; the spinners of the yarns and the
makers of the wool tops; the weavers, the dyers, and
the finishers; the makers of the sewing cotton and of
the buttons; the cutters and the tailors—to mention
only a few links in a long chain.

sThe absence of individual self-sufliciency is due to
division of labour. This process did not by any means
start with modern industry; it is to be observed even
among very primitive tribes, where shepherds and
hunters and craftsmen constitute, as a rule, distinct
classes. But during the last two hundred ycars this
division of labour has vastly increased. It has also
changed its character. One of the greatest changes
in history was the specialization of every individual
on the production of a single commodity or service;
thislcd to the era of handicraft. But, to-day, speciali-
zation has gone even farther and the tasks involved in
the production of a single article are split up and sub-
divided among many individuals, as in the famous
example of the eighteen differcnt operations involved
in the making of a pin, cited by Adam Smith. Each
man contributes only a small part; and, as has been
pointed out by one great economist, few people can
now say, ‘I made this’.

Machine production. This further development of
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the division of labour, some of the results of which we
shall study later, was accompanied, and largely made
possible, by the enormous increase in the use of
mechanical power and machinery. In essence, this is
again no new devclopment, for even at very primitive
stages of human development man had equipped
himself with various tools and instruments in order to
aid himsclfin his attacks upon nature. But the large-
scale employment of inanimate power—water, steam,
electricity—and the use of highly complicated mecha-
nical contrivances in place of many of the actions of
the human body, is more charactcristic of our own
age than of any that has preceded it.

It means that our want-satisfaction is indirect, not
only in so far as we arc dependent upon the actions of
others, but also in the sense that we have to establish,
maintain, and increase a large mechanical equipment,
by the aid of which we then procure for ourselves the
things which we need. Aswe shall see again later, this
indirect process of want-satisfaction is known as the
capitalistic method. In this light, the capitalistic pro-
cess (production with the aid of capital equipment)
appcars, however, not so typical of modern industry
as it is often taken to be. *For even the javelin of the
savage hunter might, according to this definition, be
regarded as capital equipment, and the provision of
food, with its help, might be said to be made by
capitalistic methods. It is necessary to add further
characteristics before a picture typical of none but our
own age emcrges.
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Private property and exchange.l Division of labour
(and the use of machinery) give rise to two important
social institutions, private property and exchange. What-
ever may be the legal definition of private property,
it is enough, for our purpose, to regard it as the right
to dispose of matcrial objects. This right has always
cxisted for some objects. Articles of consumption, for
cxample, cannot be used without being private pro-
perty, forin their case usc and ownership areidentical.
The position is a little less clear in regard to durable
articles of consumption, for while the bencfits of the
ownership of bread are exhausted in a single use, those
in a necktie are not. In the latter case,kthercfore,
property and use necd not be identical. Yet even
with regard to durable consumption goods, there
has always been a tendency for private property to
exist. :

The real difference arises in regard to those articles
which serve productive purposes, and it is in their case
that division of labour has led to the establishment of
private property. The benefits of means of production
are not exhausted in a single use, nor need the means
be owned by those who use them. When, however,
specialization begins, it becomes convenient for the
tools of production to be adapted to the individuals
using them whose property they then become. The
handicraft era is characterized by the existence of
private property in the primitive means of production
then in use. So long, however, as these tools still pro-
duce only for the self-sufficiency of the individual (or
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his family) there is no great difference between this
form of private property and that in consumable
goods; it is still equivalent to use.

Modern machine equipment, however, need no
longer be the property of those using it, and private
property assumes, therefore, a new and impersonal
character. This is, moreover, intensified by the de-
velopment of exchange. Initssimplest form exchange
is a bartering of the surplus products of the specialists.
In its more advanced form, under modern conditions
of machine production, it involves the habitual pro-
duction for the market, i.e. for purposes of exchange.
Private property in means of production becomes,
then, the administration, by individuals, of these
means in a manner dictated by the market.

The market. Exchange, resulting from the progress
of division of labour, separates producer and con-
sumer, and producer and product. The isolated and
self-sufficient individual is his own master. So, in a
sense, is the self-contained family or patriarchal tribe.
There is a single will which determines what each
member is to do, what is to be produced, how the
product is to be shared and consumed. But when the
individual ceases to be self-sufficient, when he ceases
even to produce a single whole thing, a new imper-
sonal guiding authority appears which determines
what he is to produce and how he is to administer
his resources.

The mechanism which unites these scattered indi-
viduals, and which supplies a new regulator in place



THE F.CONOMIC STRUCTURE 23
of the old central authority or authorities that have
cxisted right up to modern days, is the market. Through
production for the market and through the act of
exchange, economic activity is madec into that social
process which division of labour necessitates. Only by
bringing his products to the market and by exchang-
ing them with the products of others can an individual
satisfy his wants; and his success in the market will
determine the degree to which his wants can be satis-
fied. No conscious regulation takes place, and each
individual is still left to choose among the possible
alternative ways of using his resources. But his choices
will now have to take into account the conditions
obtaining in the market; and their effectiveness will
depend on the extent to which they are endd‘rsed by
the market. -

The history of the Western world in the last few
hundred years has been marked by a great cxtension
of the sphere of the market. One by one, the medieval
barriers have fallen and more and more commodities
have been drawn into the circle of exchange. This
process has been aided, if not made possible, by the
devclopment of a generally accepted medium of ex-
change, money, which overcomes the inconvenicnces
of barter and enables ratios of exchange to be more
precisely expressed. Monetary calculation has become
the characteristic feature of our cconomic system.
More and more activities have been made subject to
it and have been rationalized by it.

It is through the growth of monetary calculation
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that the concept of the ‘economic man’ has arisen. We
have already scen that it is not necessary to assume
that those acting in the market are actuated by a single
motive. For, on whatever motive an individual acts
(and thereby himself influences the market), he is
choosing from among the possibilities which the mar-
ket offers: heis adopting one and rejecting others. But
as an assumption that individuals will desire to make
the best use of their resources, and that this desire will
show itself in their responses to the monetary stimuli
of the market, the concept of the ‘cconomic man’ is,
indeed, one of the important institutional data of the
social framework in which we live. As such, it has
often been the objcct of attack by moralists who have
objected to the all-pervasiveness of the monetary cal-
culus. Anditshould be pointed out that, in describing
what he regards as animportant part of ‘things as they
are’, the economist does not nccessarily justify it. It
may, however, be admitted that, even from an econo-
mist’s point of view, some difficulties remain hidden
in this concept of the ‘ecconomic man’.

The wage-earner. One of the most important of
the things which have been drawn into the ever-
widening circle of exchange is human labour power.
This process involves, on the one hand, legal freedom
for the labouring classes, the abolition of slavery and
serfdom, and, on the other hand, the organization of
production in such a way as to lead to the neecd for
hired labour. The former of these developments was
accomplished by a struggle lasting many centuries,
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which produced increasing degrees of personal free-
dom in a long evolution from ‘status’ to ‘contract’.
The latter development was due both to the progress
of division of labour and machine production, and to
the concentration of capital and the development of
private enterprise.

Private enterprise. Thus, our earlier statement
that the modern era is characterized by production
for the market must be supplemented by saying that
the initiation of this production is in the hands of
private individuals who possess, or can obtain, the
large resources neccssary for modern machine in-
dustry. It is the private entreprencur %ho buys (in the
market) labour power, rm}h;fg;ials, and machines,
combines them in the process of production, and sells
their products in the market. It is assumed that in so
doing he is acting as an ‘economic man’, that is to
say, that he will so order his purchases and his sales
that he will obtain as large a return for himself as
possible. Or, as it is generally formulated, we assume
the entrepreneur to be actuated by the profit incen-
important institutional data of our system. The re-
sources necessary for the initiation of production may
be provided either by the entrepreneur himself (who
may possess them through inheritance or through his
own accumulation), or he may have them provided
by other owners of these means through the specialized
machinery which has been developed. The existence
of credit and of specialized institutions to administer
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it (the banking system, the capital market) is, thus,
another characteristic of our society.

Inequality. We have already touched on others;
the existence of inheritance, the process of acquisition,
and, allied to them, the existence of inequalities in
wealth. The development of the economy of the
market, money and credit, and the abolition of the
privileges of status took place during a long and pain-
ful historical process. Our socicty did not start from
‘scratch’ but with an enormous heritage of established
rights and inequalities of wealth and social position.
These must be kept in mind as important institutional
facts when we analyse the working of the economic
principle of the administration of scarce means in our
society. These incqualities tend to be perpetuated by
inheritance, restricted though this may be by redistri-
butive taxation; and there remains much in our social
environment that tends to create privileged ‘strategic’
positions of birth, wealth, education or othcr, often
fortuitous, factors.

Inequalities of wealth tend, morcover, to be con-
stantly recreated by the fact that the system en-
courages an urge towards acquisition of means as a
reserve against the vagaries of the market. Acquisition
is also one of the most important ways and, often, the
only way, to achieve a position of direct influence over
the process of production. This urge becomes, there-
fore, one of the most important social data which we
have to take into account.

Competition and Mobility. Thec existence of the
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market has a further result. It leads to the recogni-
tion of the existence of competition. This implies that
the responsiveness to changes in the market situation
includes some regard for the action of others who
are in the same position as oneself. It means that
there are many sellers (of everything saleable, includ-
ing labour power), and that each will respond to the
monetary stimuli of the market in such a way as to
secure the best bargain for himself, in competition
with his fellow-sellers, and that the same applies to
all the buyers. We shall discuss this point in detail
later, and we shall see that economic theory analyses
situations of varying degrees of competition (including
those with a complete absence of it). But the presence
of a general tendency towards competition as a broad
feature of our economic system has for a long time
been one of the institutional assumptions of the body
of economic doctrine. '

As a corollary of market competition, a high degree
of mobility of the different economic elements has
been achieved; but only through the drawing of the
whole world into the circle of exchange and through
the break-down of many of those barriers to mobility
which were due to legal and political conditions or to
traditional modes of thought. Economists have thus
been able to assume that, with exceptions which are
known and are the subject of special study, resources
will tend to move into and out of different channels
of use according to the state of the markets; in other
words, that in our society, goods, including labour,
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will tend as far as possible to leave those channels in
which they obtain lower prices for those in which
higher prices are ruling.

Finally, we have to take into account the existence
of a general system of laws and political institutions
designed to maintain and strengthen the tendencies
which we have enumerated. In democratic commu-
nities, the last 150 years (excepting the most recent
past) have seen a gradual decline of statutory privi-
leges, a gradual increase of political equality, the
strengthening of the laws upholding private property,
frcedom of contract, individual enterprise and the
competitive spirit, and the growth of economic
machinery and of social arrangements designed to
foster mobility.

Itis true thatlegal enactments exist restricting some
rights of property and designed, in the interest of cer-
tain members of society, to mitigate the forces of com-
petition. Itisnecessary, at a later stage, to study their
nature and significance; but, as a gcneral rule, the
working of the economic principle has hitherto been
studied within the political and social framework of
the liberal socicty which developed in the nincteenth
century.

Acquaintance with recent economic and political
developments must show that much of the above
description appears fast to be becoming unrealistic.
For example, competition appears to be more and
more restricted, sometimes with the definite aid of
legislation; and the barriers to the movement of goods
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and to the migration of labour appear to have left little
of the mobility which was mentioned above.

There can be no doubt that important changes are
taking place in our institutions; and many of the data
which give to the conclusions of economic theory their
concreteness and relevance to reality are no longer
those which earlier economists had to take into ac-
count. These recent developments and, indeed, the
gencral types of changes with which we have to con-
cern ourselves, will form a part of our subsequent
inquiries.

But as a first approximation to the facts of the real
world much of our description still remains true; and
provided we are aware that important modifications
will have to be made later, we can procced to a study
of economic theory with that general picture as our
background. For whatever changes are taking place
and may yet take place in our socicty, they will first
have to make themselves felt as altcrations in those
elcments which constitute our present social frame-
work.

5. THE METHOD OF Economics

Is economics a science ? Before we can proceed to
a discussion of economic thcory proper we must
cxamine a few problems concerning the method of
economic inquiry. In the first place, there has, for a
long time, been some controversy over the question
whether economics is a science. Much of this contro-
versy is somewhat pedantic and barren. But it is
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possible to come to an aflirmative conclusion, with
due qualifications, on the grounds set out below.

Impartiality. We can say that there are two factors
which determine whether a subject of study is or is not
a science: the one subjcctive and the other objective.
Scientific study implics, first of all, a certain state o1
mind of the inquirer. It demands of him the scientific
spirit, in other words, the quality of intellectual
curiosity, the desire for knowledge of the truth, the
ability of sustained intellectual argument. Above all,
the quality of disinterestedness is essential. Absencc
of partiality is the most important qualification of the
scientific mind. It does not mcan that the scientist
must be an inhuman creature devoid of passions and
prejudices. But it does mean that, in so far as he is
concerned with his own subject of study, he should
rule out his own predilections; where he cannot or
does not wish to achicve impartiality he should be
aware of this fact and explicitly state it.

In the physical sciences such impartiality is, gener
ally, not difficult to attain. This does not mean that
research in these sciences is not bound up with the
social system which it serves, or that it is not, in the
widest sense, practical. But the history of the dis-
covery of some of the most fundamental physical laws
shows that bias has generally been absent. After all,
the study of logarithms or of the law of gravitation is
little affected by the student’s views on, say, the insti-
tution of private property or the more distant moral
effects of monetary reckoning; even though social



THE METHOD OF ECONOMICS : 31

historians may be able to prove that the incentives
which first led to these studies are to be looked for in
social conditions.

Aswe have defined it, the scientific spirit is obviously
more diflicult to achieve in economics than in the
natural sciences. For economics is, as we have seen,
concerned with human behaviour, with the satisfac-
tion of human wants with the aid of limited means,
and with the institutions within which this want-
satisfaction takes place. Insuch a study, the inquirer’s
own conceptions of what is desirable must inevitably
intrude upon his sclection and handling of the mate-
rial of his inquiry.

Yet there is no reason why an attempt should not
be made to exclude that which is simply desire or
prejudice. Here, cven less than in the natural sciences,
can the student hope to be completely impartial. But
he can, at any rate, strive to separate his unbiased
analysis of what is from his own views of what ought to
be. Inourbody of theory, the first, but not the second,
auxiliary verb ought to appear. We should carefully
distinguish between our positive and our normative state-
ments. There is no reason why economists should not
be as partisan as other people. But they must be
constantly on their guard to rule out normative ele-
ments from their theoretical analysis; and to state
explicitly when they are including them or when they
are drawing conclusions from their positive theory
which refer to what they regard as desirable courses
of action.
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At the end of our inquiries we shall have to take up
again the problem of partiality, but, in so far as
economics can achieve the above-mentioned separa-
tion, it will fulfil the conditions of a science as far as
the subjective factoris concerned. ‘It should, however,
be pointed out that in so far as the conclusions of
economics arc applied to concrete problems and are
used as guides for action, we are decaling with an art.

The making of laws. We now come to an cven
more important qualification of a science—an objcc-
tive onc. This concerns the quality of the material
studied. How far is this material capable of yielding
universally valid generalizations or /aws? How far are
the statements contained in these laws capable of
quantitative expressions?

We know that the material of the natural, or physi-
cal, sciences possesses these qualities to a very high
degree. Itis for this reason that, both in English and
in French, though not in German, science normally
refers to these subjects only. (The German word
Wissenschaft is much wider in meaning than our word
‘science’; it includes any subject susceptible to syste-
matic study.) The natural and physical sciences have
developed a large body of laws of universal validity;
they are constantly concerned with the quantitative
measurement of their material, and with the discovery
of relationships that can be expresscd quantitatively.

- The work of these sciences proceeds by three closely
related methods. There is, first, the activity of the
experimentalist who observes his material under



THE METIIOD OF ECONOMICS 33

specific surrounding circumstances of, for example,
temperature, atmospheric pressure, and friction,
which he is able to create in his laboratory. He is
thus able to show up the characteristics possessed
by his material and to arrive at conclusions directly
supported by the evidence of experiment.

A second activity is that of re-examining, measur-
ing, and classifying the phenomena which are alrcady
known. Finally, empirical results arc used as the raw
material for the making of laws. To the evidence
which experiment has provided, hypotheses are added
and gencralizations are made. The resulting theories
are then again submitted to the test of experiment.

These three procedures are intimately related to one
another and, in them, induction and deduction inter-
penetrate-. Little experimental work is done without
some preceding hypothesis and a priori reasoning. On
the other hand, the process of law-making demands
the constant check of empirical research.

The laws of these sciences arc universally valid in
the sense that, if they are correct generalizations, the
results will always be the same if the accompanying
circumstances are the same. From these universal
ideal laws the sciences are, then, able to make concrete
statements of a very high degree of probable truth by
making allowance for the variation of the ‘real’ condi-
tions from the ‘idcal’ ones.

Now, while hypothesis plus verification through the
observation of real conditions is open to the economist,

he has no laboratory in which he can experiment.
4287 D
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The material of the real world is constantly shifting
under his eyes and heis not in a position to manipulate
it. Nevertheless, some schools of cconomics, for exam-
ple, the historical schools, have suggested that even
though the economist cannot experiment, he can ob-
serve, he can collect the data of his observations, and
he can proceed to discover from them whether they
cxhibit certain common and rccurrent traits.

The difficulty with purely empirical gencralization
in economics is thatit can never yield universally valid
results. Whatever the conclusions we arrive at by it,
they are inevitably limited by their time and placcand
other accompanying circumstances. These circum-
stances are numerous, and their interrelation is ex-
tremely complex. Itis, therefore, generally impossible
to say with certainty which of the many possible causes
has, in fact, produced a given result. Nor is it likely
that quite the same combination of historical circum-
stances will ever repeat itself.

Much work has been, and is being, done by induc-
tive methods, and there have been evolved several
laws which claim to be in the nature of physical laws.
The early eighteenth-century law of Gregory King
relating the supply and the price of wheat, the law of
population of Malthus, Engel’s law rclating to the
distribution of expenditure, and Pareto’s law relating
to inequalitics of income are examples of this kind.
But none of them possesscs that unquestioned au-
thority which the physical laws command.

Abstraction. Economics must, therefore, have re-
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coursc to a much more claborate method. Ifit can-
not experiment, it can do something analogous to
it by intellectual method, that is, by the use of ab-
straction and isolation. By these means we can, in our
minds, construct ‘ideal’ conditions. We can abstract
from the facts of the rcal world and we can proceed
to study one, two, or more facts in isolation. Clearly,
the results which this method will yield will be as
‘ideal’ as the physical laws elaborated under labora-
tory conditions. They will only be true with the
constantly used qualification of caeleris paribus; but
provided that the facts for isolated study have been
well chosen, and provided that the path back to the
complexity of the real world is kept open, there is no
reason why these ‘ideal laws’ of economics should not
be useful guides. They will express certain tendencies
which can be expected to operate under the influ-
ence of thosc factors which have been taken into
account. But they will be modified in reality by all
those other factors which the original analysis has
neglected.

Different levels of abstractions are possible; we
can, roughly, distinguish three such levels in econo-
mic inquiry. On the first, or highest level, we start
with some assumption which is itself derived from
experience, but which is so self-evident that it can be
taken as axiomatic. This procedure is analogous to
that of Euclidean geometry. The very definition of
economics given in the preceding pages represents
such an assumption. The subsequent process is to
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develop the implications of the original assumption
by a process of logical deduction. If the assumption
is sufficiently axiomatic, and we have seen that the
definition of economics is of that nature, we shall, on
this level of argument, arrive at conclusions of uni-
versal validity. As we shall see, however, when we
apply this method, these conclusions will often be
little more than tautologics. The relationships which
they establish are general; and they tell us little,
therefore, about concrete situations.

On a somewhat lower level of abstraction in pure
economic thcory, we add to the conclusions derived
by the previous method certain hypotheses which we
regard as well founded. They represent, in the words
of John Stuart Mill, ‘recal facts with some of their
circumstanccs cxaggerated or omitted’. Most of those
general data of our society described above belong to
this catcgory. Through adding these we can elabo-
rate thcories and laws, particularly in the sphere of
cxchange, which are calculable and precise. But it
must be obvious that, on this level, we must exercise
a constant watchfulness to see that our conclusions do
not become invalidated by a change in the degrce of
realism of our sociological hypotheses.

Finally, on the lowest level of abstraction, we are
dcaling with the individual instance. This is the real
field of historical study (including, of course, con-
temporary history), and there is little room for it in
a general introductory work. Here, all the circum-
stances of the case will have to be taken into account,
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and inductive investigation will have to be added to
the deductions of pure theory.

We sce, thus, that in economics, too, there is an
interpenctration of deduction and induction. The
original assumptions and hypothescs of theory are
themselves inductive; and induction should be con-
stantly used in order to check deduction and in order
to suggest new problems for theory to tackle.

To sum up, the scientific apparatus of economics
does produce certain conclusions of universal validity,
but these are so devoid of concrete content that they
are not directly applicable to practical problems. The
more cxact laws of economics, on the other hand, are
generally dependent on the inclusion of certain hypa:
theses, the relevance of which is subject to change.

The concrete situations upon which the economist is
often asked to pronounce are generally so complex
that he will not only have to employ his scientific
apparatus, but will also have to draw on his general
knowledge of man and aflairs which, though not
scientifically precise, will help to give his statements
relevance, his judgements wisdom, and his forecasts
probability.



PART TWO

THE WORKING OF THE ECONOMIC
PRINCIPLE

I. THE THEORY OF CONSUMPTION

1. A Division or EconoMic THEORY

Production, distribution, exchange, and con-
sumption. We will follow the method set out above
and begin with the most general propositions. Our
starting-point is the definition of economics: a study
of the problems that arise in the administration of
limited means that have alternative uses. Itis always
wise to divide the problems one is about to study
into certain broad classes; this has been the procedure
from a very early stage in the systematic study of eco-
nomics. The broad divisions first introduced over
a hundred years ago, and still much in use to-day,
are those of production, distribution, exchange, and
consumption.

At first sight this appears to be a very logical divi-
sion. Under the heading of production, we would
study how the means of satisfaction are provided;
under that of distribution, we would be concerned
with the manner in which the total product is shared
among the different groups of individuals who have
helped to produce it; exchange would be that part
of theory which studics the way in which these
individuals exchange with each other the goods and
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services which they possess; finally, in consumption,
the application of these goods and services to the
obtaining of satisfaction would be examined.

Modern economists have decided that this classifi-
cation is not as useful as it appears. It is, in fact, a
classification which was appropriate to the older defi-
nition of economics as the study of the production,
distribution, and exchange of material goods; for only
if we assume that we are dealing with material goods
does the division become fairly watertight. Otherwisc
there is little ground for separating production from
exchange, for example, for the transactions with
which we are concerned in the latter category also
contribute to making available means of satisfaction.
Again, the division between production and distribu-
tion, and between distribution and exchange, is diffi-
cult to uphold. For,inso far as the study of production
is concerned with other than technical conditions, viz.
with economic ones, it does deal with the quantitics
of the original resources that are combined in the
productive process. This, under the above classifica-
tion, would be part of distribution, while it could be
argued that the purchase of these resources in the
market for purposes of production should be part of
the study of exchange. It will become clearer as we
proceed that this classification is not well adapted to
the task of developing the implications of the modern
definition of economics.

Consumption and production. A new division,
therefore, becomes necessary. According to the
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definition we have adopted, the study of economicacti-
vity consists of an inquiry into the problems of choice.
This can be divided into two parts. The first concerns
itself with the way in which given limited means are
applicd to the satisfaction of wants; this part is called
the theory of consumption. The second part inquires into
the manner in which these means are obtained ; and
this constitutcs the theory of production. The significance
of this division will become clear as we procced; but
some of its implications may be stated here.

First, it must be understood that we are not dis-
tinguishing bctween different activitics. Production
covers the study of all activities which make more
means of consumption available. The term, therefore,
has a much wider meaning than its everyday one
which is confined to the making of physical goods,
for we also include in it commercial activity (distribu-
tive trades, &c.). The production in our sense of, say,
a bar of chocolate includes not only the activities of
those engaged in making the ingredients and the
finished product, but also those who transport them
and who deal in them at the different stages from
the raw materials to the purchase of the final article
in the retailer’s shop. While exchange is thus included
in the theory of production, it is more convenient, for
reasons which will soon be apparent, to study the
problems of exchange separatcly and immecdiately
after, and in conjunction with, the simplest problems
of choice treated in the theory of consumption.

The three situations, then, in which we study the
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problems of choice are: where there is neither pro-
duction nor exchange (in the ordinary sense of these
words) ; where there is exchange but no production;
and where there are both production and cxchange.
In the theory of consumption, we are endeavouring
to make generalizations about the manner in which
means are used for want-satisfaction. Possession of a
stock of such means is assumed. The generalizations
which result are gpplicable, thercfore, to the individual,
whether as a member of society who has (in a manner
yet to be studied) obtained these means, or as an
isolated being. It is not, at the outsct, necessary to
assume all the complicated transactions of the industry
and commerce of our social system. When we have
studied the phenomena of individual consumption we
can proceed to cnlargc our cenclusions so as to include
the activities of exchange. In  other words, we shall
proceed to add the assumption that choice is also effec-
ted through transfers between individuals of means of
satisfaction. Only then shall we be in a position to
study the problems that arise in the process of increas-
ing the number of these mcans or their availability
in time and space. Thus we have consumption fol-
lowed by exchange followed by production. But it
must be understood that the theory of exchange is
scparated from that of production for purposes of
convenience only; the activity which it studies is not
to be regarded as necessarily unproductive.
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2. WANTS

Wants and needs. We begin with the isolated
cconomy. This term must not be misunderstood. It
does not, as is sometimes assumed, refer only to Robin-
son Crusoe on his desert island. It is also intended to
cover the case of a social ecconomy planned by a central
authority, or that of the individual in our own un-
planned social economy in so far as we only consider
his actions in the consumption of a given stock of
means. The essence of an isolated economy is, there-
fore, the existence of a single control over the mcans,
of a single will dctermining their disposition.

The first elementary fact to notice about the indivi-
dual (we use that word for brevity) is that he experi-
ences wants. They include the most primitive physio-
logical needs as well as all thosc refined desires to
which the more complex life of civilization gives rise.
We are not concerned with the origin of these wants
or with their ‘rightness’ or ‘wrongness’ from any abso-
lute point of view. It is a matter of indifference to us
whether these wants are due to snobbishness, extrava-
gance, ignorance, or bad habit. We do not wish to
distinguish between the want for bread, for holidays
on the Riviera, or for opium. We simply note that
human beings experience wants.

But we must further distinguish between a need and
a want. We may say that a human being needs, from
a medical point of view, a certain diet, or that he
needs, from an ethical point of view, certain instruc-
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tion and education. But these needs are all deter-
mined by certain absolute, objective standards and
may not at all correspond to the wants which are
experienced by the individual himself. We use the
term want to denote neither desire in general nor need
externally determined, but an experience of lack of
satisfaction which lcads to action designed to provide
that satisfaction.

Four qualities of wants. Can we discover any
general characteristics of wants thus defined? The
first characteristic of wants is that they are unlimited
in number. This statement does not assume that
every human being is grcedy. But there can be
no doubt that, potentially, an infinite number and
varicty of wants can be added to those which are
already clamouring for satisfaction. Even as our capa-
city to satisfy them grows, we get accustomed to new
wants.

Closely allied with the above is the competitive nature
of wants. This is a characteristic which followsdirectly
from the relative limitation of resources which gave
us our definition of economics. Wants compete with
one another for the limited resources (with alternative
uses) which we possess. They conflict with one another
and thus put us under the necessity of choosing which
tosatisfy. Infact,as Professor Knight has pointed out,
we could not conceive of wants in the sense in which
we have used the term, unless resources for satisfaction
were limited, thus leading to conflict and choice. If
any one has difficulty in fully appreciating this point
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he has only to think of the many claims upon his time
and energy that cannot all be satisfied.

It should be noted that another sense is sometimes
applied to the term ‘competitive’, involving the more
directly alternative nature of some wants. Some wants
may give way to others; e.g. the want for coffee may
give way to that for tea, the want for Devonshire to
that for Wiltshire butter. In these cases the want is
not specific enough to affect one’s conduct with regard
to the means of satisfaction. This alternative nature
of wants is often important, as we shall see; but for
the moment we must confine the use of the term ‘com-
petitive’ to the general case outlined above.

A third quality of wants is their complementarity.
Many wants go together : one gives rise to another; the
satisfaction of one cannot be completed without the
satisfaction of the other. Here, again, we can conceive
of complementarity in a narrow and obvious, or in a
wide and more remote, sense. Some wants are very
closely related. The wants for motor-car and petrol,
as those for horse and cart, complement each other.
But, beyond this, we must bear in mind the general
connexion between all wants which human beings
experience. The want for a suburban house may go
together with that for a motor-car, with that for cer-
tain kinds of clothing, and with the want for a certain
quantity of entertainment. It is possible to conceive
of a general structure of wants which are related to
one another and which mutually condition each other.
‘This complementary character of wants has a bearing
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on choice. Itimplies that choice is never the result of
a want in isolation, but of a general system of wants.

As a fourth characteristic we can point to the recur-
rence of wants. The great majority of the wants which
we experience will tend to recur even after they have
been satisfied. This is obvious in the case of the more
primitive wants, e.g. food, sleep. But cven more re-
fined wants tend to become habitual, to lcad to a
recurrent desire for satisfaction. Habits of this kind
are constantly being increasecd. A comparison of the
habitual wants of the average twentieth-century Euro-
pean with those of his ancestor of 150 years ago is
enough to show the ecase with which new wants can
be created. And even though some may have been
gencrally discarded, the net total is to-day infinitely
greater than it then was. The phrase standard of living
denotes somcthing of this idea of recurrent wants. It
is used to describe a system of wants, the satisfaction
of which has become habitual for certain individuals
or groups of individuals. From the point of view of the
theory of consumption the quality of recurrence in
wants is important. It implies that choice will take
into account not only wants cxperienced at any given
moment of time, but also the future wants which expe-
rience leads one to anticipate. These anticipations,
too, will affect conduct; they can therefore, for our
purposes, be regarded as wants.

The first law of Gossen. The fifth characteristic
of wants is so important that it requires special treat-
ment. When we examine any individual manifestation
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of a want, we find that it is limited in capacity. 1t is
possible to satisfy it to such an cxtent that, for the
time being, it disappcars. Before this happens pro-
gressive satisfaction will have led to progressive dimi-
nution in the intcensity of the want. This fact was first
stated in a precise manner about the middle of last
century by a German writer, Hermann Heinrich
Gossen. He putitin the following form: “The amount
of one and the same satisfaction declines, as we pro-
ceed with that satisfaction, until satiety is reached’;
and this statcment is now known as the first law of
Gossen. Any one can easily convince himself of the
truth of this law of diminishing want-intensity. The
usual examples, such as the one of the progressive
consumption of, say, slices of bread, can certainly
show that, as we begin to satisfy it, the intensity of a
want dccreases until it becomes zcro. There is no
want to which this law is not applicable, provided
that we bear in mind that we are spcaking of indivi-
dual want-manifestations giving rise to conduct and
not of any general kind of want. Thus, it is not the
desire for brecad in general which we have in mind
in the first law of Gossen, but any concrete want for
bread at a given time which leads to the consumption
of bread in order to satisfy it. This latter want is
undoubtedly satiable and the law applies.

But this is not the form in which the first law of
Gossen becomes of importance for our purpose. We
have to interpret the observed diminution of want-
intensity in a different, and more appropriate manner.
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Since wants compcte for satisfaction (because means
are limited and have alternative uscs), the intensity of
any want which is being satisfied declines in relation to
other wants; that is to say, other wants become more
clamorous for our attention as we satisfy any given
want. Itisin this form that, as we shall see presently,
Gossen’s law becomes fundamental for the formula-
tion of a theory of consumption.

It remains now to point out a qualification of the
validity of this law. From the way in which it was
formulated, it might be thought that want-intensity
declines by infinitely small stages. In fact, wants are
not infinitely divisible; there is a certain minimum
intensity, which has been called the minimum sensibile,
below which a want has no effect on conduct. But at
this stage in our analysis this fact does not seriously
affect thelaw. Thus, we need not be unduly concerned
because certain wants seem to increase in intensity
with the first few doses of satisfaction and do not begin
to diminish until later. There is another seeming
exception—that of the collector whose appetite seems
to increase when he first begins to collect. This, on
second thought, turns out not to be an exception at
all. For Gossen’s law assumes a certain ‘given’ state
of tastes. And when the passion for collection has
been aroused after one acquisition, the individual’s
tastes can be said to have altered.
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3. Goobs

Classifications of goods. We must now proceed
to examine in detail the means of satisfaction, the
counterpart of wants. Everything that an individual
regards as capable of satisfying a want we call a good.
All material and even non-matcrial objects (position,
power, &c.) and all personal services are goods. We
can classify goods in three different ways: the first two
referring to their physical nature, the third to their
quantitative relationship to wants.

In the first place, there are goods which are directly
and immediately capable of satisfying human wants.
A loaf of bread, a pound of butter, a suit of clothes, a
house, a gramophone, the personal services dircctly
rendcered by teachers, doctors, garage mechanics, or
domestic servants—all those are goods rcady for con-
sumption. We call them consumption goods or goods of
the first order. The possession of goods of this kind will,
at least in the opinion of the individual concerned,
secure the satisfaction of wants.

There are also goods which only indirectly serve to
satisfy our wants. If we take bread as our cxample of
a consumption good, we can put into our second
category all those goods which have gone to the
making of bread: flour, water, yeast, salt, the oven
and the things it is made of, the fucl for heating it,
and all the other accessorics. These goods we call
production goods, or goods of a higher order, because
they have to be combined in the productive process
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in order to result in those goods which directly satisfy
wants.

The term ‘goods of a higher order’ is used to convey
the picture of a structure of goods, the first of which,
when viewed by the individual experiencing a want,
is the finished consumption good, the second, the goods
which are only one stage removed, and so on. The
importance of this picture lies in the fact that it makes
us realize that, in order to satisfy wants by means of
production goods, we must possess all the goods which
the process of production requires, we must possess
them throughout the process, and we must possess the
knowledge and the labour necessary to carry through
the process. We shall study the implications of these
facts in the theory of production. It should, at the
same time, be clear that the distinction between con-
sumption and production goods is not a permanent,
unchangeable one. There are many goods, water, for
example, which may be used either for direct want-
satisfaction or for productive purposes. The distinction
remains, nevertheless, important, for, as we shall see,
the decision whether to use a particular good in the one
way or in the other presents a considerable problem.

A further classification, affecting both consumption
and production goods, is possible: this takes into
account the number of times which the good is capable
of satisfying a want. There are goods whose capacity
of want-satisfaction is exhausted in a single use; goods
which can render a series of satisfactions and lose their
capacity only gradually; and, finally, goods which are
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permanently capable of rendering satisfaction. For
want of better terms we can call the first perishable, the
second durable, and the third imperishable goods. But it
must be remembered that these words have somewhat
different meanings in ordinary language. Examples
of these three types will readily come to mind. All
food-stuffs belong to the first category. Clothes, on
the other hand, will yield a series of satisfactions over
a period of time, though they will wear out eventually.
Finally, a country estate may go on yielding satisfac-
tion to successive generations without losing the
capacity to do so in the future.

Free goods and economic goods. Our two classi-
fications have referred to the technical and physical
characteristics of goods. There is, however, yet an-
other characteristic: their quantitative relationship to
wants. With this we have already become acquainted
since it helped us to arrive at a definition of the subject-
matter of economics. There are goods which are not
limited in relation to wants; these we call free goods.
Light, air, water, timber, land may, in certain con-
ditions, be free, for they do not necessitate choice
and economy.

Goods may be limited in rclation to wants: they
may be scarce; then they are called economic goods, for
their disposition becomes a problem of choice. It is
only with these goods that we are concerned in econo-
mics. But, again, it must not be forgotten that indivi-
dual goods may easily pass from one class to another.
Air in crowded rooms, water in cities, timber and land
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in densely populated areas, from being frec have be-
come economic goods. Changes in habit may also
make economic goods into frec ones; conversion to
vegctarianism, legislation against the private motor-
car, a campaign against dress shirts, may quickly alter
the quantitative relationship between goods and the
wants for them.

All economic goods constitute wealth. Wealth, thus,
possesses the following characteristics: it is capable of
satisfying wants, cither directly or indirectly, either
in a single usc or in a series of uses, and it possesses
scarcity. Itincludes all material as well as all non-
material goods and services, but it excludes those
which are free. Elaborate arguments over more pre-
cise definitions of wealth are generally useless, though
further distinctions may sometimes be necessary, such
as between the wealth of an individual and collective
wealth. The latter is not part of individual property,
but individual satisfaction is derived from it. Roads,
parks, an cflicient legal and cducational system, and
all the other social institutions which are collectively
owned, would be included under this heading.

4. UtiLity

We must now procced to study in greater detail the
" want-satisfying capacity which we have found to be
the quality of a good. At the beginning of the last
section it was made clear that this quality depended
on the view which the individual took. If, there-
fore, we now introduce the term utility to denote the
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capacity of want-satisfaction, it must be understood
that this termisnot used in its everyday sense. It does
not refer to an objective quality, nor to any ethical
‘rightness’ or ‘uscfulness’, but expresses a relationship
between a good and an individual. Itis so important
to realize the true nature of this concept as used in
contemporary economic theory that it is worth while
treating it at some length.

We know that there are certain objective qualities
inherent in external things which enable them to
satisfy human wants. A loaf of bread contains certain
chemical elements combined in a certain way which
make it able to appecase hunger. A table, because
of the kind of material of which it is made, and because
of its dimensions, can serve as a resting-place for books
or food. Because of its design or colour it may serve
to satisfy other, more refined, wants of an acsthetic
character.

When we speak of the utility of an object in ordinary
language we generally have in mind the kind of
quality just mentioned. Somctimes we make the word
refer even more definitely to an objective standard;
we then contrast ‘utilities’ with ‘luxuries’. Needless to
say, not everybody will have the same idea as to what
is useful and what is useless, but the fact that at any
given time certain criteria of utility are widely held
leads us in everyday life to use this word to describe
an objective quality.

After our discussion of the characteristics of wants
itshould be clear that modern economics tries to avoid
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any such reference to objective rightness or wrongness.
In our use of the term, utility must, therefore, be shorn
of any ethical or other objective implication. It must
become purcly subjective and relative. Thus when we
say that a good possesses utility, we simply mean that
it is regarded by some individual as capable of satisfy-
ing a want which he experiences. Utility expresses a
relationship between a subject and an object from the
point of view of the problem of want-satisfaction.

Thus understood, the concept should leave no room
for the paradoxes which are sometimes so puzzling. It
should now be clear why, economically speaking,
meat and beer possess utility even though there exist
vegetarians and total abstainers. And it should no
longer cause surprise when the economist says that
opium possesses utility (apart altogether from its
medicinal uses) even though addiction to drugs is
almost universally regarded as harmful and ‘wrong’.

It is unfortunate that we should have, once again, to
employ a term in a sense so utterly different from that
of everyday usage. Some economists have therefore
put forward other terms.

For example, it was thought that desirability would
better express the essentially relative nature of the
concept. But it is difficult to see why desirability
should be superior in this respect to utility. There are
many commonly accepted views as to whatis desirable
just as there are as to what is useful, and these are
always liable to intrude on the use of either term in
economics.
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A better term is significance. It stresses both the
relationship between subject and object and makes
it possible to include a reference to individual con-
duct. We could, thus, say that an economic good is
everything which possesses significance for individual
choice. The word has not, however, been able to oust
the commonly accepted term, utility, and we shall
therefore keep the latter. Itisessential to bearin mind
its peculiar meaning; it is subjective, it is relative, and
it ignores the inherent qualities of goods (though,
admittedly, it is on them that ability to satisfy wants
depends).

Diminishing utility. In a scnse, therefore, utility
is nothing more than a duplication of the concept of
want-intensity which we have already met; and the
statements made about the latter will also apply. In
particular, the first law of Gossen can be formulated
with regard to utility, and is then given the name of
the law of diminishing utility. It is of the utmost impor-
tance to insist on the relative nature of diminishing
utility; and reference to it has already been made in
connexion with wants. What the principle of dimi-
nishing utility really expresses is a relationship be-
tween the quantity of a good and its utility. If we
suppose an individual to possess a uniform supply of
a good, which is capable of alternative uses, the quan-
tity which he possesses will determine the uses to
which he will be able to putit. He will, in other words,
apply successive units of the good to wants of diminish-
ing intensity, and the size of his stock will determine
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the lcast intensive want which he will be able to satisfy.
This statement remains valid whether we are thinking
of the same gencric want or of wants that appear to be
of different kinds, though satisfiable by the same good.
In the well-known example of the boy consuming
successive slices of bread and butter we must, in order
to sce clearly the nature of Gossen’s law, conceive of
cach successive want for a slice as a separate want-
manifestation, each less intensive than the preceding
one. The number of slices on the plate will determine
the least intensive want which can be satisfied or the
least intensive use to which the supply can be put.
The other classical example, of the isolated indivi-
dual who possesses a uniform supply of bushels of corn,
makes this even clearer. With one bushel he can pro-
bably satisfy nothing but the most intensive want:
that for the food necessary to maintain himself for a
period of time. The possession of a second bushel may
allow him more abundant nourishment or the same
amount of food spread over a longer period. A third
bushel may be used as seed in order to provide for a
more distant future; a fourth may serve as feeding
stuff for poultry and thus contribute to a more varied
dict; and a fifth may enable the comparatively feeble
want for a distilled spirit to be satisfied. Itiseasytosec
that the intensity of these wants declines in the same
mannecr as the successive wants for bread and butter.
The utility of the good, thercfore, since it is no more
than a duplication of want-intensity, also declines.
Marginal utility. But it wanld ha vare miclandie~
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to conclude that the utility of any bushel of corn is
different from that of any other. We have assumed
that all the portions of the supply are uniform, and
that they are capable of alternative uses. As the most
intensive want is satisfied, it diminishes in relation to
the next intensive want, and so on. When we reformu-
late this by saying that the utility of a good diminishes,
this must not be construed as meaning that in a given
supply each portion has a different utility. Ifonly one
unit were available, the utility would be of one inten-
sity; if two units, the utility of each unit would be
smaller, since a less intensive want could be satisfied
out of the available supply; and so on. We are in this
way led to the concept of a margin. Theleast intensive
want which a given supply of a good permits one to
satisfy is the marginal want; the portion of the supply
which has to be applied to the satisfaction of the want
is the marginal unit; and its utility is the marginal utility.

The concept of the margin is of great importance.
A little reflection shows that it flows directly from the
relative limitation of resources which leads to econo-
mic activity. When we say that a want is marginal, we
wish to make more precise the dividing line between
the wants which can be satisfied and the wants which,
because of the scarcity of goods, have to remain un-
satisfied. Anenlargement of thestock of goods beyond
the marginal unit will provide satisfaction of wants
which previously were extra-marginal ; and since these
wants are less intense in relation to the preceding ones
the marginal utility of the good will diminish.
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A further conclusion follows. The utility of any unit
of a stock of goods can never be greater (or less) than
the marginal utility. In a uniform stock all units are
interchangeable. Even if we assume that the indivi-
dual bushels of corn in our previous example had
originally been earmarked for specific uses (of differ-
ent urgencies), the loss of one bushel will clearly mean
the loss of the least urgent use. If the first bushel is
lost, it is inconceivable that the individual should
forgo the satisfaction of the most urgent want for
which the bushel was destined, viz. that for food. At
once, by a process of substitution, all the other bushels
will move up the scale and the want which will have
to remain unsatisfied will be the least urgent one, viz.
that for spirit. Thus, the utilities of all the portions of
a uniform stock are equal and are determined by the
marginal use to which the stock can be put, i,e. its
marginal utility.

5. MAXIMUM OF SATISFACTION

The structure of wants and the structure of goods.
We have so far developed a theory of choice for the
isolated individual who disposes of a uniform stock of
goods with alternative uses. We have seen that he will
apply this stock to the satisfaction of his wants accord-
ing to the order of their intensity, beginning with the
most and descending to the least urgent. The utility
of the good will then be dependent on its quantity and
on the individual’s wants.

We must now proceed to examine the more realistic
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assumption that the individual disposes of different
quantities of a variety of goods, which cannot be sub-
stituted for one another. In the first place, the previous
conclusions will still hold good, viz. each individual
utility will still be dependent on the individual want
and on the quantity of the individual good.

But these will no longer be the only determinants.
We have already seen that wants are complementary;
many wants call forth others, and some wants can only
be satisfied in conjunction with others. If want- "
intensities are interdependent, utilities must be so too.
The utility of a good appears, therefore, to be depen-
dent not on the quantity of that good alone, but also
on the quantities of all the other goods which the
individual possesses in relation to all the wants which
he experiences. Just as it was nccessary to think in
terms of a structure of wants, so it is nccessary to en-
visage a structure of goods with which it harmonizes.
The general interdependence of wants 1s, thus, accom-
panied by a general complementarity of goods.

The second law of Gossen. The individual will
have to arrange his choice in accordance with this
complementarity. To this end, he will have to aim at
a more or less uniform satisfaction of wants. The way
in which this is achieved was stated by Gossen, in his
second law, as follows: ‘If it is impossible to gratify all
wants to the point of satiety, it is necessary, in order
to obtain maximum satisfaction, to discontinue the
satisfaction of different wants at the point at which
their intensity has become equal.”It would be un-
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solcly of effort. As we expend it in order to satisfy a
want, we shall experience two scts of sensations which
it was customary to describe as pleasure and pain.
Effort, it was said, produced utility, but it also in-
volved disutility. Whatever may be the psychological
truth about the difference in these sensations, it should
be clear now that, economically, they represent the
same type of phenomenon. If, for example, we use
effort to gather fruit, there will be a relative decline
in the utility of fruit and a relative increase in the
utility of all the other alternative uses of effort, includ-
ing leisure. Once the relative nature of utility is under-
stood, it is not necessary to maintain in use either the
pleasure-pain comparison of some earlier economists
or the concept of disutility which is still met with to-
day.

A problem closely allied to the above is that of the
measurability of utility. To form the basis of choice,
utility must be conceived of as a magnitude. But can
it be said that utility is measurable? If we were to ask
our owner of the five bushels of corn what was the
utility to him of corn, he would be unable to give us
an answer. In so far as we are concerned with the
isolated economy, it must be clear that utility, being
the same as want-intensity, is an intensive and not an
extensive magnitude of a psychical character and that
it cannot, therefore, be measured.

But is this necessary? All that the individual re-
quires for the economic disposal of his resources is a
conception of greater and less want-intensity (and
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utility). He merely needs to compare, to establish a
scale of preferences, in order to be able to evaluate the
means of satisfaction. And we have seen that this
evaluation will be dependent upon the marginal use
to which a stock of goods can be put.

It may be absurd to ask our individual about the
value to him of corn, since (in the absence of other
food) we should be asking him to assess the value he
puts on his own life. Itisnotabsurd to ask him about
the value of one bushel of corn, since he will then be
asked to compare the intensities of two wants; and given
the total stock, it will be the marginal use which will
detcrmine the value to him of any unit. He can say
that if he had three bushels of corn he would value each
one more than if he had four, and so on.

With the aid of the marginal utility concept, some
well-known paradoxes can easily be disposed of. As
will become even clearer in the course of our analysis
of exchange, it is no longer surprising that to some of
the most useful goods, such as water and air, we attach
little value. They are either free goods which do not
involve any cconomy at all, or they are present in such
quantities in relation to wants that a single unit
possesses little significance for conduct. Itis clear that
water is indispensable to human life; but to obtain an
additional amount of it involves a very small sacrifice
of alternative opportunitics of satisfaction.

A link with exchange. By stressing the alternative
uses of our limited means of satisfaction and the
tendency expressed in the second law of Gossen we



62 THE THEORY OF CONSUMPTION

have also established a link with the theory of ex-
change. For, in the first place, the economic activity
of the isolated cconomy involves a kind of internal
exchange—the cxchange of the satisfaction chosen,
for the alternatives foregone. The maximization of
satisfaction in Gossen’s law clearly involves consider-
able exchange of that kind.

The second law of Gossen points to yct another
possibility. To maximize satisfaction means to har-
monize a structure of goods with a system of wants so
that a point may be reached at which want intensities
areequal. Exchange of goods between individualsisa
powerful aid to this end. When some goods are present
in such quantity that some wants can be satisfied to a
very low degrec of intensity, while other goods are so
scarce that the wants to which they can be applied
must continue to remain very urgent, the individual
will endcavour to exchange the abundance of the one
good in order to diminish the scarcity of the other.
To the problems which this involves we must now
turn.



II. THE THEORY OF EXCHANGE
1. Tue ConpIiTiONs OF EXCHANGE

T may appear strange that we should only now be

reaching what has generally been regarded as the
central problem of economics: the explanation of
quantities and ratios of goods exchanged.

The interest in this problemis due to theimportance
which the process of exchange has acquired. In an
carlier chapter we have scen how certain economic
and institutional changes have resulted in an ever-
widening market in which all economic goods, includ-
ing the original resources of mankind, were being
habitually exchanged. It was inevitable, therefore,
that the phenomena of the market should have come
to occupy the central place in economics. In recent
times, however, the desire to make economics more
scientific, that is, to make its conclusions more widely
applicable, has led to the search for simpler assump-
tions, free from the limitations of any particular set of
social data. Inthe preceding sections we have met the
results of this search; in the theory of consumption the
assumptions are the simplest one could find: an iso-
lated economy and a given stock of goods.

We have seen that conduct under these assumptions
can already be regarded as a kind of exchange, and
we have noticed that the maximization of satisfaction
may be made impossible by the composition of the
stock of goods possessed by an individual. The next
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step natural to our analysis is a study of the conduct
of individuals who are endeavouring to change that
composition through exchange with others who are
similarly placed.

Earlier, we saw how exchange arises from division
of labour. But we sce now that, theoretically, it is not
necessary to assume division of labour in order that
exchange may become possible. Indeed, at this stage
of our inquiry, we need not be concerned with differ-
ences in people’s ability to produce goods. All weneed
assume is the possibility of increasing want-satisfaction
by parting with certain goods in one’s possession in
exchange for others in the possession of somebody else.

Differences in marginal utility ratios. Itremains
now to inquire in what conditions this possibility will
exist. Some indications have already been given. An
individual may possess a stock of goods which enables
him to satisfy one want to a considerable extent while
another want has to remain almost unsatisfied. For
the sake of simplicity we will assume that he possesses
two goods with, to him, unequal marginal utilitics.
One will occupy a higher, the other a lower, place on
his scale of preferences. That being so, he will be pre-
pared to part with portions of the latter in exchange
for portions of the former until their marginal utilities
are equal.

Suppose now that another individual also possesses
these two goods but their respective places on his scale
of preferences are reversed. He, too, would be pre-
pared to exchange; and clearly a meeting of these two
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individuals would make exchange possible. We sec,
therefore, that the first conditions for exchange be-
tween two pcople are (@) that they should both posscss
the goods to be exchanged, and (4) that these goods
should occupy different places on the scale of prefer-
ences of each individual.

Before going farther it is important to make one
point clear. Utility is assumed to represent in some
way an individual’s estimate of the satisfaction which
he derives or expects to derive from a good (for desire
and satisfaction need not corrcspond). Such estimates
are entirely personal and intensive; and it does not
follow at all that the satisfactions derived by the
participants in exchange are equal. The satisfaction
which I derive from a concert can only be evaluated
by me; the satisfaction derived by the organizers from
the money I pay can only be evaluated by them.
There is no objective standard which would enable us
to equate the two.

Wicksteed expressed this by saying that there was
‘no bridge’ between the subjective evaluations of
different individuals. It is doubtful whether that
particular phrase is quite appropriate. For many
readers may say, even if we admit that utility cannot
be measured, and that, thercfore, the utilities of the
same good to different individuals cannot be com-
pared, there is yet the undeniable fact that individuals
do exchange in certain quantitative relations and
that they do thus appear to find a means of expressing

their scales of preferences. In the act of exchange a
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‘quantification’ of utilities takes place. The act of
exchange does, therefore, provide a bridge for two
individuals’ subjective evaluations. How is this
‘quantification’ achieved?

The marginal rate of substitution. Intheisolated
economy, the problem of ‘quantification’ does not
appear to arise in a very acute form. But even here
conduct is essentially in the nature of exchange (the
substitution of one alternative for another), and it
possesses, therefore, a quantitative character. The
substitutional aspect of choice becomes more obvious
when exchange proper is considered. But once we
stress this substitutional character of exchange it
becomes clear that all we need to know in order
to explain an individual’s conduct, is his marginal
rate of substitution between any two goods, given his
scale of preferences and the amounts of goods he
possesses.

This new term, which has been introduced recently
by J. R. Hicks and R. G. D. Allen, has the great
advantage of being definitely quantitative. By adopt-
ing it, it seems even possible to do without utility
altogether; and at the end of this book some indication
will be given of the arguments put forward for and
against the retention of this term. Since, howcver, we
have, in this text, kept to the usual analysis which
employs the concept of utility, it is nccessary to point
out the relation between the new term and the old.

We have found that the utilities which goods possess
for individuals are not measurable. We have also
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noted that the increments to thesc utilities (marginal
utilities) dechne i.e. that they can be quantitatively
compared. 1We know that exchange (substitution)
will be possible so Iong as the marginal utility to an
individual of onc good is higher than the margmal
utility to him of another good A necessary condition
for the exchange of two goods between two individuals
is that the ratio of the marginal utilities of these two
goods must be different for cach individual. What we
have called the ratio of marginal utilities is, in the new
terminology, the marginal rate of substitution. And
what has previously been diminishing marginal utility
is niow increasing marginal rate of substitution.

2. IsoLATED EXCHANGE AND MoONOPOLY

The ratio of exchange. We must now consider the
way in which the ratios of exchange and the quantities
exchanged are determined, To this end we shall have
to proceed, as usual, from simple cases to morc com-
plex and, therefore, more realistic ones.

The 51mplcst example is that of two individuals
meeting in exchange, a sxtuauon known as isolated
exchange. Weknow that exchange will only be possible
if each possesses the good which the other desires,
and if the ratios of the marginal utilities of the two
commodities are different for each. Exchange will
continue until they are equal. It is quite possible,
however, that no exchange will arise. Suppose, for
example, that A had tobacco and B had corn. A,
because he has very little tobacco and/or because he
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is a heavy smoker, would only be prepared to part
with 1 oz. of tobacco if he could get at least 1 bushel
of corn for it. B, on the other hand, because he has
very little corn and /or because smoking is to him only
a pleasant luxury, would be prepared to part with,
at the most, 4 bushel of corn in order to get 1 oz. of
tobacco. In these circumstances exchange is impos-
sible; the ratios of their marginal utilities is such that
exchange could not benefit both parties, and no bar-
gaining can take place. If B agreced to A’s terms he
would be worse off than he was before, since he would
be exchanging a good with a higher for one with a
lower marginal utility, and vice versa for A.
Suppose, however, that A would be prepared, in
order to get 1 bushel of corn, to part with 2 oz. of
tobacco, while B would be prepared to give 1 bushel
of corn if he could get at least 1} oz. of tobacco.
Exchange is now possible. The ratio of exchange must
clearly lie between 1} oz. to 2 oz. of tobacco for 1
bushel of corn. But can we say anything more than
that? Can we say more preciscly what the ratio will
be? Ateither of theseratios an equilibriumis possible.
Each will feel satisfied at a ratio of 1} : 1, 2 : 1 and,
therefore, atanyinterveningratio. Atanyratio within
the two extremes, the condition that the relation be-
tween the marginal utilities of the two commodities
must be equal for both participants will hold good.
We find, therefore, that the problem of isolated
exchange is indeterminate, i.e. that there are many
possible ratios (within certain limits) at which ex-
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change may take place. The determination of the
ratio in practice will depend on many circumstances,
the most important of which are the relative astute-
ness, perseverance, and bargaining power of the two
parties. If A is superior in these respects, the ratio
will lie nearer to 1} : 1;if B is more successful, it will
lic nearerto 2 : 1.

Bilateral monopoly. The theoretical importance
of isolated exchange lics in the fact that it represents
the first case to be met when we pass on from the
consideration of the isolated individual. In practiceit
may besaid that, as depicted here, isolated exchange
is of little importance. ‘Swopping’ among schoolboys
is its most frequent realization, but much more com-
plex exchange relations are typical of modern econo-
miclife. Thereis, however, one sense in which isolated
exchange can be said to occur and to be of importance
in practice. That is where powerfully organized
groups face each other as sole seller and sole buyer.
This situation, known as bilateral monopoly, may be
found in practice in the case of wage bargaining
between associations of employers and employed.
Without going into the details of the problem at this
stage, it can be said to be akin to that of isolated
exchange. The ratio of exchange will therefore be
indcterminate over a certain range; and the fixing
ofit, in any given instance, will depend on the relative
bargaining strength of the two sides.

Unilateral competition. The case of more than
two individuals wishing to exchange two commodities
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is little different. We will assume that two individuals,
A and A,, wish to dispose of tobacco in exchange for
corn, and one individual, B, is prepared to accept
tobacco for corn. The willingness to exchange of A is
1} oz. of tobacco for 1 bushel of corn; that of A, 2 oz.
for 1 bushel. B is prepared to part with 1 bushel for
anything over 1 oz. We can see at once that exchange
will be possible and that the ratio of exchange will lie
somewhere between 1 oz. and 2 oz. for 1 bushel. Can
we determine the ratio more precisely? Only to the
extent that we can say that B is bound to discover to
what ratio A is prepared to go. The lower limit
will at once move to 14 : 1; but since A, will outbid
A, the latter will be excluded from the bargain alto-
gether. It will then depend on the relative skill of A,
and B whether the ratio is nearer to 14 : 1or2: 1.
In this case, while the actual ratio cannot be deter-
mined in advance, we can, at any rate, fix the limits
a little more precisely.

The two examples we have so far examined do not
carry us very far. Their limitation is the assumption
that the quantity of only one of the two goods is vari-
able (in both cases that of tobacco), while the quantity
of the other (corn) which s to change hands is already
determined. This is an unreal assumption, because
we know that in actual life the quantitics which differ-
ent people are willing to exchange will vary, and they
will vary for the same individual from time to time
according to his general system of wants.

More precisely, we know that if A is, in general,
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willing to exchange X for Y, it is so because they
occupy different places on his scale of preferences.
And they do so, other things being equal, because of
the relative quantities of each in his possession. If he
actually embarks upon exchange, the relative quanti-
ties are altered and so are their relative marginal
utilities; and exchange will, as has been pointed out,
procced until the marginal utilities are proportionate
to the ratio of exchange. But the exact quantity of X
which A is willing to give up for Y will depend on the
ratio of exchange. At one ratio he may be willing to
part with much, at another withlittle. Inother words,
we must not continue to assume fixed quantities,
but must discover what the ratios will be, since we now
know that the ratios will determine the quantities.
Value, demand, and supply. Before we proceed
farther it is advisable to clarify the problem by the
introduction of several new terms. In the first place
it is necessary to point out that the term value is often
used instead of ratio of exchange. It was customary
to call this exchange-value and thus to distinguish it
from valuec-in-use—thesubjective evaluation whichwe
have already met. Itis customary, nowadays, to refer
toitsimply as value. We call thevalue of agood (corn)
the amount of any other good (tobacco) for which a
unit of it is exchanged. Weshallsee, however, that the
term value will have to give place to another term
when the more complex cases of the exchange of morc
than two goods with the aid of money are considered.
It is useful also to begin to speak of an individual’s
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demand for one good and his supply of another in
exchange for it. An exchange consists, therefore, for
each participant of both a demand and a supply; and
without yet embarking upon a study of the monetary
aspcct, we can describe them as purchase and sale.
A’s demand for X is, then, his willingness to buy a
certain quantity of it at a certain ratio (i.e. through
the supply of a certain quantity of Y) ; and B’s supply
of X is his willingness to sell a certain quantity of it
at a certain ratio (i.e. through the demand for a cer-
tain quantity of Y). Itis purely a matter of choice. at
this stage, whether we call A the buyer of X and B the
seller of X, or B the buyer of Y and A the seller of Y.
Latcr we shall find that the intervention of a medium
of exchange makes it convenient to choose one parti-
cular terminology.

We can now repeat summarily, and in our new
terminology, our previous two cases. We first had one
buyer and one seller, a certain quantity to be ex-
changed, and two ratios relating respectively the de-
mand for, and the supply of| that quantity. A, whom
we choose to call the buyer, demands 1 bushel of corn
for which he would be willing to pay 2 oz. of tobacco.
B, whom we choose to call the seller, is willing to
supply 1 bushel of corn for 14 oz. of tobacco. The
actual ratio will be between these two. As A gets more
corn (and parts with more tobacco) the marginal
utility to him of corn in relation to that of tobacco will
decline. The opposite is true of B. The two limits we
have arbitrarily assumed represent the points at which



ISOLATED EXCHANGE AND MONOPOLY 73

this relative diminution of marginal utilitics (corn for
A and tobacco for B) make further substitution un-
desirable.

If we assume the quantities to be exchanged to be
variable, there is nothing in our data to enable us to
say what the total quantity exchanged will be. We do
know, however, that, whatever the total, when ex-
change ceases the ratio of the marginal utilities of the
two goods must be the same for both participants. If
we imagine exchange to procecd, step by step, with
fractional quantities, the ratios may vary for each
partial exchange, because of the changing ratios of
marginal utilities to buyer and seller. The average of
all the ratios of exchange—which will represent the
average ratio for the total quantity bought and sold—
is, as we have seen, indeterminate, though we have
also seen that it must lie between two definite limits,
which depend upon the scales of preferences of A
and B.

Discrimination and uniform ratio. Little is alter-
ed in our second case, that of a number of buyers
and one seller, or vice versa, except that the effect
of variations in the quantities exchanged can be
more clearly brought out. Where the seller has
only one unit of a good, or one indivisible good, to
offer, the buyer who (on account of his marginal
utility ratios) is prepared to make the highest bid
will be the only one to bargain with the seller. Here
the situation is analogous to that of our previous case
of isolated exchange.
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Where, however, the seller is oftering several units
of a divisible good, the determination of both quanti-
ties and ratios is slightly more complicated. There
are two possibilities: the seller is offering successive
units to be bid for by the buyers, or the seller is offering
the whole supply at once. Suppose, for example, that
he is offering, one by one, five units of a good, and that
he is met by a number of potential buyers, whose
demand is for one unit cach at varying ratios. We can
imagine these buyers arranged in an order of descend-
ing ratios, the ‘strongest’ bidder coming first, the
‘weakest’ last. Thus we might have A, willing to buy
1 bushel of corn at 5 oz. of tobacco, A, at 4, A, at 3,
Ay at 2, A;at 1, Agat 4, A, at }, and so on. The
evaluations of B, the seller of the 5 bushels of corn,
expresses itself in a willingness to sell each bushel for
1 oz. of tobacco. Wesupposehimto be inviting tenders
for each successive bushel. For the first, A;, anxious
to secure his supply, will offer 5 oz.; he will succeed
and leave the field to the others. Then A, will obtain
his supply for 4 oz., A; for 3 oz., and so on until, after
Ajhas obtained his for 1 oz., the supply 1s exhausted
and the remaining buyers are excluded. The ratios of
exchange lie betwcen the evaluation of the seller, as
the lowest, and the evaluation of the strongest buyer
as the highest limit. If there had only been 4 bushels
available and the evaluation of the seller remained at
1:1,thelower limit would liecat2: 1, the ratio offered
by A,, whois the last buyer to be included in the deal.
We can call him the marginal buyer.
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If the whole supply is offered at once and all buyers
have a chance to bid for it, the result will be different.
We will assume that B, the seller, wants at least 1 oz.
for 1 bushel, and offers 4 bushels. The ratios which
the 7 buyers are willing to offer for 1 bushel each are
5,45 3, 2, I, %, and }. The demand of 4 only out of the
total of 7 buyers can be satisfied, though at least one
out of the 3 who must be excluded—A ;—will be able
to bid in the first place since his offer is as high as the
lowest which the scller is willing to accept. But he will
at once be outbid by the others. Once the ratio has
risen above 1 there is no further inducement to any of
the buyers to offer more, since they can all be satisfied
out of the given supply. There must, therefore, emerge
a uniform ratio at which all buyers who are admitted
to the decal will buy. That ratio in our example must
be higher than 1, but it cannot be higher than 2,
for then another buyer (A,) would be excluded
and the seller could not dispose of his stock. The
ratio, then, will be limited above by the offer of the
marginal,and belowby that of the first extra-marginal
buyer.

Itis not difficult to make the changes which altered
assumptions necessitate. If, for example, instead of 4
bushels 7 had been available, then one more buyer
would have obtained 1 bushel, and the ratio would
have fallen to a lower level. But so long as the seller’s
minimum ratio remained at 1 two buyers would have
remained excluded and the total supply would not
have been cleared. Again,itisnot necessary toassume
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that the seller’s supply is fixed beforchand. It, too,
may vary according to the ratio he can obtain.

The case we have just been considering, that of a
single seller and a multitude of buyers, is of consider-
able practical importance, and is known as monopoly.
We are already in a position to indicate at least one
point in the policy of a monopolist. We have scen that
he may offer his entire supply and allow the actions
of the buyers to establish a uniform ratio at which all
the exchanges will take place. But we have also seen
that he might make offers of individual portions of his
supply, and he might then succeed in making separate
bargains with each buyer. Where buyers’ demands
are not all marginal, i.e. where buyers make different
offers, the second method would give the monopolist
alarger aggregate than the first (this is so in the exam-
ple given above). Insuch circumstances, the monopo-
list will endeavour to split up his buyers in this way
and practise what is known as discrimination. He will
clearly be successful only in those cases in which it is
not possible for his buyers to re-sell to one another.
The details of other aspects of a monopolist’s policy we
must leave for a later stage.

3. BiLaTeraL COMPETITION

The analogy of an auction. We will now assume
that there is more than one participant on both sides,
though we still maintain the assumption of two com-
modities. For purposes of convenience, we will call
them buyers and sellers. We will simply enlarge our



BILATERAL COMPETITION 77

previous example and suppose that the buyers, A, A,,
... A, wishing to buy 1 bushel of corn for 5, 4, . . . } oz.
of tobacco respectively, are faced by 7 sellers, B,, B,
. .. B, anxious to scll 1 bushel of corn each for %, 3,
1, 2, 3,4, 5 0z. of tobacco respectively. These ratios
represent, as we know, the maximum (or minimum)
at which, given their scales of preferences, each buyer
(or seller) is willing to effect exchanges. It means, of
course, as we noticed in our previous examples, that
exchanges will not necessarily take place at these
ratios; both buyers and sellers will be anxious to take
advantage of lower or higher ones. In our example,
then, we have the following table of buyers and sellers
arranged in accordance with their ‘strength’.

Buyers A; A, A; Ay Ay Ay A,

5 4 3 2 1 %} }} oz. of tobacco for
$+ 4 1 2 3 4 5} 1 bushel of corn.

Sell.s B, B, B, B, B, B, B,

Two questions have to be answered: how many
bushels of corn will be exchanged or, in other words,
how many buyers and sellers will participate in the
deal; and what will be the ratio. In our present
example we are no longer concerned with the possi-
bility of successive offers. Itisofthe essence of the case
that both total demand and total supply appear simul-
taneously. Let us assume that an auctioneer inter-
venes and ‘calls out’ a ratio. He begins with the low
price of }; 7 buyers will at once offer to conclude a deal.
But at that ratio only 1 bushel of corn will be forth-
coming. This discrepancy will at once induce 6 buyers
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whose maximum offers exceed % to bid more. The
auctioneer calls 4. At this ratio 6 buyers wish to buy,
but only 2 sellers are forthcoming. The bid goes up.
At 1, 5 willing buyers are faced by only g willing
sellers. Can the ratio alter after that? Ifit risesto g,
5 sellers will mect g buyers. The ratio must, there-
fore, lie below 3. At a ratio of 1, as we have already
seen, the buyers will excecd the scllers. We conclude
that theratio mustlie between 1 and g. It will,infact,
be 2,and 4 bushels of corn will be exchanged. At any
other ratio we should get a discrepancy between
buyers and sellers which would mean ecither that
some buyers, still able to buy at the ruling ratio,
would be unable to buy, or that some sellers would
be unable to sell. The uniform ratio we have found
is thus the only one at which buyers and sellers
can buy and sell consistently with their own evalua-
tions. It is, moreover, a ratio at which a certain
equilibrium rules, since any disturbance, upwards
or downwards, must bring about its own correction:
the ratio will return to its previous level.

The marginal pairs. This ratio is established by
the actions of buyers and sellers endeavouring to ob-
tain the best possible bargain up to what we might call
their final ‘reserve’ ratios. This means that some
buyers and some sellers will be excluded. But the
presence of those whose offers were near the eventual
ratio will have influenced its formation. The ultimate
margins between which the ratio must lie are given
by that offered by the marginal buyer (A,) and that
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demanded by the first extra-marginal seller (B;), and
that offered by the first extra-marginal buyer (A;) and
that demanded by the marginal seller (B;). Their
offers are of importance, and those of all the others
who are above or below do not count. We can sec this
more clearly if we assume a wider spread of individual
demands and offers. If we take, for example, the
reserve ratios of A,; A,, Ag, and A, as 500, 50, 1§ and
15 respectively, and those of B, B,, Bg, and B; as
1&os 186> 50, and 500, this will not alter the ratio,
which must still lic between the evaluations of the
marginal pairs.

Consumer’s surplus. These marginal pairs are
alone of importance in determining the ratio of ex-
change. Since, however, the ultimate ratio is uniform
for all buyers and sellers, it would appear that each
one derives a different advantage from the exchange.
If A,, that is to say, was prepared to go to § or even
500 oz. of tobacco for 1 bushel of corn, and he obtains
it for 2 oz., he derives a greater advantage from the
exchange than A,, who would have been willing to
pay 4 oz. only, and so on. Similarly B,, who would
have been prepared to sell for } or even iy 0z., gets
2 oz., while B,, who gets the same, would have been
prepared to sell for § only.

This kind of argument has led to a concept which
has been known since Marshall as consumer’s surplus.
Itis argued that if A; does in fact get 1 bushel of corn
for 2 oz. of tobacco instead of the 5 which he would
have been willing to pay, he obtains a surplus of 3 oz.
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The same, in different degrees, is said to be truc of the
other buyers, except the marginal ones whose evalua-
tions coincide with the ratio of exchange. In thesame
way, if there is only one buyer who buys several units,
it will be the utility to him of the marginal unit which
will determine one of the limits of the ratio. Each unit
above the marginal unit possesses a higher utility, and
being bought at the same ratio will produce for the
buyer such a consumer’s surplus.

It has been said that this argument overlooks an
essential fact: the respective maximum and minimum
offers of all these buyers and sellers simply meant that
we assumed that they would have been willing to offer
or demand these ratios had there been only one unit
of the respective good available. Itis an assumption
which follows from the whole conception of relative
marginal utility; and we have made use of it only as
an aid in our analysis. It does not entitle us to con-
clude, so it is argued, that when the exchange is,
in fact, made under conditions such as we have
assumed there is any significant sense in which we
can speak of the difference between what an indivi-
dual would have paid under different conditions and
what he has actually paid.

Itis also argued that, since utility is not measurable,
the concept of consumer’s surplus is illegitimately
derived from our concept of the scale of preference.
It assumes that utility can be measured, which we
have seen to be untrue. Itregards the utility of a good
as something absolute, whereas we have seen that the
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term utility only has meaning as a concept express-
ing a relation in spccific circumstances between the
want for one good and that for others. It implies also
that each unit of a stock of goods can have different
utility, which we know is not the case.

{ While it is truc that no quantitative precision at-
taches to the notion of consumer’s surplus, it can be
argued in its defence that it only implies that the
existence of a good with a uniform ratio of exchange
enables individuals to increase their aggregate satis-
faction. The truth involved in the concept is that for
any individual who buys more than one unit of it,
the existence of a particular good at a certain ratio
of exchange increases satisfaction. It is only on very
spccial assumptions (which we cannot discuss here)
that it is claimed that this increase in satisfaction can
be measurcd.\

4. MoxoroLy. PERFECT AND IMPERFECT COMPETITION

It is not only the number of buyers and sellers, but
also the quantities for which they wish to contract
which must be taken into account. What will happen
if we assume the possibility of variations in numbers
of buyers and sellers and quantities offercd and de-
manded? Ifone seller appears with 7 bushels of corn,
which he is willing to sell at } oz. each, he will attract
to himselfall the buyers. Similarly if one of the buyers
is prepared to buy 7 bushels at 5 oz. each, he will
attract the whole supply and all the other buyers will

have to remain unsatisfied. The state of affairs, then,
4287 G
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will be that of monopoly (either on the scller’s or on
the buyer’s side) which was mentionced in the preced-
ing section.

Monopoly. Thus, where there i1s a single person
capable of controlling the whole amount to be ex-
changed, he will be able to determine the ratio; or,
alternatively, if he fixed the ratio, the actions of the
many pcople on the other side will determine the
amount he can dispose of. The monopolist has, then,
three possible policies. He can discriminate, that is,
keep the people on the other side in separate compart-
ments and strike scparate bargains with cach. This 1s
the policy of discrimination which we have alrcady
met. He can, sccondly, fix the total amount he is
willing to sell and allow a uniform ratio to be deter-
mined by the scales of preferences of the buyers. And,
thirdly, he can fix a ratio and allow the scales of
preferences of the buyers to determine the amount
which can be cleared at that ratio. In either of these
two cases he would have control within the limits of
the givenscales of preferences of the buyers. Thesame
is true, in a less degree, where one individual controls
not the whole supply but the bulk of it, while the rest
is in the hands of a large number of others. The policy
which he will adopt will, of course, be that which will
give him the best bargain. It is conceivable that it
would pay him best to scll little at a high ratio or
much at a low one, depending on different scales of
preferences of buyers. We shall see later what are,
broadly, the different possibilities.
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Perfect competition. The opposite case is that
where we have so large a number of participants that
no single buyer controls an appreciable portion of the
demand in relation to the total and no scller controls
an appreciable proportion of the total supply. In
this case we speak of perfect competition. We shall
presently see this exchange relation in detail. But
we can already say that, under perfect competition,
the ratio will be independent of the demands and
offers of each individual in the sense that each indivi-
dual will regard the ratio as given and adjust his
actions accordingly. This follows, notwithstanding
the fact that the actions of all buyers and scllers bring
about a certain ratio, from the assumptions that all
the buyers and sellers are in communication with one
another and that none of them controls a large pro-
portion of the demand or supply. For example, in the
case cited above, it is inconccivable that B, should be
able to get from A, the maximum (5) which the latter
would have been willing to pay if only one unit were
available; for there are other sellers who would step
in and offer their units at lower ratios. Nor, on the
other hand, is it possible for A, to obtain his unit from
B, for the minimum for which the latter might have
been willing to part with it (}), for there are other
buyers who would offer more. In this way, a ratio
must emerge which is uniform for all the dealings that
take place and at which the competition betwecn
buyers and sellers is in equilibrium.

The speed with which such a uniform ratio will be
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established will vary with the concrete circumstances
of the case. Sometimes lack of knowledge of the likely
actions of others may lead a buyer or seller to postpone
declaring his bid. Sometimes the bid may be errone-
ous when comparcd with the ultimate equilibrium
ratio, and it may take a number of oscillations around
the equilibrium, with consequent extra gains and
losses, before the final ratio is established. In the case
of some dealings, on the other hand, the intentions
of the participants are so quickly revealed and made
generally known that equilibrium is quickly reached.
And once it is reached, it will form the basis of indi-
vidual demand and supply.

Imperfect competition. Between the two extremes
of perfect competition and monopoly there may be a
number of variations. In these intermediate cases
there is neither a single individual who controls the
bulk of the amount demanded or supplied, nor are
there so many that their individual shares are negli-
gible in relation to the total. We find a number of
people (buyers or sellers) who are each able to in-
fluence, in some measure, the terms of exchange.

These intermediate cases are, in many ways, the
most important. First of all neither monopoly nor
perfect competition are as typical of the conditions of
exchange in reality as are these intermediate cases.
(Although this is not to say that the analysis of these
two extreme forms is not essential for an understand-
ing of reality.) The intermediate cases present, more-
over, particularly difficult theoretical problems which
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have been the subject of much recent work. It is
impossible, on this elementary level, to discuss them
in detail, but some reference to them is necessary.

Duopoly. The situations intermediate bectween
complete monopoly and perfect competition are
gencrally described as oligopoly, and, in their simplest
form asduopoly. The lattersituation exists when there
are two scllers (or buyers), each capable of influencing
amount and ratio, and a sufficient number of com-
peting buyers (or sellers) to make the laws of competi-
tion applicable to them. The determination of
the terms of exchange under these conditions, i.e. the
amount which each will be able to dispose of and the
ratio which will rule, is one of the most controversial
problems in economics, and there s, as yet, little agree-
ment. There are, broadly, two schools of thought.
One belicves that duopoly can produce an equili-
brium which will be stable and which will lie some-
where between the equilibrium of complete monopoly
and that of perfect competition. The other school
holds that, under duopoly, there is nothing in the
conditions of exchange themselves which will produce
equilibrium.

The first of these opinions goes back to the solution
given last century by the French economist Cournot.
According to him, any change in the offer of one
duopolist will make the other adjust his offer so as to
obtain the best bargain. In other words, he will re-
gard the offer of his rival as an independent variable.
The other duopolist will behave in the same way.
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Readjustments will take place until each one reaches
a point from which he has no incentive to depart, the
offer of the other being unchanged. Dut, as Professor
Pigou has recently shown, itisinconccivable that each
rival can be aware of his ability to influence the ratio
of exchange, which is inherent in the duopolistic
situation, and yet believe that any change of his offer
will not cause the offer of the other to vary, which is
the condition for Cournot’s equilibrium.

It has been suggested, therefore, that the situation
is an essentially unstable one, for each rival will en-
deavour to attract a larger share to himself; if neces-
sary, by an attempt toreduce the ratio. More recently,
however, other weighty arguments have been adduced
to show that a stable position can be reached. It has
been suggested by Professor Chamberlin and others
that both rivals will realize the futility of their original
assumptions as to cach other’s reactions and will come
to a ‘tacit understanding’. In this way, or even by an
open agreement, the situation will be transformed
into one of complete monopoly with the two former
rivals sharing in the monopolist’s offer.

Against this it has been pointed out that even were
this the result, it would only provide temporary
stability; agreements may be renounced; and the
‘tacit understanding’ may, at any time, give way to a
fresh attempt to drive the rival out. At any rate, an
open agreement could not, strictly speaking, be con-
sidered as a solution of the duopoly situation, since
it changes that position itself.
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More important in practice than the case of two
or a few sellers selling the same product is that of a
number of sellers each selling a slightly differentiated
product. We shall see later some of the implications
of the attempts to diffcrentiate similar products.

5. MoNEY \ﬁla_d,iumvl

Indirect exchange. From the results of our inquiry
it should be possible to arrive at certain general rules
which govern exchange. Before, however, we proceed
to formulate these it is necessary to widen our assump-
tions in one importantrespect. We have hitherto been
concerned with the case of two goods only. We must
now consider the case of threc or more commodities.
As soon as threc commodities are exchanged, the
achievement of an equilibrium ratio becomes more
difficult. Suppose, for example, that A is prepared to
exchange 1 bushel of corn for 2 oz. of tobacco with B,
who, in his turn, is preparcd to exchange with C 1 oz.
of tobacco for 3 pints of wine. A, who also wishes to
obtain 1 pint of wine, finds that G is prepared to
exchange it for § bushel of corn. A’s own evaluations,
however, lead him to offer a maximum of 4 bushel of
corn for 1 pint of wine. So long as the three pairs
remain isolated, A can exchange with B, B can ex-
change with C, but A and C cannot exchange.

At this point, however, A may realize that instead
of offering corn to C in exchange for wine, he could
offer him tobacco (which he can obtain from B). In
this case the exchange relation will now appear as
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follows: A gets 2 oz. of tobacco for 1 bushel of corn
from B which he offers to C, from whom he can get
as much as 6 pints of wine for it. In other words he
can, in this way, obtain 1 pint of wine for } bushel of
corn instead of 4, which was C’s original demand and
which A was not prepared to offer.

Exchange was made possible, in this example, by
being made indirect. We can conceive of A not wanting
any tobacco forits own sake at all; he may nevertheless
endeavour to get some by exchanging corn for it, since
he knows that tobacco will procure him the wine
which he really wants. In this case, the marginal
utility to him of tobacco will be affected through the
indirect purpose which it can serve. While previously
tobacco may not have appeared at all on his scale of
preferences (because he is a non-smoker), yet, since it
can serve to obtain wine, which is high on his scale of
preferences, it will at once rise on the scale. The place
it will occupy, in relation to that of the other goods,
corn and wine, will depend on the ratios of exchange
which can be obtained. Itisconceivable, for example,
that if B discovers that A might have been prepared to
give % bushel of corn for the pint of wine which now,
with the aid of B’s tobacco, he gets for }, B may put
up his ratio of tobacco for corn. The possibility of
indirect exchange will thus be one of the most impor-
tant determinants of the scale of values; and we shall
see, shortly, how the existence of habitually indirect
exchange affects the scale of values of the participants.

The medium of exchange. In the example just
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given tobacco played the part of a medium of exchange,
that is, it facilitated the exchange of corn and wine
between A and C. It was acquired by A not for
its own sake, but for the sake of what could be bought
with it. It requires little imagination to see that this
process can be extended. C, for example, may not
have wanted tobacco either, but knowing of another
individual, D, who for tobacco was prepared to sell
fish (which C wanted), he was, in his turn, ready to
accept tobacco. Thus no difference in theory arises
when we cnlarge the circle of exchange by including
morc people and more goods. There are, however,
important differences of a practical nature.

In our simplest case of three people and three goods,
one good was chosen on the spot as a medium of
exchange. The reason for the choice was the know-
ledge that it would be accepted in exchange. When
the circle grows, this condition will be more difficult
to fulfil. Itisconceivable that, at first, any participant
will accept a good in exchange if he has a reason-
able hope of being able to pass it on and if, in addition,
he has some use for it himself. He knows, then, that
even if he does not succeed in finding the person to
whom he can pass it on, he will yet have acquired
something which possesses utility to himself. In the
first place, therefore, the good chosen as a medium of
exchange will have to be one the utility of which is
derived not only from its expected ability to satisfy
what we might call the want for exchangeability, but
other wants as well.
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Money. We give the name of money to a good which,
in particular circumstances, is habitually chosen as the
medium of exchange. In a comparatively restricted
circle of exchange (such as we should find among the
members of a primitive tribe), the conditions which
the good will have to fulfil will not be very stringent.
But as the circle grows, as more and more people with
different scales of preferences and an ever greater
variety of goods are drawn in, the conditions of
acceptability to which money will have to answer
will become more severe. Cattle, hides, minerals,
many different goods have been used as moncy from
time to time. They were chosen because at the time,
and for the people concerned, they possessed a great
value. Everybody who accepted them could fecl
reasonably sure that he could pass them on. In any
case, they were goods which he would wish to have.

Gold. In the more complex exchange conditions of
the modern world, money has almost universally been
one of the precious metals, in particular, gold.
Originally the qualities of lustre, durability, and
rarity possessed by gold made it highly valued as an
article of ornament and, no doubt, contributed to its
adoption as a medium of exchange. But gradually
these qualities fell into the background, and others
which made it particularly efficicnt in its medium
of exchange function became more important; and
it acquired a conventional acceptability which was
based partly on its physical qualities. These physical
qualities are, strictly speaking, irrclevant; we only
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need to know that gold does possess utility (for what-
ever reasons) in the same way as any other good; but
they may be mentioned here.

Gold is homogeneous: one piece is the same as any
other. It is very durable: the owner can feel that it
will not deteriorate if he holds it in the expectation of
some future act of exchange. It is easily transported,
since it possesses great value in relation to bulk. It
is easily divided into very small fractions which
can be graded, weighed, and stamped. This, as we
shall sce again in a moment, is very important in
enabling the bargaining partners to achieve a very
fine adjustment of the ratio. There is one other
characteristic of gold which is sometimes put forward
in explanation of its adoption as money: the fact that,
because of its durability and the comparative scarcity
of its occurrence, additions to the already existing
stock must be proportionately small. This means that
the supply cannot vary greatly, and the value of gold
will not be subject to great disturbances, at any rate
in so far as it is determined by the quantity available.
This is a very controversial point, and a full discus-
sion of it goes beyond the scope of this book.

6. Tur COMMUNAL SCALE

Our next question is, to what extent are the ex-
change relations, discussed in the preceding pages,
affected by the existence of a generally accepted
medium of exchange? To the remarks made in part I
we must now add a further theoretical analysis.
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The ‘quantification’ of subjective scales. Wehave
met a certain difficulty earlier with the problem of
the ‘quantification’ of subjective evaluations. We
noted how, in spite of the immeasurability of utility,
the scale of preferences obtained quantitative expres-
sion when the need arose to decide upon the worth-
whileness of exchange. The difliculties of giving such
quantitative expression to the scale of preferences are
vastly increased when we consider the problems with
which an individual is, in reality, faced. He has a
complex structure of a large number of wants; he
desires to achieve the maximum satisfaction; and to
this end he will often have to rearrange his varied
stocks of goods by means of exchange with a large
number of different people. Butifthere is a generally
accepted exchange medium, money, he will be able
to express his willingness to exchange in terms of
money. Thesame will be true of all other individuals.
They, too, will refer their exchangeable goods to the
common monctary denominator, and the monetary
evaluations of cach can be compared with those of the
others. This, however, does not mean that a similar
quantitative relation exists between the subjective
evaluations themselves; we shall see in a moment
what exactly the relation is.

The transformation of subjective scales into objec-
tive facts and their quantitative expression, which
already takes place in any act of exchange, is made
more easy when exchange is indirect, particularly
when it is habitually monetary exchange. We have
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seen that in exchange the tendency is to establish that
ratio at which the relative marginal utilities are equal
for the participants. In monetary exchange, this
tendency persists and is gencralized. The uniform
exchange ratio, which we found will emerge in certain
conditions, will, in indirect exchange, be expressed in
money and it will express the above-mentioned iden-
tity of relative marginal utilities for all participants.

The objective scale. Wicksteed has expressed this
in his concept of the communal scale. There will exist
in the exchange system a communal scale which, in
terms of money, expresses the relative marginal utili-
ties of all exchangcable goods. This scale will be the
same for all individuals with two qualifications only.
In the first place, the communal scale will only relate
to those goods which habitually enter into exchange.
Those things which are impossible of monetary calcu-
lation, which men do not, in fact, freely exchange with
one another, will not enter into the scale. Neverthe-
less, they too will be included in the subjective
evaluations of each individual.

The second qualification is that the communal
scale will be relevant to each individual only in certain
parts, namely, those which contain the goods which
he wishes to buy and sell. Alcohol and tobacco are
freely bought and sold; they therefore occupy places
on the communal scale. But to the abstainer and the
non-smoker the portion of the scale which contains
them will not be relevant.

We must examine a little more closely the way in
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which that communal scale is arrived at, and the way
in which the existence of such a communal scale affects
the conduct of the individual.

Price. It is necessary, first, to re-define some of the
terms used earlier and to generalize our exposition
of the process. We call the price of a good the number
of units of money which is given in exchange for one
unit of it, i.e. its exchange value in terms of money;
the demand for a good we now define as the quantity
of that good which people are willing to buy at a
certain price; and the supply is the quantity which
people are willing to sell at a certain price.

The communal scale which is the result of the
existence of exchange, the existence of money, and the
interactions of many buyers and sellers will appear
to each individual as an objective factor and, in ac-
cordance with it, he will organize his own scale of
preferences.  Monctary calculation leads, therefore,
torearrangementofsubjectivescales. A picture which
I may possess may stand low in my scale in relation
tosome diamonds; but if I know that I can obtain for
that picture a certain sum of money which willenable
me to buy the books which stand higher in my scale
even than the diamonds, the relation between picture
and diamonds will be reversed. Or, as it is some-
times put, marginal utilities will be proportional to
prices.

The more exchange is practised, the more will this
rearrangement of scales proceed. The everyday con-
duct of individuals, in so far as it is concerned with
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exchange, will relate to the objective scale. The rela-
tion between what is and what is not on the objective
scale, and the extent to which that scale will be rcle-
vant, will naturally vary from time to time. In earlier
times certain goods, such as land, were legally ex-
cluded from general exchange and could, therefore,
not obtain a place on the objective scale. Goods that
are rare and are only infrequently the object of
exchange (certain precious stones, or old masters, for
example) do not appear on the objective scale at all;
though for many even of these, exchanges are now
sufficiently frequent to result in a price.

In modern communitics the number of goods on the
objecctive scale has been much increased, since most
of the legal obstacles to their exchange have been
removed. There are still, however, many goods that
one does not, normally, regard as exchangeable, and
to which one does not, therefore, attach a price, such
as love, friendship, and honour. Itisconceivable that
these, too, could form the object of exchange: even
to-day, in many countries, the favour of officials and
ministers has its price.

Nor will the same individual always have the same
idea of the relevance to him of the objective scale. I
may possess furniture, books, pictures, to which in the
ordinary course of events I should never attach a price
(once I had acquired them), although, being fre-
quently dealt in, they appear on the objective scale.
But if I fall on hard times and have to consider
rearranging my affairs, I may once again regard them
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as exchangeable objects, and the communal scale
relating to second-hand furniture, books, and pictures
will then have relevance to me.

The value of money. It may be useful, at this
point, to mention the existence of a spccial problem
of the value of money, even though a detailed discus-
sion of it is beyond our purpose.

This problem is of importance, since any change in
the value of money will mean a change in the general
relation in which money and other goods will ex-
change for one another. Any alteration in the willing-
ness of people to hold money as against other goods
must affect the supplies of and the demands for goods
and their prices. In asense, of course, the problem of
changes in the value of money is not a special onc. It
must be governed by the laws to whichrelations of ex-
changein general are subject. Inparticular, wecould
apply to it the analysis which will be used later in the
case of goods with correlated utilities (complements
and substitutes) and the conceptof demand elasticity.

The trecatment of the problem has, however, consti-
tuted a special department of economic theory, be-
cause the relation between monetary changes and
price changes is, of necessity, a particularly striking
one. Certainly, during the last 150 years there have
been many price changes of so violent a character that
an explanation which considers only changes in the
supply and demand conditions of different goods be-
comes impossible. When changes occur which seem
to affect the prices of all goods in a similar manner, the
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presence of a monetary influence can rightly be sus-
pected.

The quantity theory. One of the earliest state-
ments of the relation between money and prices is em-
bodied in the Quantity Theory of Money.* Bricfly, this
theory states that since the value of money, like the
value of any other good, is the amount of other goods
for which a unit of it will exchange, its value, other
things being equal, will depend upon its quantity in
relation to the quantity of other goods. Its value will
tend to move inversely to any movement in its quan-
tity. Thus, an increase in the amount of money
which is not accompanied by an increase in the
volume of goods to be exchanged will tend to raise
prices in general»”This is sometimes expressed in
mathematical formulae as, for example,

7=b

where M is the cffective amount of the circulating
mcdium (including all kinds of money and money
substitutes multiplied by the number of times each
unit of money performs its function in the period
under consideration—what has been called the velo-
city of circulation), 7 is the volume of trade carried
on, and P is the gencral level of prices.

There can be no doubt that the Quantity Theory
expresses an important relation. But this equation of
exchange, in its usual form, is of so general a character
as to be nothing more than a truism. It is only a

statcment to the effect that the quantitics of goods
4287 H
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exchanged, multiplied by their average price, equal
the volume of money multiplied by its velocity of cir-
culation. In other words, it is only a crude statement
of the interrelation of supply, demand, and price.

To make it yicld more, a much more detailed
inquiry is necessary. The aggregates (volume of
money and volume of trade) and the average (the
gencrallevel of prices) of which it is composed must be
broken up into more concrete concepts. An examina-
tion is required both of the conditions which deter-
mine changes in the demand for and the supply of
money and of the effects of such changes on differcent
kinds of prices, since not all prices are uniformly or
simultancously affected by monetary changes.

It is impossible to study recent attempts in these
directions at any length here: the theory of money
still remains, for didactic purposcs, at any rate, a
special branch of economics. But some indication
may be given of at least one recent trend which shows
that the substitutional concepts used in the treatment
of the general theory of exchange are being applicd to
the theory of money.

The demand for money. In the sense in which we
have described it earlier, money has no value of its
own beyond that which it derives from its non-
monetary uses. It is simply the unit of account with
the aid of which comparisons are possible between
the value of one good and that of all other goods,
whenever an act of exchange is contemplated. On
these occasions it can be said to represent value. The
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position is, however, changed whenever the question
arises whether to hold resources in the form of money
or not. It becomes pertinent to inquire into the value
of money. For then the individual will be balancing
the advantage of holding goods against those of hold-
ing money, and will thus assign to money a place on
his scale of preferences. But the individual will only
be in a position to have to decide whether to hold
money or not if the acts of exchange are spread over
time. Ifwe could conceive of money being employed
as a medium of exchange in the sense used earlier, it
would never be in anybody’s possession for any appre-
ciable time; it would be constantly changing hands
and only the rclative values of the goods themselves
would be of importance.

We know, as an elementary fact of experience, that
the future is, in some degree, taken into account by
the individual in his scale of preferences. But even
when an individual considers future exchanges it can
be shown that he will not necessarily hold money.
Since money possesses no direct utility of its own, it
will always be more advantageous to hold goods. If
these future exchanges are certain as to time and
terms, he can so arrange his dealings in general that
he will be prepared for them, and we shall see later
that the possibility exists of exchanging present and
future satisfactions. It has, therefore, been suggested
(most recently by Dr. Hicks) that it is only due to the
uncertainty of the future that a demand for money, as
such, exists. It is uncertainty of the future which
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creates a problem of the value of money, as distinct
from the values which money represents in the acts
of exchange.

In the further examination of this problem it be-
comes necessary to inquire into the different factors
which, by affecting individuals’ anticipations of the
future, will affect their demand for money. Similarly,
itis esscntial to examine carefully the ‘path’ which any
increase in the supply of money takes, i.e. the sequence
in which it affects different groups of individuals and
thus alters the terms on which they are willing to
hold money or goods.

These questions cannot, however, be pursued here;
they are mentioned in order to direct the attention of
the reader to the morc advanced problems of our
subject.

7. THE LAws oF EXCHANGE

For purposes of convenience we must now make
certain assumptions. We will consider the individuals
who are effecting exchange to have given stocks of
goods which they exchange with the aid of a medium.
To make the exposition simpler, we contemplate each
individual as exchanging one good only for money.
We have already scen how, with a multiplicity of
buyers and sellers who arc in communication with
one another, a uniform price will be established at
which all exchanges will take place, and how, with
the aid of money, a communal scale will result. We
can now state it in this way. If, at any given price, a
certain quantity of a good is bought, the marginal
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utility of that good is diminished in relation to the
marginal utilities of all other goods (represented, in
this case, by money). The more of the good is bought,
the more, relatively, will its marginal utility decline.

The sellers we can now see to be in exactly the same
position as the buyers, i.e. people who exercise a cer-
tain demand for the good. It is to be noticed, there-
fore, that the distinction, at this stage of our theory,
between demand and supply, and between buyers and
sellers, is not really necessary. Thesellers, too, demand
the good which is exchanged ; but their demand for it
bears, so long as exchange continucs, the opposite
relation to their demand for other goods (money) as
docs that of the buyers. When exchange is completed
the ratios arc the same. As it is, however, customary
to spcak of supply and demand, we will continue to
use both terms, warning the rcader, once again,
against treating them as different in kind.

The demand schedule. It follows from the above
that the higher the price of a good the less will be
demanded. Suppose anindividual demands a certain
quantity at one price, that means that at that price he
is prepared to part with a certain amount of money
(other goods). If the price rises he may be prepared
to part with as much money (other goods) as before,
or even with more, but he will not, normally, spend
so much more money as to buy alarger quantity of the
good. Ifhe did that, he would be buying units of the
goods possessing less marginal utility than other goods
which he could buy with that additional expenditure.
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It follows, therefore, that demand for a good will be
inversely related to pricc. While this holds good for
buyers and for sellers, it is more customary to say
that supply is directly related to price.

We can draw up a schedule showing this rela-
tion between demand and price, and if we add the
schedules of all demanders we obtain a schedule for
the community as a whole. The price will then be uni-
form for all and, at that pricc, the whole stock will be
cleared, provided that we include the demand of the
sellers, at that price, as well. Or, as it is more com-
monly cxpressed, and as was shown in preceding sec-
tions, at that price supply and demand will be equated.

The above analysis has shown us, on the one hand,
how the communal scale is fixed by the actions of all
participating in exchange. On the other hand, it has
demonstrated that each individual will arrange the
disposition of his own stock of goods, in so far as it
is available for exchange purposes, in accordance
with that communal scale. Individual demands (and
offers) and prices are thus mutually dependent. It
is easy to see that this interdependence cxtends to
all goods which an individual demands, since the
price he is willing to pay for a good is only the ex-
pression of the relation between his demand for that
good and his demand for all other goods.

The elasticity of demand. There are only a few
points to be added before this analysis is completed.
The conclusion we came to, that demand is inversely
related to price, enables us to adopt the concept of
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elasticity of demand. This term expresses the degree of
correlation between demand and price. If a rise in
price produces a marked fall in demand (and a fall in
price a marked rise in demand), we regard the de-
mand as elastic. If a marked rise in price produces
only a small decline in demand (and a marked fall in
price only a small rise in demand), we speak of an
inelastic demand. Or, to be more precise, we can
distinguish between demand elasticities which are
unity, less than unity, and more than unity. Demand
elasticity i1s unity when a change in price produces a
proportionate change in demand; it is Iess than unity
when the change in demand is less than in proportion
to a change in price; and it is more than unity when
achange in price calls forth a more than proportionate
changc in demand.

With a demand elasticity of unity, the total outlay
on a good in rclation to others will remain the same at
all prices. With an clastic demand a fall in price will
produce a greater outlay, and a rise in price a smaller
outlay. Finally, in the casc of an inclastic demand, a
fall in price will result in a smaller, and a rise in price
in a greater, outlay. Itis to be understood, however,
that our general rule must hold; an individual will
not, normally, buy at a higher pricc a greater quantity
than he was prepared to buy at a lower, or a smaller
quantity at a lower than he was prepared to buy at a
higher price.

Itisnotpossible to lay down a general rule as to the
demand elasticities of particular goods. Sometimes
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it is pointed out that the demand for the necessities
of life is inelastic, while the demand for luxuries is
elastic. This is only true as a generalization for a
particular time and place. It is true that there are
always some goods for which some individuals will
pay a high price if they cannot obtain them at a lower
price. There is a minimum of food, shelter, clothing
which we must have; and we would, if necessary, part
with the whole of our limited resources in order to
obtain them. The comforts of life, on the other hand,
we should more willingly be prepared to give up if
their price rose and if to acquire them placed too
heavy a burden on our limited resources.

But it is never casy to say what particular goods are
included in the two categories. The idea of what is
and what is not a necessity varics notoriously for
different individuals according to their tastes and
according to the total resourccs which they possess.
And even the same individual will change his demand
elasticities, when, from time to time, his tastes and
his resources alter.

Monopoly and competition re-examined. The
concept of demand elasticity is 2n extremcly valuable
one, for it enables us to express more preciscly some of
the exchange relations previously studied. In particu-
lar, we can now re-formulate the different ways in
which price will be determined under monopoly and
competition.

In the case of monopoly we have scen that if the
supply is fixed the price will be fixed also, and vice



THE LAWS OF EXCHANGE 105

versa. The monopolist will, in Wickstced’s words,
‘form a speculative estimate of the amount that will
scll at the price’ or ‘of the price at which the amount
. will scll’. But this involves an estimate of the
elasticity of demand. If the demand is highly elastic,
i.c. if a slightly lower price produces a very much
increased demand, orif a very much increased amount
can only be disposcd of at a slightly lower price, it is
possible that the monopolist will choose a low price
and a very large amount. In the case of an inelastic
demand, on the other hand, and even of a demand
which is not highly clastic, the monopolist will find
that he gets the best result by selling a small amount
at a very high price. We shall have to return to this
question when we arein a position to take into account
not only the circumstances which will make demand
more or less elastic but also the supply conditions.
Our knowledge of the variations in the elasticity of
demand enables us also to re-formulate our definition
of perfect competition. We can express the fact that
cach competitor can attract all the buyers to himself
by slightly lowering his price below that of all the
other sellcrs, while no competitor can charge a higher
price than his rivals, on pain of being excluded from
the deal, by saying that the demand which confronts
each individual seller is infinitely clastic within a small
range each side of the competitive price. Anything
which so attaches demand to a competitor that its
elasticity becomes less than infinite within this range
gives him something of the power of a monopolist. A
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circumstance tending in that direction would be any-
thing which produces the belief in the mind of the
buyer that the goods of one seller are not exactly the
same as those of any other seller, provided that he acts
on that belicf. In that case, that particular seller
would be able to depart, after careful calculation, to
a certain extent from the uniform competitive price.
This diffcrentiation of goods may also provide the
most realistic solution of the duopoly problem pre-
viously touched on, for it would help to crcate, as it
were, a non-compctitive area for each rival.

8. COMPLEMENTS AND SUBSTITUTES

There is a further special point which it is important
to consider. At an earlier stage we noticed, among
the characteristics of wants, their competitive or
alternative nature and their complementary charac-
ter. To these correspond certain characteristics of
goods. It is customary to distinguish between substi-
tutes and complementary goods (or, as Professor Irving
Fisher has called them, competing and completing
goods). We speak of substitutes when two goods are
so rclated that either one or the other may satisfy a
want. Two goods are complementary, on the other
hand, when the want for one good involves also the
want for the other. One speaks generally of indepen-
dent goods when neither of these two relations exists.

It is clear that when relations of the above nature
are present, the marginal utilities of the two goods will
be peculiarly related. Their demands and prices will,
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therefore, also show a special correlation which re-
quires consideration. Recently, however, it has been
shown, by Mr. R. G. D. Allen and others, that the
above definitions are not quite precise. In the first
place, in a general way, all goods may, from time to
time, be either substitutes or complements depending
on the tastes and resources of the individual at the
particular time. Moreover, each good when con-
sidered as part of a structure of goods (which forms a
certain standard of living) is always a complement;
while when we look upon goods as competing for a
limited amount of resources (money), all those within
a given group, c.g. food, are substitutes.

The relation of marginal utilities. We can, how-
ever, cstablish the following general rules. The normal
rclationship between any two goods is such that an
increase in the quantity of that good reduces its mar-
ginal utility in relation to that of the other good. A
non-normal position exists when one good is supcrior
and the other inferior; in this case an increase in the
quantity of one good always reduces the marginal
utility of the inferior good in relation to that of the
superior good.

Goods in the normal position are all goods generally
regarded as independent as well as all complements.
An increase in the amount of X will diminish its mar-
ginal utility in relation to that of Y (or increase the
marginal utility of Y in relation to that of X); and the
converse is true of any diminution in the quantity of
X. This applies equally to motor-cars and wireless
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sets, and to motor-cars and petrol. The only differ-
ence is that in the casc of the latter, which is more
gencrally regarded as a complementary relationship,
the change in the marginal utility relation will be very
rapid, while in the former case it will be slower. Thus
an increase in the quantity of motor-cars will raise the
marginal utility of petrol in relation to that of motor-
cars quickly and markedly, but that of wireless sets
more slowly and less markedly. Clearly, many differ-
ent grades of corrclation are here possible according
to the closeness with which the two goods are bound
together.

Goods will be in the non-normal position particu-
larly often when the relative quantities of the two
goods are very uneven. Suppose, for example, that an
individual possesses a large quantity of bread and a
small quantity of mcat. Mcat is the superior, bread
the inferior good, because, when possible, the indivi-
dual will substitute meat for bread. Anincrecasein the
amount of bread will, as in the previous case of
complements, diminish the marginal utility of bread
in relation to that of meat. Butin this case an increase
in the amount of meat, the superior good, will dimi-
nish the marginal utility of bread even more quickly
than that of meat. In the case of an increase of either
good, therefore, there is a relative diminution in the
marginal utility of the inferior good (the substitute,
more commonly so called).

The effect on the price-demand relationship is
obvious. In the case of complements, a fall in the
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price of one good will increase the demand for the
complement in relation to the demand for it, and vice
versa. In the casc of substitutes a fall in the price of
the superior good will increase the demand for it in
relation to the demand for the inferior good. A fall
in the price of the inferior good will diminish the
demand for it in rclation to the demand for the
superior good. Finally, where a third, non-related,
good falls in price, the demand forit will rise, but if the
clasticity of the demand for it is less than unity, the
demand for the inferior of a pair of substitutes will
fall in relation to that of the superior good.

All these statements are true only with the proviso
—which we have tacitly made all through the present
analysis—that the total outlay for all goods remains
the same. Should the total outlay rise, then the de-
mand will rise, but not uniformly for all goods. The
demand for the superior goods among substitutes will
rise, as will the demand for all other goods. But the
demand for the inferior goods will fall.

All these cases arc of very great importance in
practice. Not so long ago, for example, one could
study the relation between butter and margarine,
a superior and an inferior good. The low price of
butter led to an increase in the demand for it and to
a substitution of it for margarine. The conscquent
relative fall in the demand for margarine led to a fall
in its price also.

When the total outlay of a group of people declines,
as, for example, in a depression, the general tendency
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is for the demand for the inferior good to increasc in
relation to the demand for the superior good, and to
all other goods. The opposite is truc of a time of
prosperity, when total outlays increasc.

Giffen’s anomaly. One abnormal case, first des-
cribed by Sir Robert Giffen, might also be mentioned.
A rise in the price of the inferior good will, as we
know, diminish relatively the demand for the superior
good. Sometimes this may be brought about by an
absolute risc in the demand for the inferior good as
well as by a fall in the demand for the superior good.
In this case, we would have an exception to the normal
rule that an individual will never increase his demand
for a good when its price has gone up, even though he
may increase his total outlay. This exceptional state
of affairs arises, according to Giffen, in the demands
of the poorer classes for meat and bread. A rise in the
price of bread will, on account of the small total out-
lay, the urgency of the need for the good, and the
marked superiority-inferiority relation between the
two, lcad to a rise in the demand for bread, and a
greater substitution of it for meat. From the above
analysis it will be clear that this exception from the
norm can be easily explained.

9. EqQuiLiBRIUM

We have just noted one assumption which was
made throughout the preceding analysis of exchange:
that of a given total outlay for each participant. This,
however, is not the only assumption which conditions
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the validity of the laws of exchange at which we have
arrived. It 1is necessary here to recapitulate the as-
sumptions made explicitely, and to state those which
were implied in the argument.

In all the cases treated above we have assumed a
number (at least 2) of people with given amounts of
goods, actuated by the desire to achieve as nearly as
possible a uniform level of marginal utilities in accor-
dance with the second law of Gossen, led, thereby, to
cxchange, and using money to facilitate exchange. In
postulating this we have made certain assumptions as
to the bchaviour of the individuals with whom we
have been concerned and as to the quality of their
interrelationship.

The market. We have assumed that the conduct
of our individuals is in accordance with the laws of
choice, that they are free to act as they choose, and to
contract with one another freely. Some of the implica-
tions of these postulates we shall discuss; for the
moment it is clear that our individuals must be in
communication with one another; i.e. there must be
the physical possibility of exchange and there must
be knowledge on the part of each participant of the
actions of the others. In such a case we say that the
buyers and sellers meet in a market.

In the ordinary sense of the word, a market implies
a physical meeting-place of buyers and sellers, such as
is found in the small local market-place to which
potential buyers bring their demands and in which
they discover the offers of sellers. But in our usage the
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term market denotes something much wider than this.
It describes the machinery by which individual sub-
jective evaluations are transformed into the objective
scale of prices; and the market for any individual good
performs the function of establishing equilibrium be-
tween all the subjective evaluations of that good.
That equilibrium will, as we know, be reached when
the marginal utility of the good in rclation to that
of other goods is the same for all who possess it and
when it is higher for those who have it than for those
who have not.

When we speak of the world wheat market, we do
not have in mind any physical place (although there
are important exchanges in which buyers and sellers
of wheat meet); we mean the fact that buyers and
sellers of wheat all over the world are in constant
communication with one another, and that beyond
the physical market-places there is a mechanism of
communication which unites them all. Similarly,
when we say that there is a market for X, but that
there is no market for Y, we mean that there are frc-
quent dealings in X which have put it on the com-
munal scale, and have given it a price; and although
there may occasionally take place exchanges of Y,
these are so infrequent that there is no price for Y.

Market equilibrium. Ina marketin which buyers
and sellers are in perfect communication, there exist
certain relationships between demand, supply, and
price which we have studied. Weg can summarize our
results by saying that demand, supply, and price



EQUILIBRIUM 113

are mutually dependent. Demand depends on price;
supply depends on price; and price, in its turn,
is determined by the relation between supply and
demand; or, to put it somewhat differently in accor-
dance with the statement that it is not necessary to
speak of supply at all, the demand of each individual
will depend on price, and price is determined by the
interrelations of all demands. We have, moreover,
scen that the self-rcgulating action of this system of
interdependence is such that any movement of any
one of the factors tends to produce an opposite move-
ment. We can, therefore, conceive (in theory) of one
relationship betwcen supply and demand at which no
changein price will occur. Whenever in the preceding
pages we have studied the determination of prices,
the demand and supply conditions assumed have
represented such a relationship.

This is true of cach market (i.e. the mechanism of
exchange of each individual good). But there is also
a relation between all markets: owing to the general
limitation of all resources, the demands for and the
supplies of all goods are interrclated. We can also
conceive of such a relation, or system, of all prices that
there will be no tendency for any demand and supply
relations to change. To both these conditions we may
give the name of equilibrium, the former applying to
the exchange of a single good, the latter to exchange
in general. At the conclusion of the theory of produc-
tion we shall return to the concept of equilibrium.

We shall have to discuss again, with wider terms of
4287 1
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reference, the conditions of equilibrium in general;
the different kinds of equilibrium that are possible
(1.e. under competition and under monopoly); and,
in particular, the relation between this analysis and
reality, i.e. whether, and, if so, under what condi-
tions, the position described as one of equilibrium
can be realized in practice.



1I1I. THE THEORY OF PRODUCTION.
1. THE ScorE oF THE THEORY

N the theory of consumption we examined the
individual’s disposal of a stock of goods. We then

procceded to assumec that his acts of choice would
extend to exchanging his goods with those of others.
Here again, we advanced from the case of two indivi-
duals to the most general case of the competitive
market and system of markets. All the time, however,
we have had one qualification in mind; we did not
inquire into the origin of the goods which were being
exchanged, and assumed that the stocks in the posses-
sion of different individuals were fixed (notwithstand-
ing that, from time to time, the quantities offered and
demanded by them might vary).

In the theory of production, we assume that the
physical stocks of goods can be varied and we study
the implications of choice under this assumption.
Productive activity includes everything directed to-
wards making more mcans of consumption (goods of
the first order) available to the consumer. The simpler
of these activities (those which change only the legal
availability of goods) we have already treated in the
theory of exchange. It now remains to study activities
which alter the physical characteristics of goods and
what Profcssor Robbins has called their time and
space indices. One must avoid any misunderstanding
as to the relation between economics and technology.
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Production, like all cconomic activity, involves certain
technical problems. Technology shows how different
means may be used for the satisfaction of different
wants; in the theory of production it shows, in particu-
lar, how the physical and other characteristics of goods
may be altered. But when the means for achieving
many of these ends are limited and capable of alterna-
tive uses, an cconomic problem arises. It then be-
comes necessary to choose between the different uses
to which these means may be put.

The original factors. The wants which human
beings expcrience are directed to goods of the first
order, i.e. those which are adapted for consumption.
The extent to which such goods are available is con-
siderably limited. But nature does provide certain
goods which, when adapted, will become suitable for
consumption. These goods we call the original factors
of production. They include all the resources of nature
towhich wegive the gencral name of land, and human
encrgy to which we give the general name of labour.
Production consists of the combination of these per-
sonal and impcrsonal factors for the purpose of pro-
viding want-satisfying goods.

The first thing to note about the factors of produc-
tion is that they, too, are economic goods. They are
scarce relative to the want for them (i.e. for the pur-
poses of production as defined above). The second
noteworthy characteristic is that the possibilities of
productive combination of the factors are many, in
other words they can be used in alternative ways. The
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genceral laws of choice will thercfore apply to them.
They will possess utility and valuc; and, given the
institutional conditions described in Part I, we can
expect them to become objects of exchange. In that
case, cach will be dealt in in its own special market
and will command a price.

We conclude, then, that the problem of the disposi-
tion of scarce factors by an isolated economy must be
subject to the same rules as those found in the theory
of consumption, while the exchange of scarce factors
must be subject to the gencral laws of exchange. Ina
sense, therefore, the propositions already developed
must contain gencralizations capable of application
to the factors of production.

The interdependence of prices. The rcason why
they are not sufficient as they stand but require further
claboration is that the demand for factors is not direct
but is a dertved demand. True, all demand is derived in
the sense that we want means for certain ends, what-
ever these ends may be; but the indirect nature of the
demand for factors is particularly obvious and itsclf
requires explanation.

We can conceive of our economic man to be con-
fronted, on the one hand, by a demand for goods of
the first order, on the other, by a supply of scarce
factors. The process of production has, somehow, to
bring these two together. The theory of production
has to show how these two are, in fact, brought
together; how the demand for consumption goods is
translated into a demand for factors, and how the
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supply of factors is transformed into a supply of con-
sumable goods.

We have already studied the implications of the
demand for goods of the first order, in the pricing
process. We have seen that, normally, demand and
supply will, respectively, be inversely and directly
correlated to price; and in the market there will,
normally, be only one price at which demand and
supply are equal. In addition, there is an interrela-
tion of all prices resulting in a structure of mutually
dependent prices. This interdependence of the prices
of goods of the first order implies that the price of
a good will be determined not only by the supply
and demand conditions of its own market, but also
by those of others. Even where, in a market con-
sidered inisolation, conditions may exist for the forma-
tion of a price at which supply and demand are
equated, changes of prices in other markets will in-
fluence the price in our first market and thereby cause
changes in supply and demand conditions.

Such an interrelation of prices is prescnt not only
between the consumption goods themselves, but also
between consumption goods and factors of produc-
tion. In studying this interdependence of prices, the
theory of production analyses simultaneously the
pricing of the factors of production and the quantities
of factors used.

A division of the theory of production. There are
two broad divisionsin the theory of production. Inthe
first, we ignore the possibility of indirect production
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and study only production which is assumed not to
take time but to result in the direct transforimation
of factors into consumption goods. This the Germans
call Momentanproduktion (instantaneous production)
and in English this branch of the theory is often
referred to as non-capitalistic production. In the second
part of the theory, we study the implications of in-
direct production which involves a lapsc of time be-
tween the first use of productive factors and the
appearance of consumption goods. This is capitalistic
production. The reader’s attention is, however, again
dirccted to the proviso about the use of these terms
given in Part I.

The first branch of the theory is again divided into
two broad sections. The first studies production with
the aid of a single factor; the second production by
mecans of a combination of factors. Both these can, then,
be treated for both the isolated and the exchange
economy.

2. PropucTiON IN THE IsoLATED EcoNoMmy

The case of single-factor production is the simplest,
and we will therefore take it first.

The technical coefficient. We will assume that the
individual possesses a given stock of a single factor,
and that there are two possible uses to which that
factor can be put. The individual will then have to
decide between these alternatives. A scale of prefer-
ences will thus be established as an additional datum.
There is yet a third datum which is necessary before
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the uses of the stock of factors can be considered deter-
minate, namecly, the rclation between quantity of
factors and quantity of product. This is known as the
technical cocfficient. It expresses for cach good the
quantity of factors necessary to produce a unit of that
good.

Suppose, for example, that the individual had 5
hours of labour (stock of factors), that it took 1 hour
to produce 1 basketful of strawberries and 1 hour to
produce 1 bagful of firewood (the technical cocfli-
cients), and that the scale of preferences as between
strawberries and firewood was 1 basket > 1 bag >
1 basket > 1 bag > 1 basket. (In otherwords, the first
basket of strawberrics stands higher, but the second
basket stands lower on the scale than the first bag, and
soon.) Ifthese are the data, it is clear that if a maxi-
mum of satisfaction is to be attained, then, according
to the second law of Gossen, the 5 hours will be used
to produce 3 baskets of strawberries and 2 bags of
firewood. With this result, 1 hour of labour (one unit
of the factor) will be producing the same utility, at
the margin, in both uses.

The expenditure of effort. If the supply of labour
is variable, the choice will be not only as to the uses
to which it is to be put, but also as to the amount of
labour to be expended altogether. It used to be
argued that it was a special characteristic of labour
that its use was accompanied by a subjective sensation
which was the opposite of satisfaction. The expendi-
ture of effort, it was said, produced pleasure, but it
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also caused pain, and the two had 1o be balanced
against one another. In more recent theory the
formulation was to the effect that while the result of
effort was utility, effort also gave rise to disutility.
With the progress of formalism in economics it is diffi-
culttoseec howsuch adistinction can be preserved. The
‘pain’ of labour can be regarded simply in thelight of
an increasing marginal utility of leisure as the amount
of it declines in relation to the amount of the goods
produced bylabour. Leisure would thusoccupy a place
on the scale of preferences equally with other goods.

The scale of preferences, including leisure, and the
technical coeflicients will between them determine
both the total amount of labour expended and the
amounts of each good to be produced. If, for example,
our scale of preferences as regards strawbcrries and
firewood, and the technical coefficients were the same
as before, and if leisure after 5 hours stood higher than
the addition of a third bagful of wood, the individual
would work 5 hours altogether and produce, in that
time, g baskets of strawberries and 2 bags of firewood.
In the older terminology it would have been said that
the marginal disutility of 6 hours was grcater than the
marginal utility of g baskets plus 3 bags, but that the
marginal utility of g baskets plus 2 bags was greater
than the marginal disutility of 5 hours’ labour.

Two factors and fixed technical coefficients. Little
is altered if we assume the individual to possess two
factors. Here, again, he will choose those uses which
will give maximum satisfaction; and the scale of
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preferences, the stocks of factors (where one factor is
labour, the value of leisure will also appear on the
scale), and the technical coefficients will, between
them, determinc the proportions in which the factors
are used and the total quantity of goods produced.
Suppose, for example, that the individual possesses
4 units of labour and 4 units of a factor which we shall
call land. He can use these to produce either good A
or good B. The technical coefficients are 1 unit of
labour plus 1 unit of land for each unit of either good.
In this case, the total stock could be used to turn out
a variety of combinations of these goods, i.e. 4 units
of either A or B; 3 of A and 1 of B and vice versa; or
2 of cach. In all these cascs the total stock of 4 labour
and 4 land would be used ; and, in addition, there are
all the productive combinations in which something
less than the total quantity of factors is used. Now if
the scale of preferences is, as before, A, > B, > A,
> B, > A; > ...itis easy to see that maximumsgatis-
faction will be obtained by using all thefactors to pro-
duce 2 unitsof A and 2 unitsof B. Anaddition ofa third
unit of A could only be made by sacrificing the second
B; and since the second unit of B stands higher on the
scale than the third unit of A, there would not be equi-
librium in accordance with the second law of Gossen.

3. PropucTioN IN THE EXCHANGE Economy

The institutional data. We now pass on to consider
production in the case of an exchange economy. Itis
pertinent, at first, to consider briefly why exchange of
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factors of production should arise. To ask that is to
ask the reason for the existence of production asasocial
process. The reason for the exchange of goods of the
first order was to be found in the fact that there existed
differences in the ratios of marginal utilities between
different people. It must, therefore, also be true that
the individuals who own factors of production will
value them differently and will wish to achieve equili-
brium by exchanging them. Thus, a different sub-
jective evaluation of factors of production is in theory
the necessary and sufficient reason for exchange to
arise. But differences in these subjective evaluations
will, in fact, only arise because of certain specific
objective conditions. These conditions have already
been described in the first part of this book; they are
division of labour and co-operative production.

The reason for division of labour is its greater pro-
ductivity; it reduces the technical cocfficients. This
is a gechnical fact and is to be accepted by us as a
datum. Initsearly stages, division of labour involved
exchange of products. Each individual specialized in
the production of one good, and while he ceased to
be self-supporting, he obtained at the same time the
possibility of procuring for himself the things he
needed by the exchange of his own surplus products
for those of others. We observe already, at this stage,
that the individual owner of the factors of production
does not use them for himselfin the narrow sense, but
only in so far as he can administer them in accordance
with the communal scale.
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When division of labour has developed to the point
where cach individual contributes only a small part
to the production even of one single good, the problem
of combining all individuals in co-operative produc-
tion ariscs. A study of the way in which this problem
is solved bclongs to economic history. For our purpose
it becomes a social datum. Co-opcration in produc-
tion is brought about to-day by the activity of private
enterprise. It consists, bricfly, of this. The owners of
the factors of production offer them in a market in
which the entrepreneur exercises a demand. The
latter buys them, combines them in production, and
sells their products in the market of finished goods.
The owners of the factors appear again, as a body, in
this market, but this time as buyers.

Co-operative production demands, thercfore, a
mechanism by which the two sets of markets may be
connected. The entrepreneur acts as the connecting
link; and while other such links might conceivably
exist, it is through a study of the actions of the entre-
prencur that we shall be able to answer the questions
we set ourselves at the beginning of this part as to the
relation between the market for goods of the first order
and the market for factors in our social system.

The supply of labour. We have already discovered
the general laws of the market for goods of the first
order. Let us sce how these laws apply to the market
for factors now that we know that such a market exists:
the demand comes from the entrepreneur, the supply
from the owners of the factors. All we have to assume
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at the moment is that the supply of factors will be
related to the price. Sometimes the supply will rise (or
fall) quickly in response to a rise (or fall) in price;
sometimes it will respond slowly. We shall see later
what special problems arise in connexion with the
variability of the supply of factors, but something at
least must besaid here in relation to one factor, labour.

In general, there is no rcason to suppose that the
laws of price do not apply to labour. The labourcr
sells his services; he obtains a price which we call his
wages; these, in a complex economy, arc gencrally
paid in moncy; he uses this money in order to buy
consumption goods. In determining the terms of his
offer he will have to balance the advantages he obtains
against the disadvantages of the hiring out of his
labour. Such balance must follow the general rule
which relates demand, supply, and price. At a higher
price, other things being equal, he will supply more,
at a lower price, less.

It is, however, necessary to make a few qualifying
remarks here; and more will follow later. In the first
place, the scller of labour is in a different position from
that of the seller in general. In a modern community
the labourer is, as a rule, unable to obtain the goods
which he wants by any other means than by hiring
himself out. Even if he were prepared to become self-
supporting—little though he could produce for him-
self—it is hardly possible for him to obtain the original
impersonal factors which would enable him to do so.
It is no exaggeration to say that unless he can find a



126 THE THEORY OF PRODUCTION

buyer for his services, he would be unable to maintain
himself.

Now this is a social fact. But it has an important
bearing on the relation between wages and the labour
supply. The labourer will seldom be in a position
to withhold his supply when the price falls; he will
have no reserve price.

There is a further point: in certain circumstances,
the supply of labour may react to changes in price
in a directly contrary way to that postulated as
the general rule. In other words, it may be that,
below a certain point, a fall in wages will produce an
increased supply; and above a certain point a rise in
wages will produce a fall in the supply of labour.

The former of these exceptions follows from the first
qualification made above. Where the labourer is
anxious to maintain a certain minimum standard of
subsistence, a fall in wages which threatens that stan-
dard will cause him to increase the supply of labour.
He may work longer, or members of his family, who
previously were not in work, may offcr their services
in the market. On the other hand, where wages are
high enough to make the maintenance of a certain
standard sccure, a rise in wages may lead the labourer
to curtail his supply and so increase his leisure.

4. SINGLE-FACTOR PrRoODUCTION

After these preliminary remarks, we may now pro-
ceed to consider the simplest case: that where the
product involves the use of a single factor. We have
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three sets of conditions to consider: those in the market
for the product, those in that for the factor, and their
conncxion through the entrepreneur, who supplies in
one market and demands in the other.

An example. The state of affairs is best illustrated
by an example. We will use, with adaptations, one
recently given by Professor Strigl. It must be made
clear, however, that no example of the simplest case
can be realistic, since we have to assume (a) the exis-
tence of two markets with entrepreneurs connecting
them, (b) the use of only a single factor, (¢) production
to be instantaneous, i.e. prices are rcceived by the
entreprencurs and arc simultaneously paid out by
them. Thesec conditions arc hardly likely to be found
in practice. In particular, theuse of only asinglefactor
is seldom likely to go hand in hand with the existence
of entrepreneurs in this line of production: it is more
likely that the owners of the factors of production will -
themselves sell their products. The following example
should be regarded as only a preliminary introduction
to the problem of price and cost. More will follow
later.

We assume, then, that there are entrepreneurs who
deal in the scrvice of window-cleaning. On the one
hand, they have to mect a demand from houscholders
for these services, on the other, they are faced with a
supply of the services of window-cleaners. The de-
mand of the householders will be inversely related to
price. The higher the price, the less will be demanded:
all householders will have their windows cleaned less
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frequently; or some houscholders will clean their own
windows; or a mixturc of both these tendencies will
bring about a diminution in the demand. Disregard-
ing the exceptions mentioned in the previous section,
we can assume the supply of the labourers to be
directly related to the price. At a lower price, some
will withdraw from the market and some will work
less; while in order to obtain a greater supply, the
entreprencurs will have to pay a higher price.

It is clear that the entreprencurs will arrange their
demand in the labour market in accordance with the
prices ruling, or expected to be ruling, in the market
for the product—in this case the market for window-
cleaning. They will not offer wages which they do
not expect to be covered by the price which they can
obtain for the service. Alternatively, they will en-
deavour not to sell any services at a price which is
below the cost incurred for it, i.e. the wages of the
labourers. Wc have here ignored the remuneration of
the entrepreneur himself, since this makes little differ-
ence to the argument. We can simply reformulate the
above statement and say that the entreprencurs will
be anxious not to sell at a price which is below cost
including their own remuneration.

The law of cost. The mechanism which achieves
these objects is known as the law of cost. It can
be expressed in the following way. If the price is
above cost, the entrepreneurs will obtain a large
remuneration. Competition among them will, then,
produce an increase in the supply, through each one
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offering more of what is to him a very remuncrative
service and through a tendency for other entrepre-
neurs to enter this line of production. This increase
in supply will lower the price. In the second place,
the increase in the supply can only be achieved by
drawing more labour into production, and this implies
the offer of higher prices: wages will rise. Thus we
have two tendencies, a fall in price and a rise in cost
which cut into the remuneration of the entrepreneurs
and bring about cquality between cost and price.

Conversely, if price is below cost, the remuneration
of the entrepreneurs becomes a negative one. The
losses incurred in the window-cleaning business result
in a diminution of the supply: some restrict their
offers, others go out of busincss altogether; and this
will tend to raise the price. In reducing their supply,
the entrepreneurs also reduce their demand for labour
and wages will fall. These two movements will go on’
until price and cost are equated again.

At what point exactly the two tendencies will meet
cannot be dctermined. It will depend upon the scales
of preferences in the two connected markets, i.e. on
the elasticity of the demand for window-cleaning and
on the elasticity of the supply of labour (on the reserve
prices of the workers). Itis possible, for example, that
if the demand for window-cleaning is highly elastic,
and if the reserve prices of the workers are very low,
the mecting-point of the two forces will be at a low
price-cost level. On the other hand, if the demand
for window-cleaning is very inelastic, and if the

4287 K
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reserve prices of the workers are high, a high price-
cost level will result.

The level will also be affected by the degree of com-
petition among entrepreneurs. Indeed, without a
consideration of the relation between individual entre-
prencurs in the same line of production, little of
real importance can be said about costs and prices.
This will become clear when we examine the more
realistic conditions of complex production. We shall
see shortly that a more rigorous distinction between
different kinds of cost is required for any exhaustive
analysis. For the moment, the law of cost, in its sim-
plest form, shows that the connexion between the pro-
duct and factor markets in certain conditions will
result in a tendency to equate price and cost. In our
present example, since the only cost of production
(ignoring the entrepreneurs’ remuneration) is that
incurred for labour, since we have (tacitly) assumed
that the labour of all workers is of the same quality,
and since we have (again tacitly) assumed that the
technical coeflicients are the same for all entrepre-
neurs, we find that price must tend to be equal to
labour cost.

Price and cost. What we have still to examine is
the effect of the (temporary) inequalities between
price and cost which have been mentioned. We sup-
posed, at one point in our argument, that price and
cost were not cqual. But this did not mean that when
the markets for product and factor were viewed, each
on its own, equilibrium did not exist. In each market



SINGLE-FACTOR PRODUCTION 131

a certain demand met a certain supply, and a price
was formed. But the fact that the two markets were
related to one another meant that cach price had to
satisfy not only the supply and demand conditions in
its own market but also those in the other. The prices
could only bestable ifthey were in equilibrium relative
to both markets. This mutual equilibrium is brought
about by the opcration of the law of cost. In one set
of circumstances the entreprencurs suffer losses, and
they therefore change their demand in the one, and
their supply in the other market. Under different
conditions they make large gains; this will also lead
to a change in the demand in one and in the supply
in the other market. In cither casc the tendency is
for rcadjustment to take place until cost and price arc
cquated.

What, however, is the position while this readjust-
ment is taking place, and before it is completed? In
other words, why is it that inequalities can occur?
The reason for the absence of equilibrium between the
two markets (it is this absence which brings the law
of cost into operation) is the fact that the entrepreneur
will arrange his activities according to his estimates of
the price-cost relationship. It may well be, therefore,
that his estimate proves wrong, i.e. that he may have
incurred costs which the price he can obtain will not
cover.

True enough, any such error will tend to be cor-
rected. When the entreprencur comes to repeat the
process of production he will, wiser for his experience,
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actin the way described in the law of cost : he will offer
less in wages and he will reduce his supply of the pro-
ductin order to raise the price. This constant revision
of the terms on which he is willing to buy and sell,
based on a comparison of the entreprencur’s estimates
with reality, is, in fact, what is meant by the mechan-
ism of the law of cost. While, therefore, prices and
costs tend to equality, divergence between them is
possible: for no one will pay an entrepreneur a par-
ticular price simply because he has incurred certain
costs.

This analysis enables us now more precisely to
answer a common question: Does cost determine
price, or not? Our answer is that costs and prices
are interdependent and tend to equality. Costs
will determine price only within the limits of the
evaluations of the buyers of the product from which
the objective scale results. Beyond that limit, costs do
not determine price. Price thus forms an upper limit
to costs, but costs do not form a lower limit to price.
The equalization of the two is brought about by
entreprencurs producing according to estimates
formed on the basis of existing prices and costs.
Should that estimate turn out to be wrong, readjust-
ment can only be made by a change in the supply of
the product: when costs fall in relation to price, supply
will increcase and price will tend to fall; when costs
rise in relation to price, supply will diminish and price
will tend to rise.

An error once made is irrevocable. The answer to
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the question whether cost determines price depends,
therefore, on what we understand by cost. As Wick-
steed has pointed out, if we mean by cost of production
that expenditure which has already been incurred, we
must conclude that it does not affect price. The price
will be determined by the place which the product
occupies on the objective scale. But cost, in the sense
of the ratio between the price of the product and
the price of anything which can be produced with the
same outlay on factors, will determine whether the
entreprencur will produce that particular good or not
and thus influence price. In the long run, therefore,
both cost and price express, in different ways, the
relative value of different goods.

Opportunity cost. The rclation just outlined is
known as the opportunity cost principle. Its significance
becomes clearer when we consider the production of
more than one good by the same factor. Suppose, for
example, that the entrepreneurs whom we have been
considering had had the choice of supplying window-
cleaning or ‘charing’. In thiscaseit will be therelative
state of the two markets which will determine how
much of each should be produced and what the prices
will be, in exactly the same way in which, as we saw
in section 2 of this chapter, the isolated economy
chooses between two goods produced by the same
factor.

If our entrepreneur discovers, after a time, that his
estimates of the window-cleaning market were unduly
optimistic, he may consider the possibility of using the
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productive factor, labour, to supply ‘chars’ instead of
going on with the supply of window-cleaning; but the
loss made by the past error is incurred once and for
all and cannot affect the price which he can get.

The following example, which is a slight adaptation
of one given by Professor Bilimovi¢, may serve to
illustrate the point in a more general way. Suppose
there are three producers, A, A,, and A, who possess
respectively 6, 6, and 4 units of a factor L. This factor
can be used to produce either X or Y; and the techni-
cal coefficients are the same for both, viz. 1X requires
1L and 1Y also requires 1L. We assume A, and A,
to produce X and A, to produce Y. The total output
will then be 12X and 4Y. Now suppose that the prices
are: 1 unit of money buys 2X and 1 unit of money
buys 1Y; in other words, the ratio of exchange is
2X : 1Y. At this ratio (provided the objective scale
is relevant to all three producers, i.e. providing that
they are consumers of both X and Y), we can repre-
sent the scales of preferences as follows: (X;+X,)
>Y, > (X34+X,) >Y, >.... A;and A, will then
consume 4X each and offer 2X cach in exchange for
1Y. A, on the other hand, will consume 2Y and
exchange the other 2Y for 4X. Supply and demand
are equated and, taken in isolation, the markets for
X and Y are in equilibrium.

But they are not in stable equilibrium, since the
same factor produces different values in the two lines
of production. Inother words, the producer of Y fares
relatively better than the producers of X. A change
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will thercfore take place in the relative amounts pro-
duced. A, and A, will enter the production of Y up
to that point at which the same factor L produces the
same value in the production of both goods. That will
be the case when A, and A, produce 4X and 2Y each
and A, produces 4Y. The total output will then be
8X and 8Y; the pricc will become 1: 1; A, and A, will,
between them, demand 2Y in exchange for 2X, A,
will demand 2X and offer 2Y. Demand and supply
are equated and the two markets are in equilibrium.
This time, however, it is an equilibrium which can
last, for the economic optimum is reached in accor-
dance with the second law of Gossen: the marginal
utility produced by the factor in each line of produc-
tion is the same as that in every other.

We have, in our last example, assumed that the
technical coefficients were the same in the production
of both commodities. Little is altered if we assume
different technical coefficients for each good. It 1s
unnecessary to give another example, for the analysis
given will apply, provided that the technical coeffi-
cients are the same for each producer.

5. PRODUCER’S SURPLUS

Differencesin technical coefficients. We must now
turn to the case in which this last proviso is not ful-
filled. That is to say, we drop the assumption that
each producer has the same technical coefficients.
From this it will follow that, where the stocks of the
factors are fixed for each producer, a change over
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from one line of production into another may be
impossible. We speak in that case of an incomplete
mobility of the factor. It will be shown that this incom-
plete mobility may be present for other reasons as
well.

In order to study the implications of the existence
of different technical coeflicients (while still main-
taining the condition that each good is produced by
one factor only) we can either assume that each pro-
ducer has a different factor, each of which is capable
of producing the same good, though with different
coeflicients; or we can assume that each producer
owns units of the same factor, but that these units are
of differing qualities: the factor is heterogeneous. The
former assumption is the simpler for purposcs of
exposition.

The first effect of the differences of coefficients is
that we have now to decal with a multiplicity of cost
levels. The costs of production of the same good (if
we assume that the price of the factors is the same—as
we should have to if we are postulating a competitive
factor market—then costs of production will mean
actual money outlays) will be different for each
producer.

How, in this case, will the law of cost operate? The
statement that the price will be equal to cost can no
longer be regarded as sufficient, since there are differ-
ent costs. When we say that there are producers with
different costs, we imply, of course, that they all pro-
duce for the market, i.e. that they can all sell their
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products. For cach produccr the law of cost will hoid
good. Each one will have to get a price which will
cover cost, otherwise he will have to reduce his output
or cease production altogcther.

Marginal cost. Thisis true of all producers regard-
less of their costs. It is true of those with the highest,
as well as of those with the lowest costs. While, how-
cver, costs may differ, we know that in the market
there can only be one price for the same good. What
will that price have to be in order to fulfil the condition
that the law of cost must hold good for all producers?
It clearly must be the price which is equal to the cost
of the weakest producer, 1.e. to the one who produces
with the highest cost.

It scems paradoxical, at first sight, to say that pricc
tends to equal the highest cost of production, but alittle
reflection will make the paradox disappear. For it is
the highest cost of production, given a certain demand,
to which price will be equal. In other words, the
demand cannot be met by the supply of the lowest-
cost producer alone; other portions of the supply must
be resorted to. These other portions of supply can
only be made available by having recourse to sources
of supply which carry a progressively higher cost. And
the cost of production of the marginal unit of the
supply—the marginal cost of production—will determine
the price.

It should be clear that the exact point at which the
margin will lie at any particular time will vary. If,
for some reason, such as a change in consumer’s
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preferences, the demand for the product declines
sharply, price will fall. This fall will bring the law of
cost into operation for those producers who are nearest
the margin,forin their case thefallin price will produce
losses. They will tend to go out of business, and the
diminished demand will now be met by a smaller
number of suppliers. But they, too, will continue to
produce with different costs; and again a highest-
cost producer will be present. There will still be a
marginal cost of production, although, of course, the
margin is now at a different level. Alternatively, an
incrcase in demand will raise price and thereby en-
courage producers who were previously extra-margi-
nal to enter this line of production. In either case, we
find that the law of cost still operatcs; but it does so
at the margin.

The existence of different costs of production and
the working of the law of cost at the margin means,
however, that different producers will achieve differ-
ent remunerations. Those at the margin will only
achieve that remuneration which makes it just worth
their while to continue to produce. Those who pro-
duce with the lowest cost will obtain a high differential
gain; this will get smaller as we near the marginal
producer. The situation is somewhat analogous to
that outlined in the previous chapter when seven
buyers and seven sellers, of different strengths, were
assumed to be bargaining. But while we found that
we could not then speak in any quantitatively precise
sense of consumer’s surplus we can speak of a producer’s
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surplus in our present case. Here it is clearly a
measurable difference between money outlays and
money receipts.

Comparative costs. A further conclusion which we
can draw in this example is that where technical
coefficients differ for each producer of the same good,
the same factor will produce different values for each
producer. Andifthere are more than one good which
can be produced by the same factor while the technical
coeflicients are still different for each good and for
each producer, the previous analysis which showed
that the law of cost will continue to opcrate at the
margin will apply.

But what happens to our previously discovered
tendency for the factor to be distributed among the
different uses in such a way that it produces the same
value in both? Let us suppose that A}, A,, and A,
possess, respectively, 40, 25, and 28 units of a factor L
which can produce either X or Y. The technical
coeflicients are different for each producer and for
each good.

Let A, have technical cocflicients {18%: ::g; i,i,(
A { 5L for 1X

2 ? »” 6L for 1Y

A {3L for 1X

8 »? ? 2L for 1Y

If the price is such that 1X exchanges for 1Y, produc-
tion will be as follows: A, will produce 10X; A, will
produce 5X, Aj will produce 14Y. With this output
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—assuming again that the objective scale is relevant
to all—A; will demand 5Y and offer 5X; A, will
demand 2Y and offer 2X, and A, will demand 7X and
offer 7Y. Supply and demand are thus equated and
the price will be in equilibrium.

But with this output, L produces different values
not only for each producer, but also in each line of
production. Inregard to the first difference, we have
already seen that, with varying technical cocflicients,
it is inevitable that each producer who produces at a
less cost than the marginal producer, will get a surplus.
But since in our example the factor L produces } a
value unit in the production of Y, but only } or 4 in
that of X, why does it not move from the production
of X into the production of Y until it produces the
same value in each?

The answer is simple again: the differences in the
technical coeflicients together with the fixity of stocks
of factors. Each producer will still endeavour to pro-
duce in such a way as to get the best value out of the
factors which he possesses. In a previous example in
which technical cocfficients were equal for each pro-
ducer of the same good, this was achieved by using
the factor for the production of that which, with exist-
ing prices, gave its owner, or uscr, the highest value.
This is still true in our present example with the
qualification that each producer will now use the
factor for the production of that good which he can
produce at a lower comparative cost than other producers.
He will then rely on acquiring by exchange that good
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which he himself can only produce at a higher com-
parative cost than others. In the case we have studied,
A, had a lower cost of production than A, and A, for
both X and Y. But he did not, on that account, pro-
duce them both and remain sclf-sufficient. He ob-
tained a greater advantage by concentrating on the
production of Y and getting X from producers who
could only produce it at a higher cost than he might
have done.

The principle of comparative cost is of great im-
portance in explaining what arc, at first sight, the
paradoxes which one mects in business life. When-
ever we wonder why pcople should make certain
goods, scll them, and then buy others, we should ask
ourselves whether, balancing the different costs
against those of other producers (expressed in prices),
it is not better to rclinquish the production of that
which one can make more cheaply than others for
that which one can make very much more cheaply
than others.

One woman may be able to produce the same frock
more quickly than another woman. But if she could
produce even more quickly a design for a fashion
journal, and if the prices of the two goods are equal,
then she would obviously be better off in producing
the design. In other words, while she would get a
surplus over the marginal producer if she made a
frock, she would get an even greater surplus over the
marginal producer if she produced a design.

International trade. The thcory of comparative
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costs is of special importance in explaining inter-
national trade. While this is a special subject which
cannot be treated in detail in an exposition of the
elementary principles of economics, the relevance of
the above discussion to exchange between two coun-
tries may be pointed out.

The reasons for exchange between two countries arc
no different from those for exchange in gencral. They
are different evaluations of the same good; different
stocks of factors; different technical coeflicients and,
therefore, different costs. Suppose, for example, that
countries A and B both possess a factor L and that the
factor could produce X and Y. According to the law
of cost, under competitive conditions the prices of the
two commodities would, when costs vary for each
producer, be uniform and would be proportional to
the marginal costs of production. If labour could
move freely from one producer to another it would
flow to that producer who could produce most cheaply
and he would supply the total demand ; and if it could
flow freely from the production of one product into
that of another, it would be so distributed as to pro-
duce the same value, at the margin, in each.

But ininternational trade the assumption of perfect
mobility of the factor from one producer to another
does not hold. In particular, if that factor is labour,
there are many barriers, of language and custom as
well as those artificially created, which impede the
free flow of labour according to the competition of the
producers for its services. We must therefore assume
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the existence of non-competing groups (we shall meet this
concept again) which represent a situation analogous
to that of the fixity of stocks assumed in our last
example. That being the case, the principle of com-
parative costs will hold good.

Suppose, for example, that country A can produce
2X or 13Y with 1L and country B can produce 1X or
1Y with 1L. According to our analysis A and B will
concentrate on the production of X and Y respective-
ly. Country A has an advantage over country Bin the
production of both goods; but it has a greater com-
parative advantage in the production of X. Country
B has a disadvantage in the production of both goods;
but it has a smaller comparative disadvantage in the
production of Y.

Thus, these two countrics will each specialize on the
production of that good which it can produce at a
lower comparative cost than the other, and will ex-
change it for that which it can only produce at a
higher comparative cost than the other.

6. Joint Propucrs

The above discussion has turned mainly on the
relation between the technical coefficients and the
production which will be carried out. This should
enable us to see more clearly the relation between
technical data and economic activity. The technical
coeficients play a very important part in production.
Since they are objective facts, dependent upon techni-
cal conditions, it might be thought that technical facts
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determine production. This would be fallacious.
Technical coefficients are only important because, in
the shape of costs, they enter into the process of choice
of the producer. But they are by no means the only
factors to be taken into account in that choice. In fact,
it has been said that while technical data dctermine
what alternative opportunitics there are, the choice
between these opportunitics is an economic problem.

At this point a special case arises: one in which the
range of choice which technique offers is small or non-
existent. The problems of such a case are not, of
course, different in kind from those studied in the
preceding section; but the complete absence of choice,
or its very narrow range, make them worthy of special
attention.

The case referred to is that of joint products. There
are many instances of goods which can only be pro-
duced jointly. The production of meat carries with
it the production of hides; the production of mutton,
that of wool; the production of coal-gas, that of coke
and tar.

Fixed proportions. Let us first examine the case
where no choice is open; the two goods are pro-
duced together in unvarying proportions from the
same factor. (We continue to assume, for the sake
of simplicity, that only one factor is used.) Examples
of this kind are difficult to find; that of cotton-seed
and cotton has long been regarded as the outstanding
one. Fixed proportions imply that to produce them
together involves exactly the same cost as to produce
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each onc singly. In a case of this kind it is impossible
to assign costs to each separatc product, i.c. to have
separate reserve prices of the producers for cach
product. The total cost, at the margin, will influence
the total of prices; but the proportion which the price
ofeachbearsto the total will be determined by demand
conditions alone. If, for example, the production
of 10 units of A always carries with it the produc-
tion of 5 units of B and the marginal cost of production
is 5 for 1 unit of A plus } unit of B, all we can say,
according to the law of cost, is that the combined
prices will have to be such as to cover the marginal
cost of 5. The prices may be made up of 4 for 1 unit
of A and 1 for } unit of B, or in any other combination.
There is nothing in the law of cost which will decter-
mine the combination.

But we can explain the proportions by the fact that
the prices for each product will be determined not
only by the separate demand conditions, but will also
be connected, since the products are linked on the
supply side. A decline in the demand for one product
will lower its price, and this will tend to reduce its
supply. The supply of the other product would also
be reduced, and if the demand for it remains the same,
the price will tend to rise. Converscely, a rise in the
demand for A by stimulating, through a rise in price,
its supply will also stimulate the supply of B, the price
of which, in the absence of any change in the demand
for it, will fall.

We can reformulate the above statement in this
4287 L



146 THE THEORY OF PRODUCTION

way: If the demand for one of two joint products falls,
the supply of both will be decrcased, unless the de-
mand for the other rises sufficiently to enable its price
to carry a greater share of the cost, and vice versa. It
will depend on the respective elasticities of demand in
each particular case, what exactly the changes will
be in the relative prices and, therefore, in the relative
share of the total cost which each product bears.

The case of two goods produced jointly in fixed
proportions is rightly regarded as an exceptional one,
but the general rule laid down above will hold in a
greater or less degree of all joint products. According
to the degree of variability of the proportions, an in-
crease (or decrease) in the demand for onc will tend
to bring about a more or less proportionate increase
(or decrease) in the supply of the other.

Variable proportions. But when the proportions
can be altered, the cost of producing both is no longer
that of producing each one singly. In other words it
is possible to discover the changes in the total cost of
production arising from changes in the amounts of
each good produced. But once we can do that, we can
find the marginal cost of each good, which will be the
diminution in the total cost occasioned, in Marshall’s
words, ‘by so modifying the proportions as slightly to
diminish the amount of one . . . without affecting the
amounts of the others’.

Suppose, for example, that per unit cost one can
obtain ecither 4A+2B or 5A+1B. Then a total
cost of 5 could produce 20A+10B, and a total cost of
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4 could produce 20A+4B. Inotherwords, to produce
an extra 6 of B without altering the amount of A
produced would cost 1; the marginal cost of Bis, there-
fore, . It can be found for A in the same way; and
when we have found the two marginal costs, the prices
(dependcent on the relative demands for A and B) will
determine the proportions in which A and B will, in
fact, be produced. The only modification which is
nccessary is to introduce the costs which are peculiar
to each product. In the case of mutton and wool, for
example, therc are, in addition to the joint cost of
breeding the sheep, the scparate costs of killing the
animal and preparing the carcase and those of shear-
ing, &c. The price of each product will have to cover
its special cost plus its appropriate share of the joint
cost.

Joint products arc very important in practice; and
their costing presents one of the most difficult pro-
blems of business. The demands for them vary greatly
from time to time. Whatis at one time the by-product
which is difficult to dispose of, may become the main
product. The invention of refrigeration made it pos-
sible to transport mutton from New Zealand (where
previously it had been a by-product of wool-produc-
tion), and the increase in the demand for mutton
led to a substitution of cross-bred sheep, which yield
more meat, for Merino sheep which yield more wool.
Cotton lint, which is a by-product of the seed-crushing
industry, might go up in demand (e.g. in time of war)
and the position of secd-crushing would be greatly
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altered. The supply of seed would go up and, unless
the demand for it rose, its price would fall. As far as
the oil and cake made from the seed are concerned, it
would depend partly on the elasticity of the demand
for it, and partly on the size of its special costs of pro-
ductioninrelation toitsshare of the joint cost, whether
its supply would go up. Ifthe demand is elastic, and
if its special costs are not very high in relation to its
share of the joint cost, supply may expand, pricc will
fall, and demand will be stimulated. If, however,
demand is inclastic and the special costs are propor-
tionately very high, then even a very high price for
lint will not make it worth while to incur the addi-
tional special costs involved in an increased supply of
seed-cake and oil.

The importance of elasticity of demand under con-
ditions of joint cost (when the proportions of output
are more or less invariable) is seen particularly clearly
in the case of 2 monopolist’s price policy. Here, joint
production and differing elasticities of demand for the
joint products may lead to a policy of charging prices
in accordance with demand conditions without en-
deavouring to ascertain the proportions of total cost
(though not special costs), provided that the sum
total of prices covers the sum total of costs. The out-
standing example of this policy is that of transport
charges, where the principle of ‘what the traffic will
bear’ operates. The transport of different types of
goods is not charged for in accordance with their
respective shares of the total cost of transport, but in
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accordance with the respective demands. Where the
prices for the transport of certain goods arc fixed
very low by legislation the principle of ‘what the
traffic will bear’ will lead to a very high price for
transport in those cases in which demand is highly
inelastic.

7. CoMPLEX PRODUGTION

Throughout our discussion of production so far, we
have assumed that only one factor was used. It was
pointed out that while this was clearly the simplest
and the most fundamental case, it was one which was
either unlikely to be found in recality at all (our
window-cleaning examplc), or, if it was, was not to
be regarded as typical of the present organization of
industry. We can take it as the gencral rule that
modern production is production by means of a
combination of factors. What we have now to cxamine
is the extent to which our conclusions can be applied
to this present case. The law of cost has shown the
connexion between product and factor prices. Is it
relevant and, if so, with what modifications to com-
plex production?

Variable combinations of factors. There was, of
course, one point in our previous analysis at which the
use of a combination of factors was assumed: in the
case of an isolated economy using land and labour to
produce goods. But that example did not raise any
special problems because we assumed that the propor-
tions of the productive combination could not be
varied. We must analyse the morc general case when
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there is variability of the combination, and our results
will then be equally applicable to the isolated and to
the exchange economy. It seems clear that the law of
cost will be applicable in a general way. Once again,
the entrepreneur will transform a demand for con-
sumption goods into a demand for factors, and a
supply of factors into a supply of consumption goods;
and, in so doing, he will arrange his demand and
supply so as to fulfil the conditions of the law of cost.
The difference that arises in this case is, however, this:
granted that total cost, at the margin, must equal
price, what share will each factor have of that total?
Or, to put essentially the same question in a different
form, in what particular quantities will the factors be
used, since the possibilitics of combination are many:
much of one factor may be used for little of another;
one factor may be entirely replaced by another.

The law of diminishing returns. To answer this
question we have to look a little more closely at the
technical coefficients. In our previous examples we
tacitly assumed that the technical coefficients re-
mained unchanged for all sizes of output. The general
assumption was one of constant returns (i.e. constant
physical output per unit of factor) or constant costs
(constant money outlay per unit of product).

Is this assumption still justified when a variable
combination of factors is used? The answer to this
question was first given in relation to agricultural
production and was formulated as the law of diminish-
ing returns or increasing costs. In the more general form



COMPLEX PRODUCTION 151

which is common to-day it becomes one of the most
fundamental laws of economics.

First systematically developed by Turgot, and intro-
duced into this country by West, the law states that
beyond a certain point an increased application
of labour to the same piece of land yields a less
than proportionately increased return. Thus if 10
labourers could raise 20 bushels of wheat per acre,
12 labourers might raise 23, 15 might produce 27, and
20 might succeed in raising g2 bushels. While every
additional unit of labour added something to the pro-
duct, after a certain point it did so only in a diminish-
ing ratio, thus leading to a decline in the size of the
average product per unit of factor.

Attempts have sometimes been made to prove or
support this law by reference to certain technical facts
concerning agricultural production. But the law of
diminishing returns is not dependent on such proof.
It follows from the simple observation that land does
command a price, that farmers are often anxious to
obtain more land (this shows itself in land-hunger),
and that no farmer uses only the best portions of his
land, but cultivates poorer portions as well. Ifthe law
of diminishing returns did not hold good, the return
from any portion of land could be increased indefi-
nitely by an increase only of the amount of labour
used on it. But we know that this is not so. We know
that after a certain point, if an increase in output is
desired, it will be profitable to take more land into
cultivation, even if it is poorer land.
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What is true of the returns under the above condi-
tions, when the amount of labour was varied while the
amount of land was fixed, is equally true in the
converse case, that of an increase of land without an
increase in labour. A doubling of the amount of
land to be cultivated by the same amount of labour
will certainly not produce double the output. It is
therefore possible to widen the law of diminishing
returns, and to make it applicable to all production by
means of a combination of factors. We conclude that
if in a combination of factors one factor remains
unchanged while the others are increased, additional
units of those factors will, after a certain point, yield
a smaller return than preceding ones.

Increasing returns. Serious objections have been
raised against this law on the ground that experience
has shown many cases in which an increase in produc-
tion has been followed not by a rise but by a fall in cost
per unit, thus revealing a condition of increasing returns,
or decreasing costs.

At one time it was even believed that there were, in
fact, these two laws, operating side by side, the one
applicable to agriculture, the other to manufacturing
industry. In agriculture, it was said, diminishing
returns operate, while in industry increasing returns
are to be found. Later experience suggested some
modifications of this view. The improvementsin the
technique of farming led to an increased output with-
out any increase in the area under cultivation. And
while ‘mass-production’ methods in industry seemed
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to provide striking cxamples of increasing returns, it
was found that there were occasions, even in manufac-
ture, when an increasc in output required not only an
increase of labour, but an addition to the factory
buildings, an increase in the amount of raw materials,
&c., if the returns were to be at least proportionate.
It was therefore thought that in both agriculture and
industry incrcasing and diminishing returns might
operate. The point at which the former would turn
into the latter might be reached sooner in agriculture,
but it would exist in industry as well.

The problem with which these laws were designed
to grapple was the relation between cost and output.
The supply-price relationship, which we studied in
the thcory of exchange (when variability of stocks was
excluded), was found to be insufficient to explain the
changes of supply in response to changes in demand
and price and, in return, the effects of such changes
on price and demand in the conditions of complex
production. Not only were these conditions morc in-
volved owing to the possibility of altcring the combi-
nations of factors which were employed, but they were
also complicated by the fact that there were numbers
of independent producers in each line of production,
thus leading to the further distinction between the
cost-output relations of the industry and those of the
individual firm.

As regards the industry, until recently, the main
change from the classical position wasa generalization
of both laws. From being first applied exclusively to
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land, the law of diminishing returns was said to hold,
as was pointed out above, in all cases in which a
constant factor was employed.

Indivisible Factors. Increasing returns werc re-
garded as part of the principle of division of labour.
It was recognized, in the first place, that diminishing
returns began only ‘beyond a certain point’. Just as
in Gossen’s first law we found that there was a minimum
senstbile below which the law did not operate, so also
in the case of production there must be a minimum
combination of factors which will be of significance.
It is only beyond that minimum that diminishing
returns opcrate. The utility of motor-cars will not
begin to decline until the want for at least one whole
car (and not a minute fraction of one) has been satis-
fied. Similarly, to produce a bushel of wheat will
require a minimum amount of land and labour. These
provisos rest on the incomplete divisibility of wants and
factors. In the second place, it was made clear that
the law of diminishing returns is limited by the quali-
fication, ‘other things being equal’,in exactly the same
way as all the laws we have discussed, in particular the
law of diminishing utility.

We could, then, say that, from a position of equili-
brium, an increased supply of a good can only be
brought about by withdrawing factors of production
from other uscs and thereby increasing cost. If, on
the other hand, there is an increase in the demand for
one good, accompanied by a fall in the demand for
other goods (i.e. other things do not remain equal),
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then more factors will be available to supply the in-
creased demand, and a new productive combination
is possible. It is quite conccivable that the technical
facts of this new combination will be such as to make
it more productive than the old one; in this case, it
might be possible to speak of cost having decrecased,
or returns increased. But it must be clearly under-
stood that what we are doing is to compare cost in one
situation and cost in an entircly changed situation.
The cost of production per unit of one good will be
different for different sizes of output, if the output of
other goods is also different. It does not mean that the
law of diminishing returns is thercby invalidated.
Even where cost has fallen (because all the circum-
stances have changed) a further increase in output,
without the change in the accompanying circum-
stances continuing, can only be brought about under
conditions of diminishing returns.

The variations just examined which gave rise to
decreasing cost lie on the demand side. Butincreasing
returns much more often refer to variations in the
technical conditions of production—what are gener-
ally called the advantages of large-scale production.
It is a technical fact that extension of division
of labour increases productivity. It is equally a
fact that the extent to which division of labour can
be carricd on depends upon the market which it
serves. As Adam Smith pointed out, the wider the
market, the greater the division of labour. An exten-
sion of the market makes it possible to introduce
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greater division of labour and thereby to employ the
same factors more successfully, i.e. to produce at a
lower cost.

It is here, as has more recently been pointed out,
that the incomplete divisibility of factors noted above
becomes of importance. Because of it, the adoption
of a greater division of labour must wait until the
market has extended to a certain size; or, in other
words, the increase in the division of labour cannot
take place in infinitely small stages, but only in
Yumps’. Once a higher stage in the division of labour
has been reached, any incrcase in output resulting
from an cxtension of the market can be met at a
decreasing cost per unit.

A building crected to accommodate the production
of 50 units of a good may be big enough for an output
twice as great. Therefore, any increase in output
between 50 and 100 will reduce the share of the cost
of the building which cach unit of output has to bear.
Beyond an output of 100, costs per unit will again
begin to rise; since the building will no longer be big
enough, there will be overcrowding with a conscquent
diminution in efficiency. To cope with it, it may be
necessary to put up another building, again with a
capacity of 100; and until that capacity is reached
cost per unit will again dccline.

Increasing returns are thus duc to discontinuities
in the introduction of division of labour which result
from the indivisibility of the factors of production.
In practice this indivisibility becomes more marked
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when we consider (at a later stage) capitalistic pro-
duction.

Individual increasing returns. Onedifficulty soon
became apparent: the existence of increasing returns
in the individual firm (due to the internal economies
of large-scalc production) was found to be incom-
patible with conditions of perfect competition. For
if, by expanding output, the individual producer
could lower his cost, he might take active steps to
increase his individual market—Dby lowering price, for
example. And it would pay him to do so, as long as
what he sacrificed in order to gain his increased
market was less than the reduction in cost which he
could thereby effect.

Suppose, for example, that therc had occurred a
sudden fall in demand. The firms in which increasing
returns are operating will find that with every diminu-
tion in output, the cost per unit would go up and their
losses would increase. The only way to bring about
a reduction in cost is to increase output. But every
increase in output will tend to depress prices still
further. The only way out of this difficulty seems
to be some measurc by which a reduction in total
supply can be brought about, such that the rise in
price more than offsets the rise in cost, even though
for each individual entreprencur this would involve
losses.

Cut-throat competition. The measure for achicv-
ing this is a restriction of competition among entre-
preneurs. No individual entrepreneur can hope to
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restrict production in order to raise prices. Others
would at once undercut him, for if they are not
reducing their output, they are producing at lower
cost. In fact, under competitive conditions, the exis-
tence of incrcasing returns in the firm must lead to
attempts at undercutting. Every entrcprencur will
try, by lowering his price, to attract so large a part of
the demand to himsclf that he will not have to restrict
his output and thereby increase his cost per unit. This
situation is known as suicidal, or cut-throat compelition,
since there is no reason why this price-cutting should
not be resorted to by all producers, thus leading to
continually incrcasing losses all round. The ultimate
result will be a disappearance of all thosc producers
who arc unable to stand the continued losses, with
a conscquent diminution of the total supply. One
producer will be left and will now have an oppor-
tunity to restrict production and raisc prices again.
Or, and this is more likely in practice, before all pro-
ducers but the strongest have been driven out, an at-
tempt will be made to form a combination of producers
which will be able to control the market as a monopo-
list. One of the important results, therefore, of the
existence of increasing returns for the firm is the ten-
dency towards the restriction of competition whenever
changes in demand produce a price-cost ratio which
involves losses. This will be all the more so if the
demand for the particular commodity is elastic, i.c.
if a reduction in price will increase the demand more
than in proportion. It is likely, in that case, that the
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best policy for the individual firm will be a large
supply at a comparatively low price.

What circumstances are likely to make demand
elastic? The answer usually given, which turns on the
difference between necessitics and luxuries, we have
found to be unsatisfactory. A Dbetter division is that
between goods for which substitutes, which are not
markedly inferior, are, or arc not, readily available.
The former will have a more elastic demand than the
latter; and the general rules about the relations of the
demand for substitutes (including those which refer
to changes in total income) will have to be applied
before we can say, in any individual instance, how
quickly demand will react to price changes, or vice
versa. Different grades of the same good are some of
the most likely substitutes for one another. But any
circumstance which, in the minds of buyers, marks off
one good from another will diminish the possibility
of substitution and will reduce the elasticity of the
demand for one as compared with the demand for the
other. Branded and widecly advertised goods are
striking examples. The cffect of advertising a particu-
lar brand is, as it were, to insulate it and to make the
demand for it of less elasticity than infinity in the
critical range (as pointed out on p. 105). The adver-
tisement then becomes something in the nature of a
joint product; and the price of the goods will have to
be high enough to bear the total joint costs of produc-
tion. From the seller’s point of view, advertisement
has the purpose of preventing substitution—an aim
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which might conccivably be achieved by engaging in
price competition. The consequences of the scller’s
choice of methods are far-reaching, but their problems
are too complex to be discussed here.

Diminishing and increasing return industries.
It is, at any rate, clear that increasing rcturns, due
to internal economies, and conditions of perfect
compectition can never exist together. Stress has
thercfore been laid—since Marshall—upon ‘external’
cconomies, that is to say, the economics derived
by all individual firms in an industry from the
growth of that industry as a whole. This does
not mean (as it is somectimes understood) general
industrial progress, but the kind of progress which,
while external to the individual firm, affects the par-
ticular industry.

If diminishing and increasing returns are under-
stood in the senses given above, it becomes much more
difficult to divide lines of production according to
whether they show the one or the other law in opera-
tion. If we base our definition of an industry upon a
particular factor which the industry uses (such as
agriculture, or the extractive industries), diminishing
returns are more likely to be in evidence; while in-
creasing returns are more probable when we define
an industry according to a particular kind of finished
consumption good.

Indeed, Mr. Sraffa has recently argued most for-
cibly that diminishing returns apply only to that small
‘class of commodities in the production of which the
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whole of a factor of production is employed’. He has
shown that, in all other cases, there is cither a negli-
gible change of cost following upon a small change in
production; or there will be a repercussive effect upon
the cost and price of, and thercfore demand for, other
industries using the same constant factor: other things
do not remain equal. Similarly, with increasing re-
turns, only the rare cases are lcft of economies which
arc internal to the industry but external to the firm.
For the conditions of perfect competition, then, it
would seem that ncither law is adequate.

Thus, in any further discussion of the rclation be-
tween price, cost, and output, it is nccessary to con-
sider the actions of the individual firm under condi-
tions of both perfect and imperfect competition.

Price, cost, and output in perfect competition.
In perfect competition no individual entrepreneur
will be able to affect price. Therefore, whatever he
succeedsinselling, he obtains for each additional unit
sold the ruling market price. He will, therefore, ex-
pand his output up to the point at which what he adds
to his receipts by selling the last unit (the price) is
cqual to what he adds to his total cost of production
by producing the last unit (the marginal cost). In
perfect competition, therefore, price will equal mar-
ginal cost of production.

But it is also clear that cach firm will endcavour
to obtain the maximum revenue: that is to say, it
will endcavour to minimize its average cost of pro-

duction. A firm will expand output so long as it
4287 M
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can thereby reduce its average cost; and it will stop
expanding if it were thereby to increase its average
cost of production. The point, therefore, at which it
will stop will be the point at which the cost of an addi-
tional unit is neither greater nor less than the average
cost: in other words, it will stop at that scale of output
at which average and marginal cost are cqual. Since,
in perfect competition, price equals marginal cost, it
follows that it must also equal average cost.

In perfect competition price must, as we have scen,
also equal the average cost of production in the indus-
try. Ifitdid not, there would be profits or losses which,
given perfect mobility, would lead to an influx or out-
flow of entrepreneurs.

Price, cost, and output in imperfect competition.
The main characteristic of imperfect competition is
that the individual seller can affect the price. It will
still be true that the firm will expand up to the point
at which its marginal cost will equal the receipt for
the marginal unit sold. But in imperfect competition
this will no longer be the price, since, in order to sell
more, the firm will have to lower the price. It will
therefore stop at some point. before price has fallen to
marginal cost.

When can imperfect competition be said to exist?
In the first place, of course, when there are few sup-
pliers, each of whom controls a considerable portion
of the supply. In the second place, there may be
market imperfections, such as transport costs, lack of
knowledge of the sources of supply on the part of
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buyers, and differences in the products of individual
suppliers, regardless of whether thesc are rcal or
imaginary.

Even when there are many individual producers
the probability, under modern conditions of produc-
tion, is that each individual producer will be working
with increasing returns. What he has to do in order
to increase his sales is to widen his market, cither by
reducing price or by the expenditure of so-called ‘sales-
costs’. The degree of imperfection of the market, the
chief cause of which is the attachment of buyers to
the products of an individual producer, dctermines the
extent to which each individual producer can expand
his own sales. In perfect competition we have found
that the elasticity of the demand for the product of an
individual producer, within a certain range, is infinite.
In complete monopoly the elasticity of demand would
be unity within that range. Inimperfect competition
it is somewhere between these two. Each individual
producer is, then, subject to some degrec of competi-
tion, both from his own rivals as well as from producers
of alternative goods on which the consumer might
spend his money. The degree of attachment of his own
clientéle will determine the extent to which his price
may exceed those of the rivals in the same line of pro-
duction. Inaddition,there will be alimit beyond which
the price of all similar commodities cannot rise without
driving buyers out of the whole market altogether.

Mr. Sraffa has demonstrated that, in the conditions
of imperfect competition which are most likely to arise
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in practice (i.e. in which individual demand is at-
tached), output will tend to be lower and price higher
than in conditions of perfect competition. If each
producer raises his price, buyers, finding substitutes
rising, will continue to buy the product they have
hitherto preferred. Therce will thus tend to be a pro-
gressive all-round increase in price up to the point at
which total demand begins to diminish. For fear of
retaliation, nofirmis likely to begin to cut price unless
demand is very elastic and costs are rapidly decreas-
ing. In these conditions price-cutting will tend to
occur and, as we have seen, complete monopolization
is likely to result. Where, therefore, increasing returns
in the firm are very marked, we can say that there will
be a tendency to monopolization or to the use of means
(e.g. advertising) for insulating individual demands.
In the latter case the price paid for stability is, as has
been pointed out, lower output and higher prices
with, in addition, the encouragement of variety, which
may be largely illusory.

The principle of marginal productivity. We must
now return to the question of the remuncration of the
factors. The last increment of a factor used will be the
marginal one; its addition to the total product will be
its marginal product. The marginal product of a factor,
in other words, will be the total output of a productive
combination in which that factor is used, minus the
total output of a combination in which one unit less
of that factor, but the same amount of other factors,
are employed.
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The introduction of the concept of the marginal
product enables us at once to answer the questions set
at the beginning of this section: in what proportions
does the entreprencur use the factors, and how are
cost and price equated? The operation of the law of
costinvolved a consideration of an increase or decrcase
in the supply of products by the entreprencur, and a
corresponding increase or decrease in his demand for
factors. This will still be so; but, in deciding whether
to produce an additional unit of the good, the entre-
prencur will now have to decide how much of this
factor or of that he is to use. In making this decision
he will have to take into account the marginal product
—the addition madec to the total output by an addi-
tional unit of a factor.

If the price of a factor is lower than the price of its
marginal product, more units of that factor will be
employcd; while any factor, the price of whose margi-
nal product is below its price, will be less used. Both
these tendencies will continue for all factors until the
price of the marginal product and the price of a unit
of the factor are equal.

This statement is known as the law of marginal
productivity, and it represents nothing else than an
adaptation to the conditions of production of Gos-
sen’s laws.

Marginal productivity in perfect and imperfect
competition. It will beclear, however, from what has
already been said that, in this form, the law will only
hold good if there is perfect competition. Each entre-
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preneur will continue to employ a factor so long as the
cost of additional units of the factor is below the addi-
tion to the entrepreneur’s total receipts caused by
increasing output. In perfect competition this addi-
tion to total receipts, caused by each additional unit
of output, will be the price. Thus, in perfect com-
petition, each factor will be paid a price equal to the
value of its marginal product.

Inimperfect competition, the entrepreneur will still
continue to employ a factor so long as he adds to his
receipts at least as much as the cost of the additional
units of the factor employed. But we know that when
compctition is imperfect the entreprencur will have
to reduce price in order to sell more. He will there-
fore stop increasing output before price has fallen
tomarginal cost. This means that he will stop employ-
ing a factor at some point beforc the value of the
marginal product has fallen to the level of the price of
the factor. In other words, in imperfect competition,
a factor will be paid less than the value of its marginal
product.

8. RENT

Before we turn to capitalistic production it is neces-
sary to devote a little more attention to the problem
of the prices of the factors of production. What share
of the total product do the factors which have contri-
buted to its production obtain? We have already, in
a general way, answered this question, which isnamed
the problem of distribution, by saying that the price
of each factor will tend to be equal to its marginal
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product. The further analysis of this statement must
be made for land in the theory of rent, and for labour
in the theory of wages.

The theory of rent is one of the carliest achievements
of economic scicnce. It goes back to Ricardo, and
very little has been added to it since his day. The
problem which has to be solved in relation to land is
that of the existence of differences in the remuneration
of diffcrent units of the same factor. Land obtains a
remuncration because it is an economic good: it is
availablein limited quantity inrelation to the demand
forit. Its owner can therefore get a payment for what
Ricardo called ‘the permancent and indestructible
propertics of the soil” which will be measured by the
marginal product of that land. Rent, thereforc—and
this applies not only to land but also to other factors
of production—is simply the obverse of marginal pro-
ductivity. Asapaymentaccruing to a particular class
ofindividuals, it is the result of the existence of private
property in land.

We will suppose that a community settles on land
of a certain quality which is capable of yielding 24
bushels of wheat peracre. Solong as theland issuper-
abundant it will be a free good and will not command
a price—wheat, however, will have a price which will
tend to be equal toits cost of production. If wesuppose
the cost of tilling the land to be represented by £3 per
acre, the cost of wheat will tend to be 2s. 6d. per bushel.

If the community increases beyond a certain point,
an increase in the production of wheat on the same
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land can only bc brought about with diminishing
returns. In order to obviate that, more land has to be
brought into cultivation. Now if the amount of land
of the first quality is limited, recourse will have to be
had to poorer land on which the yicld is, say, only 20
bushels per acre. This second quality land is a free
good, it will not command a price. But wheat will
continue to have a price; and this price will now tend
to equal a higher cost of production, that on the poorer
quality land. With a cost of labour per acre un-
changed at £3 per acre, the cost of wheat will now be
gs. od. per bushel. The price of wheat will be uniform,
regardless of the conditions under which it is produced
and will tend to equal the marginal cost of production,
3s. od.

The producers on the first-quality land will obtain
a differential surplus of 6d., due to the superiority of
the quality of their land over the marginal land. This
producer’s surplus is called rent; it expresses the differ-
ence in the productivity of an acre of land over that
of the marginal, or no-rent acre.

Rent of land is thus nothing less than the producer’s
surplus which we have already met when we discussed
the existence of differences in technical coefficients
between different producers, except that we have here
assumed differences in the quality of different units of
the factor. Originally worked out for agricultural
land, the concept is applicable to any case in which
different producers make the same thing with different
costs of production in relation to price. These differ-
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ences will arise whenever there are variations in costs
of production and whenever the total demand cannot
be met with the lowest cost alone. A rental element
can also be found in the remuneration of all factors of
production which exhibit differences in quality. This
will become even clearer when we look at the remu-
neration of labour.
9. WAGESs

Wages are the remuncration of Jabour. Once again
it becomes necessary to distinguish between the every-
day and the technical uscs of this term. This time,
however, we can make a clear distinction by using the
words explicit and implicit. Explicit wages are wages
as normally understood, 1.c. the contractual payment
made to hired labour—a certain reward, per day, per
week, per month, or per unit of output contracted for
in advance between the owner of the factor labour
and the entreprencur who hires it.

The wage system. The existence of wages in this
sense is dependent upon the cxistence of a certain
social system such as was outlined in Part I. The
wages system implics the existence of a labouring class
which is forced by the conditions in which production
takes place (private property in the means of produc-
tion, division of labour, co-operative production, the
entreprencur, the market) to sell its services in the
labour market; it implies also frecdom of contract for
labour. When these conditions are present, we have
both the necessity for a sale of labour and the possi-
bility of its being purchased.
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Wages have also been thought of in a wider sense
as the share of the total product attributable to the
factor labour, whether hired or not. There is, for
example, the independent craftsman who combines
certain materials with his own cfforts and produces a
good which he then sells in the market. Part of his
carnings derive from the expenditure of labour; and
he can ascertain what part that is by deducting from
his ycarly income the amount which he could have
carned had he hired out his labour in the market.
Thus while implicit wages are always present where
labour is used in production, it is not possible to
measure them unless a labour market exists, i.c. unless
regular dealings are taking place in the commodity
labour power which put it on the communal scale and
give it a price—explicit wages.

Real wages and money wages. It is, then, with
explicit wages that we are concerned; and it is only
through a study of the way in which they are deter-
mined that we are enabled to make any generaliza-
tions about implicit wages also. There is a further
distinction which must be made. When we speak of
the price paid to the labourer, we naturally have in
mind the monetary reward obtained. But we must
not forget that in this, as in the case of every exchange,
money is only a medium which facilitates the ex-
change of goods and services. It is customary, there-
fore, to distinguish between the money wages which the
worker gets, and his real wages, which are the things
the money wages will buy. Sometimes the worker will
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receive his remuneration partly in money and partly
in goods and services, though the revolt against the
truck system, when wages were entirely in kind, has
made this method much rarer than it used to be.

It is important to keep in mind the diffcrence be-
tween real and money wages, particularly when we
wish to compare the earnings of labour at one time
or place and at another time or place. The same
money wage will represent a much lower real wage
when the prices of the goods the worker consumes are
high than when these prices are low. Itis not easy to
make allowance for these changes in prices, and no
perfect method has yet been devised, for the simple
reason that it is not possible to assume that the goods
consumed are the same for all workers or even for the
same worker all the time. And, strictly speaking, it is
only each individual worker who can say how much
real wage he is at any time getting. But, for purposes
of general comparison, systems of Index Numbers can be
devised which give a sufficiently good indication of
changes. The prices at a particular time of what are
assumed to be the articles of consumption of the
workers are regarded as 100 per cent., and changes in
the price of that composite bundle of goods are ex-
pressed as percentage changes. Care must be taken in
interpreting these changes: their validity depends on
the continued relevance, for purposes of consumption,
of the bundle chosen.

Two further words of caution are necessary: one
concerns the extent to which wages can be used for



172 THE THEORY OF PRODUCTION

the purpose of judging the workers’ remuneration, the
other the rcliance on wages for the purpose of ascer-
taining the entreprencur’s cost. On the first point, it
should be borne in mind that not only must money
wages be translated into real wages before the remu-
neration of the worker can be assessed, but a clcar
distinction must also be made between wages and
earnings: awagerate of £3 a week may represent very
low earnings if the worker works only two days a week.

Wages and the cost of labour. The second point
is equally important and often gives rise to serious
misunderstanding. To what extent do high wages
represent a high cost of labour? It is clear that the
entreprencur will try to buy his labour as cheaply as
he can; but what will determine the cheapness or
otherwise to him of labour will be not so much the
wage he pays, but rather the rclation between the
wage he pays and what he gets for it. It does not,
therefore, follow that a high wage is necessarily a high
price for the labour an entreprencur buys. The effi-
ciency of the worker, his output, determine to the
employer whether the wage paid is a high or a low
cost of labour. This distinction is of very great impor-
tance in many practical issues of to-day when attempts
are made to compare the cost of production (as far as
labour is concerned) of different producers, particu-
larly when these producers are situated in different
countries. Moreover, it must always be borne in mind
that the proportion which labour cost bears to the
whole will vary greatly from one industry to another.
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The theory of wages. There are wwo important
questions which the theory of wages has to answer:
how are wages in general determined in the market?
and how can we explain the differences between the
wages ruling in diflerent occupations? To the first,
the answer is given in the gencral law of price, as
formulated for the factors of production, The answer
to the second is to be found in the theory of net advan-
tages and non-compcting groups.

The demand for labour, as we know, comes from
the entrepreneur. He wishes to buy labour for pur-
poscs of production and he will arrange his offers in
accordance with the law of cost. This, under condi-
tions of complex production, becomes the principle
of marginal productivity; and thc highest price per
unit of a given supply of labour which the entre-
preneur will be willing to pay will depend upon the
marginal productivity of labour; i.e. the difference to
the total product made by withdrawing the last unit
of labour from a given combination of factors.

The supply of labour. As regards the supply of
labour, we may look upon that ecither as the total
number of workers willing to hire themselves out for
wages or the length of time (e.g. number of hours)
which each one is willing to work, or, again, the
intensity of the work performed by each worker. Itis
possible to include all three and to speak of the supply
of labour as the amount of physical energy forth-
coming at a given pricc. We have noted that, in the
case of labour, we must be prepared to meet certain
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cxceptions to the general laws of exchange; in other
words, we cannot always assume that the relation
between the supply of labour and wages will be such
that to call forth an additional supply will involve the
offer of a higher wage, while down to a certain level,
a lowering of the wage will resultin a reduced supply.
Indeed, it has recently been argued (by Professor
Douglas) that statistical evidence shows that there is
a considerable range within which earnings and the
supply of labour are indirectly related. This, in other
words, would mcan that there is a range within which
the supply of effort in terms of money income is
inelastic: a rise in carnings tends to be ‘taken out’
more in leisure than in material goods.

The level below or above which the direct relation
between supply and price will not hold is given by
the minimum standard of living which the worker
wishes to maintain. Beclow the wage capable of main-
taining that standard no diminution in supply will
take place—indeed, the supply may even increase;
above, no increase in supply will take place and it
may even diminish. The classical economists gave
expression to the former fact by saying that there was
a minimum subsistence level which formed the reserve
price of the seller of labour power.

Modern economics has made the term minimum
subsistence level have a conventional rather than
an absolute physical quality. It represents the mini-
mum standard of existence, including, at any rate, the
minor comforts of life, to which the working class has
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become accustomed. In introducing this element we
have introduced a strong element of habit and custom
into the determination of wages.

It is difficult to speak of reserve prices as the lowest
limits at which the workers will be prepared to hire
themselves out. The more complex production be-
comes, the less alternative openings will there be for
the labourer, the less will he be in a position to with-
hold his labour, however low the price; and a decline
of wages even to the minimum of physical subsistence
postulated by the classical economists 1s not impos-
sible.

If there is any sense in which the minimum level
of physical subsistence can be said to form a lower
limit to wages, the marginal product of labour, in any
given set of conditions, certainly forms an upper limit.
Wages will lie between these. Anything that tends to
raise the workers® reserve prices will raise the level of
wages nearer to the value of the marginal product;
anything that tends to lower them will bring wages
nearerto the minimumof physical subsistence. Inother
words, within the range set by the two extremes, wages
will vary largely in accordance with the relative bar-
gaining strength of workers and employers. A mono-
polistic situation on the employers’ side will make
them able to influence the wage level in a downward
direction; a monopolistic organization on the workers’
side, such asis aimed at through the formation of trade
unions, will increase the bargaining strength of the
workers and raise the level of wages nearer to the value
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of the marginal product. When we have strong
organizations on both sidcs, it is impossible to say
beforchand where the level will lie—it is a case of
bilateral monopoly. We conclude, with Professor
Pigou, that there is a range of indeterminacy of wages.

The marginal product of labour. There is, how-
ever, one point which requires further analysis: the
marginal product of labour. We have seen that it only
has precise meaning in connexion with a given pro-
ductive combination. But what if that productive
combination changes? What if the entrepreneur in-
creases the amount of other factors used? Labour is
a complementary good as far as complex production
is concerned, at any rate when we move from an
equilibrium position, for, from that point, the in-
crease of one factor will increase output only with
diminishing returns. Thus an increase in one factor
must raise the marginal product of labour and thereby
increase the price which the entrepreneur is willing to
pay for labour. In other words, we find the situation
to be the same as that of all complementary goods:
the value of the marginal product of labour does not
depend only on its own supply, but also on that of the
other complements. Any incrcase in their quan-
tity must raise the relative marginal productivity of
labour. A full discussion of this point involves the
theory of capital; and it must, thercfore, be postponed
for a moment.

Wage differences. The point to which we must turn
now is a different onc. We have, so far, been con-
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cerned with the wage-level in general. This, however,
in practice seems to be of very little importance, for
we find very wide variations in the wages ruling in
different industrics. We should have expected that
competition between workers would quickly achieve
uniformity of wages. A high wage in one occupation
would quickly attract workers away from lowly paid
employments; and the consequent rise in the supply
oflabour in one occupation and fall in the other would
equalize their prices.

Net advantages. Evcn if there existed perfect mo-
bility of labour between different occupations, we
could not find a uniform level of wages, for the simple
reason that wages constitute only the monetary remu-
neration of the worker. It has been pointed out by
Adam Smith that the power of attraction or repulsion
of different industries must be conceived of in wider
terms than wages alonec. We have to compare all the
advantages (including wages) which an occupation
offers with all the advantages (including wages) of
others. Occupations which are unpleasant, arduous,
or dangerous; those which involve special training
and a long period of apprenticeship; those with in-
secure tenure: all these would be regarded as less
advantageous, and wagesin these employments would
have to be correspondingly higher. On the other
hand, wages might below in occupations which offered
other such compensating advantages as security of
tenure, higher social position, long holidays, &c.

Thus differences in wages would simply be the
4287 N
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reflection of differences in the attractiveness of certain
occupations. The tendency would be for competition
among workers to equalize not money wages but net
advantages. In addition, differences in monecy wages
may be due to differences in the quality of different
types of labour. When the supply of the best quality
is fixed and recourse has to be had to inferior qualities,
the superior grades will obtain a surplus remuneration
which is in the nature of rent.

Non-competing groups. But equalization even of
nct advantages can hardly be said to be achieved in
practice. Prestige and security of tenure often go
together with a comparatively high wage, while some
of the most arduous and insecure work is often the
most lowly paid. The explanation of this phenomenon
lies in the fact that labour is not perfectly mobile. As
regards different countries and even different areas of
the same country, we have seen that there arc strong
barriers in language, habit, and cost of transport
which prevent the free flow of labour.

Perfect mobility is also absent when we consider
different occupations. Entry into different employ-
ments is seldom free to all. Sometimes special skill is
necessary which can be acquired only after a costly
training; sometimes social position and background
create an effective barrier to new-comers; sometimes
there are artificial restrictions which may be imposed
by certain industries themselves or may ecven be
backed by legislation. The skill required for a craft
involves a long apprenticeship, and only those mem-
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bers of the working class with comparatively large
incomes will be able to offer their children the oppor-
tunity of acquiring that skill. Again, the education
which leads to a career in the professions is so expen-
sive that, in spite of the increascd aid available from
public sources, it is not often that a child of any but
a middle-class family can afford it. And for some
professions, such as the Diplomatic Service, even a
particular education is not cnough without the back-
ing of a certain social position.

Nor has entry to different occupations ever been
left entirely free from deliberate regulation. Itis truc
that the restrictions imposed by the craft guilds of the
Middle Ages were largely broken down in the cigh-
teenth and nineteenth centuries, but many of the pro-
fessions are carrying on their tradition and, by impos-
ing entrance examinations or demanding premiums
from apprentices, arc endeavouring to limit the entry
of new-comers. Of late the actions of the State have
also tended to diminish occupational mobility. A
system of licensing, or cven a complete bar to fresh
entrants, is by no means uncommon to-day; although
it generally affects the independent entrepreneur
rather than the wage-earner. It is, nevertheless, of
importance since it narrows still further the range of
alternatives open to the worker.

10. CAPITALISTIC PRODUCTION

Production by roundabout methods. We are now
in a position to cmbark upon the last part of our
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analysis of production, the cffect of the use of what
have been called capitalistic methods. The explana-
tion of a number of points has had to be left incom-
plete until an analysis of capital has been given. In
the first place, in our discussion of the remuneration
of land and of labour we have always assumed that
these two factors are used directly to produce want-
satisfying scrvices; we have left out of account the
possibility of indirect production mentioned in Part I.
Secondly, we have found that incrcasing returns arose
from the indivisibility of factors and, as will be shown
presently, this is more likely to arise when production
isindirect. Lastly, we have noticed that the marginal
product of labour was dependent also on the quantity
of other factors used in production; in the present
section, we shall find that this means that the amount
of capital used in production has an important bearing
upon the marginal product of labour and, therefore,
on wages.

An explanation of what is meant by capitalistic pro-
duction has already been given. Man may use the
original factors of production either directly for the
creation of goods of the first order, or he may combine
them first for the production of instruments of pro-
duction which will then be used for the production of
consumption goods. In that case, we speak of indirect,
or roundabout, production. The reason for adopting
such a roundabout way is a technical one: it is to be
found in the fact that indirect production can be more
productive than direct production with the same
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amount of original factors. This is a technical datum
which is borne out by the experience of mankind from
the earliest stages of its development. We find, then,
that an increase in production can be brought about
either by an increased use of original factors (subject,
as far as each factor is concerned, to the law of
diminishing returns) or by an increase in the division
of labour (the extent of which is dependent upon the
size of the market; its adoption is, moreover, compli-
cated by the incomplete divisibility of factors), or
finally, by the adoption of more roundabout methods
of production. Since these roundabout methods of
production consist of the use of tools and instruments
of production, a greatly increased division of labour
1s itself unlikely without an increased use of indirect
methods of production.

Having thus defined the nature of roundabout pro-
duction and the reason for its introduction, we have
also implied the conditions in which it will be possible
to embark upon it. Roundabout production involves
a lapse of time between the first application of factors
and the appearance of goods of the first order: the
instruments of production have to be produced in the
first place. During this time, some units of original
factors will not be available for the production of
consumption goods, and their owners will thercfore
have to be provided with them.

An example. A highly simplified example will
make the problem clear. Suppose that a community
of 100 people produces a consumption good (which is
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the only good it needs for want-satisfaction) with the
aid of nothing but original factors: land and labour.
A suggestion is made that a certain tool should be
produced which would, when completed and applied
to the productive process, considerably increase the
yield. Itisfound that 20 people would have to devote
their labour and natural resources to the production
of this tool during a certain period of time, e.g. one
year, and they would therefore not be able to produce
their own means of subsistence during that time. If
we assume that each one of the 100 people normally
produces 120 units of the consumption good during
the year, it means, clearly, that, with each individual
working as hard as before and using the same amount
of land, the absence of the 20 who are engaged on the
production of the tool would diminish the total output
by 2,400 units.

‘Feeding’ the roundabout process. How, then,
can the roundabout way of production be adopted?
Three methods are possible. First of all, if a store of
consumption goods of 2,400 is present, the 20 pcople
can be fed out of it for the whole time. Alternatively,
the remaining 8o may work harder (with diminishing
returns and/or the use of more land) and produce
an extra 30 units per year each and thereby make
up the deficiency. Yet a third way is that, if the
remaining 8o reduce their consumption to g6 units per
year (while continuing to produce 120), the other 20
could still be maintained at the same level as the
remainder of the community. Any mixture of these
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methods is possible; and it is also conceivable that, in
order to induce the 20 to change over to the produc-
tion of the tool, thcy may be offered aslarge an amount
of consumption as they previously got, or even a larger
amount. This would involve astill further reduction in
the consumption of the others, or a still further in-
crease in their labour.

The essential nature of any of thesc methods is that
there must be available a supply of subsistence means
which can be used to feed the owners of the original
factors (in this casc only the workers) while they are
not themselves producing consumption goods. Not
only is such a subsistence fund necessary, but its size
will, given the level of consumption of the community,
determine the extent to which production may be
made more roundabout. If the subsistence fund is
sufficient for a year, then to embark on roundabout
production which takes longer than a year would be’
mistaken: by the end of the year a shortage of sub-
sistence means would make itself fclt, and either con-
sumption would have to be reduced or production
would have to become direct again. If the error is
discovered before the year is up, then a less degree of
roundaboutness might yet enable production to be
completed. If, on the other hand, a roundabout pro-
cess taking less than a year is embarked on, the sub-
sistence fund will not be used to the full. But that
implies that production is not made to yield as large
areturn as it might be, since itis made less roundabout
than it is possible to make it.



184. THE THEORY OF PRODUCTION

Our example differs in many respects from reality.
In the first place, we have assumed that our com-
munity begins roundabout production from ‘scratch’.
In reality, however, the decision is always whether to
increasc the degree of roundaboutness, whether to
begin new forms of indirect production or not, but
never whether to initiate roundabout production at
all. We have inherited from the past a stock of aids
to production, in the shape of tools, instruments,
machines, buildings, roads, warchouses, schools, &c.,
which cause practically the whole of our present pro-
duction to be of a roundabout character. So what
has to be dccided from time to time is whether more
machines to make machines to make machines are to
be made; whether the number of stages of produc-
tion between the original factors and the goods of
the first order are to be increased or diminished;
whether the structure of productionis tobelengthened
orshortened. This fact does not, however, affect our
general analysis. The lengthening of the structure of
production is still dependent upon the existence of a
subsistence fund, and the extent to which it can be
lengthened will be determined by the size of that sub-
sistence fund. Nor is any fundamental change neces-
sary when we make our data more realistic by
admitting the existence of a varicty of goods of the
first order which are being concurrently produced
and consumed. The process will only become more
complex.

But both these modifications make some difference
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to the actual use of the subsistence fund. In our
simplified example the subsistence fund had to be
large enough to support the owners of the factors
during the whole time which the roundabout process
took. It was only at the end of the year that goods of
the first order had matured and were thus able to
replenish the subsistence fund which had gradually
been exhausted. When, however, many lines of pro-
duction are running side by side it is not necessary for
the subsistence fund which feeds each line to be ade-
quate for the whole period. It is possible for these
lines of production to be so synchronized that, in each
one, enough goods of the first order are maturing
at cvery moment to ensure the continuance of the
roundabout production in the others.

Suppose, for example, that twelve identical round-
about processes, each lasting a year, are taking place
side by side, but that cach was begun a month earlier
than the next one. The result would be that at the
end of each month, one roundabout process would be
coming to an end and would supply the twelfth part
of the means of subsistence necessary to maintain the
whole system. But this is sufficient, since the others
are at such stages of maturity that each month an
additional twelfth part would be forthcoming to take
the place of the last one which had been consumed.
In reality, therefore, what we first conceived of as a
fund, becomes a flow.

Another point emerges from the above. Theinitia-
tion of roundabout production requires a flow of
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means of subsistence; the maintenance of an already
existing roundabout process requires that the con-
sumption goods which are turned out should con-
stantly be used to feed the factors engaged in
roundabout production. We shall see presently to
what extent this necessity is modified by the existence
of durable mcans of production; but we can say
alrcady that, in general, unless enough subsistence
means are forthcoming for the purpose of maintaining
a roundabout process, production will have to be
made less roundabout, or rcturn may even have to be
made to direct production.

Yet another important difference between our
example and reality lies in the manner in which the
decision to make production more roundabout is
made. We have assumed something in the nature of
a collective decision. It is, however, one of our social
data that economic activity is individualistic in the
sense that there is no central authority, and that the
market provides the only link between all the par-
ticipants. All the decisions involved in capitalistic
production, such as the decision to move from the
production of consumption goods into the inter-
mediate stages; the decision whether to abstain from
consumption and/or to work harder in order to pro-
vide the subsistence fund ; the decision to maintain a
structure of production, to lengthen or to shorten it;
all these have to be made by individuals. These
decisions will become instances of choice and will be
subject to the laws which govern choice. Since they
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are, moreover, decisions which can only be effected
through exchange, they will be subject to the general
laws of the pricing process.

Capital goods, capital and saving. Before we pro-
ceed to study the nature of the pricing process in
capitalistic production we must introduce a number
of terms which are in general use. The goods which
are produced by indirect production, other than goods
of the first order, are generally called capital goods.
They can be divided first into infermediate products
which result from the transformation of the original
factors in their passage through the structure of pro-
duction. They represent, at each successive stage, a
greater approximation to the finished consumption
good. The sccond category is generally referred to as
fixed capital. This is composed of products which are
relatively durable, such as machines, and can be used
in a scries of productive processes.

Distinct from these capital goods, we have capital
itself, or free capital, as it is often called, which consists
of the flow of subsistence means which is destined for
the production of capital goods. In other words, cap-
ital goods can be produced only if thereis free capital.
The creation of that free capital itself takes place
in the process of saving. Saving can be defined as the
non-consumption of portions of income. So defined,
saving is not enough to create capital; a further acti-
vity becomes necessary. This is generally referred to
as investment. By it the saved income is made available
for productive purposes. It is used for the feeding of
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roundabout production, or, since in our system ex-
change is mediated by money, we cansay that the pur-
pose of investment is to finance indirect production.

Fixed capital. The existence of durable capital
goods raises some special problems. It is true that
roundabout production need not involve the produc-
tion and use of machines. It is conceivable that it
would simply resultin alarger number of intermediate
goods which would ultimately mature. At that point
we should have nothing but goods of the first order
and the original factors. In practice, however, round-
about production has nearly always involved the
production of machines (in the widest sense) which
are still available when the consumption goods have
been produced. The production of machines repre-
sents in essence nothing more than a particularly
roundabout form of production. But their special
character lies in the fact that, once they have been
produced, production will yield a large return even
when comparatively little labour is used.

But when that has been said, the fact still remains
that these fixed capital goods are only durable, not
imperishable. Sooner or later they will be used up
and will either have to be replaced or production will
again have to become less roundabout and corre-
spondingly less fruitful. It is true that the necessity
of replacement may not become obvious for a long
time; it is to this extent that production with the aid
of machines differs from roundabout production in
general. But supposing machines have been pro-
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duced (this, at the time, will have involved a particu-
larly great amount of saving and investment) and
they are then used in further production, consumption
not only resumes its previous level but even surpasses
it since production yields a larger return. A time will
come when these machines can no longer be used;
they are worn out. Two choices are then open:
either all production reverts to pre-machine methods,
with a corresponding decline in the level of consump-
tion; or some direct production is undertaken, the
level of consumption is even further reduced, there is
saving and investment and the machines are repro-
duced.

This choice can be avoided if, during the lifetime of
the fixed capital goods, a fund has been gradually
accumulated, which is available at the right time for
replacement. Again we see that machine production
demands re-creative saving and investment if it is to
be maintained in the same way as all roundabout
production. Since, however, thcre may be a certain
discontinuity in the production of machines, great
variations in the provision of the subsistence fund (i.e.
in the rate of saving and investment) are possible. A
community may accumulate a large amount of free
capital, build up an extensive productive equipment,
and then enjoy to the full theincreased yield. It may,
on the other hand, maintain a sufficient amount of
saving to create a replacement fund; or it may even
save more in order to be able to add to its capital
equipment. Since, to-day, all these decisions are
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made by individuals, a great varicty of possibilities is
present.

We arc now in a position to draw a rough picture
of the process as it is actually at work. We have
different types of production going on side by side,
with differing degrees of roundaboutness and matur-
ing at different times. To finance them in the first
place, and to ensure thcir continuance, capital must
be invested. This capital is drawn from the incomes
of the members of the community and represents their
savings. Here again, the entrcpreneur steps in. He
demands capital and uses what he obtains for the
purchase of original factors and of already existing
capital goods which he then combines in production.
In addition to the markcts for factors and the markets
for different goods of the first order, we shall, therefore,
also have markets for different capital goods, inter-
mediate and fixed, whose prices will be formed accord-
ing to the laws of exchange.

The price of capital. In addition to these markets,
there will also be a market for free capital, on which
the supply of savings will meet the demand for capital
—the representative of the subsistence fund which
alone makes production possible. It is the pricing
process in this market which is of special importance.

The price ruling in the market for capital is called
the rate of interest. How is it determined? We will first
of all examine the forces working on the demand side
which determine the reserve prices of the entrepre-
neurs. We know that, under competition, an entre-
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preneur will wish to minimize costs, market prices
being given. The entreprencur who wishes to extend
production will raise his offers to the factors. This
movement must also take place in the case of the
initiation of roundabout production, since, in order
to obtain the factors, the entrepreneur will have to
attract them away from their occupations in direct
production by bidding higher prices.

When production is carried on by means of a com-
bination of factors, the entreprencur has before him
a choice of methods by which to extend his output. If
we assume only two factors as variable (keeping the
amount of land or raw materials fixed), he can either
employ more workers, or make the process more
roundabout. Capital, which makes indirect produc-
tion possible, could be regarded by the entrepreneur
asafactor of productionsimilar toland or labour. The
pricing of capital must thercforc be subject to the
same law as that of original factors. That law we
know to be the law of diminishing returns or of
marginal productivity. The increased use of capital,
other factors being fixed, will yield return which will
increase at a diminishing rate. Capital and labour are
complements. A relativeincrease of capital will there-
fore lower its relative marginal productivity or raise
the relative marginal productivity of labour. And the
price of capital must, as far as the demand side is
concerncd, tend to equal the value of its marginal
product.

The supply of capital. On the supply side, the



192 THE THEORY OF PRODUCTION

provision of capital will be related to its price in the
usual way. The supply of capital by the recipients of
income is done by means of saving. Their choice will
be determined by the place which is occupied on their
scale of preference by current and future consumption
respectively, and the price which they will ask will
express what has been called their ‘time-preference’.
It is not essential to our present purpose to discover
to what cxtent that time-preference depends on
people’s income and on their habits of consumption.
It can be assumed that in order to draw a larger
supply, a higher rate of interest will have to be offered
than is necessary to call forth a smaller supply. We
must, however, remember that, asin the case of wages,
the supply of capital may, in certain ranges, be in-
versely rclated to price. Where saving is undertaken
in order to provide a certain level of income from
intcrest, a higher rate of interest will enable that level
to be reached with a smaller amount of saving. In
that case, therefore, a rise in the price will resultin a
fall, and not in a rise, in the supply. But, in general,
time-preference (formed by whatever influences) will
determine the reserve prices of the suppliers just as
marginal productivity determines those of the de-
manders of capital. The price will then be formed in
the usual way by the competition of the market.
Overhead costs. There remains the question of
increasing returns. We have seen that they arise
through the existence of indivisible factors. By far the
most important examples of indivisibility are to be
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found in the case of fixed capital goods. To produce
10 motor-cars may involve the building of a factory
and the laying down of plant capable of producing
100 cars. Any increase in the demand for motor-cars
above 10 can therefore be met at a deccreasing cost
per unit. These instances are very frequent to-day,
although they become obvious in a somewhat differ-
ent way, through the existence of what are known as
fixed or overhead charges. An entrepreneur who has
laid down a productive equipmentof a certain capacity
has, thereby, committed himsell to a certain fixed
outlay, the payment of intcrest on the capital being
the most important. If the demand for the product
falls below that of his productive capacity, he finds
that the proportion of capital cost which each unit has
to bear increascs. How can this state of aflairs be re-
conciled with the principle of marginal productivity ?

To answer this question we must first of all be quite -
clear on the position in which our entreprencur finds
himsclf. He is making losses; his course should be to
reduce his production. Why is this not possible in the
present instance? Because a reduction in the outlay
on the original factors of production, labour and raw
materials, cannot help. It is the cost of his fixed
capital equipment which is the cause of his loss. But
for the fact that this equipment is fixed, that it cannot
be retransformed into the divisible units of original
factors of which it is composed, our entreprencur
could still reduce his cost. The capital embodied in
this productive equipment could be withdrawn from

4287 fe)
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this enterprise until the point of equilibrium at which
diminishing returns begin to operate is reached again:
in other words, until the enterprise is working at full
capacity. Thusiffactors were perfectly divisible, and,
in particular, if fixed capital could be retransformed
into original factors, increasing returns could not exist
for any length of time. At once the tendencies above
described would come into opcration and diminishing
returns would become general.

The existence of cxcess capital equipment must be
regarded as an error which is irrevocable even though
it may lead to a changed decision for future produc-
tion. As original factors are made into capital equip-
ment they become more specialized, and the range of
opportunities open to the entreprencur is narrowed.
When he is still in possession of free capital the oppor-
tunities are very numerous. Once he has made his
choice and has embodied his capital in a specific form,
no further opportunities remain. If the choice is
erroneous (as shown by the existence of diminishing
costs) the entreprencur will have to carry the loss.

But even with the obstacle presented by the fixed
form of capital equipment, the principle of marginal
productivity can be found present as a strong ten-
dency. For what will happen in the above example?
True, capital cannot be withdrawn. But we have seen
that even durable equipment wears out and has to be
replaced. Where productive capacity is already too
large, i.e. where diminishing costs are in operation,
that fixed equipment will not be rencwed. If the
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enterprise is still capable of raising a replacement
fund, that fund will have to be invested elsewhere.
In any case, the principle of marginal productivity
will constantly tend to be re-established, howcver
slow the process.
11. ProrrTs

The constituents of gross profits. Only one aspect
remains before the theory can be concluded; that is
the remuncration of the entrepreneur. The name
generally given to the entrcpreneur’s remuneration is
Profits; but, as used in everyday language, profits are
a composite form of income. In the first place, a cer-
tain part of the entrepreneur’s receipts can be re-
garded as being in the nature of wages. In so far as
the entrepreneur is himself exercising supervision over
the process of production and is taking charge of
organization and administration, he is performing
services of a special kind. For that he will be recciving
implicit wages. It is difficult to say what proportion
of his income will be of that nature; but onc thing
is certain: the position of entrepreneur is an obvious
example of a non-competing group. Entry to this
occupation will not be free to all, becauseitis generally
a combination of favourable circumstances such as
social position, the ownership of capital, or the know-
ledge where it can be got, and the ability to get it,
which will enable one to assume the functions of an
entrepreneur.

When the entrepreneur is himsclf the owner of the
capital used in the enterprise, part of his income must
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be regarded as intcrest. Its share of the total will be
ascertained by reference to the prevailing market rate
of interest with due allowance for any special features
of that enterprise. If the enterprise is a particularly
risky onc, the rate of interest will be swelled by a
special premium for the risk involved. The more the
enterprise approximates to one of perfect security, the
more will the interest allowance be ‘pure’ interest.

One of the most important parts of the entre-
prencur’s profits is that which is in the nature of rent,
the producer’s surplus which we have already dis-
cussed. This explains the existence of marked differ-
ences in the rate of profits of individual entreprencurs.
As we know, these differences represent the degree of
superiority or inferiority of entrepreneurs in regard to
ccets. On the margin will be those entrepreneurs who
are only just able to carry on. The demand conditions
are such that they can obtain a price for their product
which only just covers cost and makes it only just
worth their while to continue producing rather than
to withdraw from business altogether. Above them
there are several grades of entrepreneurs, working at
different levels of cost, but vbtaining some surplus
over costs, and finally there are those who are right on
top, who are able to obtain a very large surplus
income indeed.

These differences in cost may be due to a variety of
circumstances. If the entrepreneur has been able to
achieve something of a monopoly by means of adver-
tising his branded products, he will have succeeded in
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insulating himself from the competition of others; the
demand for his goods will be less elastic; and he will
be able to charge a higher price or sell alarger amount
than he otherwise could. At the same time, the possi-
bility of maintaining steadily a large output may
enable him to adopt a greater degree of division of
labour, to adopt what are known as mass-production
methods, and to cut his costs as well. In this case he
will have a morc favourable relationship between
price and cost than others.

Other factors which make one entrcpreneur’s in-
come higher than another’s are all, in a sense, of a
monopolistic nature. The entrepreneur may possess
a patented method of production which reduces his
technical coefficients. He may possess, in a parti-
cularly high degree, the special ability required in his
occupation: the qualities of foresight, judgement,
initiative. All these would give him some superiority
of bargaining, as compared with his rivals, both when
he appears as a scller of the product and as a buyer
of the factors.

All this explains, on the one hand, some of the
elements in that composite term ‘profits’, and on
the other, the marked differences that exist in the level
of profits obtained by different entrepreneurs. Itdoes
not explain why profits exist at all. It can, of course,
be said that profits are simply a positive difference
between price and cost which the entrepreneur may
or may not obtain. If] for example, the entrepreneur
docs no part of the administration of the enterprise
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himself, but has it done by salaried employees, if he
does not obtain any interest, having borrowed the
whole of his capital, and he is on the margin and
obtains no rent, then all the three elements mentioned
above disappear; they are absorbed in cost. Yet the
entreprencur will still obtain an income which will be
pure profits. How is that income to be explained?

Theories of profit. The theory of profits is pro-
bably that part of economics on which there is least
agreement among economists. Only a briefindication
can therefore be given here of the kinds of explanation
which have been put forward.

The classical economists regarded profits as the
reward for the risks which the entrepreneur under-
took. Profits were essentially uncertain; the monctary
result of an enterprise might be positive or negative.
Business enterprise was always risky as a result of
this uncertainty. To initiate it involved the shoulder-
ing of a considerable risk, but it carried with it also
the chance of gain. In the days when the classical
economists wrote, business enterprise nearly always
went hand-in-hand with the ownership of capital. It
was this capital which the entreprencur risked in his
enterprise, and if he was successful, he obtained a
reward over and above the interest on his investment.

The difficulty about this thecory is that it did not
distinguish between the return to capital and the
entrepreneur’s income. And when the actual condi-
tions of business enterprise altered, it became difficult
to apply this explanation. When the growth of joint-
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stock enterprise and the development of managerial
organization divorced ownership and control, it be-
came difficult to say who bore the risk and who was,
therefore, getting profits. Moreover, some risks are of
such a nature that they can be adequately allowed for.
Actuarial knowlcdge and the possibility of insurance
make it possible to discount many risks.

A different theory of profits is found in the socialist
economics of Karl Marx, who built on the economic
principles of the classical economists. To him, the
only two incomcs in the economic system are wages
and profits. Labour was capable of producing a
surplus product, i.c. something in excess of what was
necessary to produce the expenditure of effort. But
labour was remunerated in accordance with the laws
of value, which meant ata price which tended to equal
its cost of production. Thesurplus product was appro-
priated by the capitalist employers; and it was the’
value of that surplus product, the surplus value, which
was the source of profits. These profits were then
shared by different classes of capitalists in accordance
with their bargaining strength.

Marx also argued that a tendency existed for the
rate of profits to become uniform. Competition among
capitalists brings it about that the same amount of
capital invested produces the same rate of profits.
The progress of production means a continual in-
crease in the proportion of fixed capital (or constant
capital, as Marx called it) and the amount laid out in
wages for the hiring of labour (the variable capital).
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Labour is the onlysource of surplus value; the latter’s
ratio to the total capital must decline and the rate
of profits shows a continual tendency to fall.

More recently, some economists have endeavoured
to explain profits by regarding them simply as the
remuneration of a special factor of production—enter-
prise. This may be considered simply as a special form
of labour which operates in complex production in the
same way as other factors, including capital. It be-
comes one of the complementary goods which must
be used in production side by side with others, and, in
so far as the proportion in which it is used can be
varied, it is remunerated in accordance with the
marginal productivity principle. Differences in profits
are explained by invoking the existence of non-
competing groups and of rental elements.

At the same time, many modern economists have
allowed for the possibility of the exploitation of labour.
They have argued that the entrepreneur is in a
stronger bargaining position than the worker, sincehe
can withhold his offer, whereas the worker cannot
withhold his labour. A big gap cxists between the
wage-earner and the entreprencur owing to the fact
that modern technical conditions require a very large
amount of capital to which the wage-carner has no
access. The alternatives of independent production
and wage labour, which the classical economists
postulated, do not, therefore, exist in practice.

A recent theory developed by the American econo-
mist, J. B. Clark, makes profits the result of change.
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Under a stationary economic system, with perfect
competition, no profits can exist, only wagcs, interest,
and rent. Professor Clark defines a stationary system
as onc in which population is not changing, tastes
remain the same, capital is unaltered, technique docs
not change, and the forms of industrial organization
remain unchanged. In the real world, however,
changes in these data are constantly going on; and,
in the process, they produce temporary profits to some
entrepreneur until a new equilibrium is reached.

Most recently of all, Professor Knight has argued
that this last explanation ignores the difference be-
tween foreseen and unforescen change. Some changes
in data can be foreseen and their results can be antici-
pated. Other changes, however, cannot be antici-
pated; they are due to the uncertainty of the future,
in the strictest sense of the word. Professor Knight
admits that without change there would be no profits,
but it is only because change brings about ignorance
of the future that profits do arise. Thus it is not
change as such, ‘but the divergence of actual condi-
tions from those which have been expected and on
the basis of which business arrangements have been
madc’ that causes profits.

The analysis of the way in which such divergence
ariscs is a particularly difficult part of economic study
and leads to some of the most advanced problems with
which modern economicsis concerned. Anindication
of the quality of the changes themselves is given in the
following pages of this book.



PART THREE
THE PROBLEMS OF CHANGE

1. THE QuALITY OF CHANGES IN DATA

Endogenous and exogenous change. The short
discussion of profits at the end of Part Two raised
the problem of change. In this part we shall examine
some of the implications of changes in our funda-
mental data.

Our analysis of the working of the economic prin-
ciple was conducted on the basis of de(inite conditions.
Weendeavoured to deducecertain general laws of con-
sumption, exchange, and production from premises
which we considered to be self-evident. In developing
our laws, in particular those which relate to exchange
and production, we have been obliged to add, from
time to time, certain hypotheses. Thus we have had
to postulate the existence of certain scales of values,
of certain cocfficients of production, of different num-
bers of participants in the economic system and other
data of this kind.

What we did was to make one of the assumed condi-
tions vary while maintaining the others unchanged
and observe the reaction of the whole system of
relationships to this change. This enabled us to study
the internal relationship of all the clements in the
economic system, supply, demand, price, cost, wages,
interest, and to demonstrate their interdependence.
It also made it possible to show that there was one
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such relationship at which all these elements were
in a mutual balance from which there was no in-
centive to depart; this we described as equilibrium.
Our purpose was served, not by assuming any specific
conditions, but rather by assuming certain conditions
to be given at all.

Such mutual dependence would exist whatever the
concrete conditions; and it would be possible to con-
ceive of a position of equilibrium within any frame-
work of data. In one sense, therefore, the existence of
altered data does not present any special problem.
Demand, price, and all the other quantities would
still be related to one another in the way indicated in
the laws of exchange and production. But the problem
of change is to be viewed rather as the adjustment of a
given system of relationship to a change in one of the
quantities; it does not require the study of the new
equilibrium existing after the forces of change have ‘
come to rest, but an inquiry into whether such a new
equilibrium can be brought about and into the man-
ner in which it is established.

The changes in data with which we are here con-
cerned are those outlined by Professor Clark and
mentioned in the last part. They aflect population,
tastes, technique, the amount of capital available, and
the forms of industrial organization. Changes in the
population of a community include both total num-
bers as well as age and sex composition. Changes in
tastes are changes in consumer’s preferences for goods
of the first order. Changes in technique affect the
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degree of division of labour and the technical coeffi-
cients. Increase (or decrease) in capital implies an
increase (or decrease) in saving as against spending,
in future demand as against present demand. And,
finally, changes in industrial organization affect the
number of units at different stages of production and
exchange.

In what respects do these changes in the economic
quantities differ from those studied in our theory? We
have, for example, already contemplated changes in
demand, and endeavoured to trace out their effects;
in what way would changes in consumer’s preferences
be different? The kind of changes in demand with
which we have hitherto been concerned have only
been changes due to alterations in the other economic
quantities, but not changes due to an alteration in the
scales of preferences of the consumers. We have
studied how, given a certain scale of values, price and
demand will be related. What we are concerned with
here, however, is the effect of what we might call an
autonomous change in demand. Weask the question,
how will an existing system of cconomic relationship
react if the demand of consumers changes through
‘outside’ influences?

The same is true of the other changes. A changein
technique, for example, will affect the technical
coefficients. We ask in what way will supply con-
ditions change; how will the price of the product
react? What will be the proportions in which the
factors will be used? How will their prices move? We
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study, then, the way in which the economic system
reccives these changes and adapts itself to them. This
is the problem of economic development.

Five sets of problems. The approach to it is diffi-
cult. There are five different sets of questions we
might be asking. First, how do these changes arise?
Can we say anything about thcir causes? Is there any
regularity in their appearance? Can we formulate
laws of change? Second, we might concern our-
selves with the problem of economic equilibrium. Will
it be possible? What are the conditions for its realiza-
tion? Third, we might inquire into the effects of these
changes on individuals or groups within the economic
system. Fourth, we might ask whether these adjust-
ments ought to be allowed to go on unchecked. Should
anything be done to modify the self-regulating charac-
ter of the system? Should society intervene if it con-
siders that the working of the mechanism tends to
produce bad results? Finally, it might be debated
whether the changes themselves should be given free
play. Clearly, it might be urged that, as an alternative
to the interference with the readjustment of the econo-
mic system, the causes which make the readjustment
necessary (the changes in the data) might themselves
be recmoved.

The philosophy of change. Modern economics can
say little about the first set of questions. It may be
possible to enunciate general laws of change, but it is
beyond the competence of the economist of to-day to
do so; the knowledge of the historian, sociologist, and
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philosopher is required as well. True enough, the
economist can make some contribution towards
answering inquiries into the causes of change, for some
of the causes lie within the economic system. A state
of affairs which makes it necessary to reducc costs may
stimulate inventions. A sudden change in demand
may, when there is a large fixed capital equipment,
give rise to a tendency for monopolistic combination
and thus alter the forms of industrial organization.
It may also stimulate the growth of advertising (in an
cffort to ‘attach’ demand) and thus alter the tastes of
consumers. The growth or decline of capital will
obviously be partly dependent upon the size of the
income of the community and its distribution. And
the size of the population itself may, as we shall see,
be influenced by economic conditions.

But with many changes there are other causcs to be
taken into account. The political system will have
an important influence on industrial organization
and on the incomes of the community. Saving and
spending will be affected by anticipations of the future
which include not only economic but other circum-
stances as well; the fear of war, for example, will act
as a deterrent to saving. Tastes may be influenced by
fashions for which no direct economic reason can be
found. Invention, too, may not always be directly
traceable to the stimulus of reward. And population
will vary as the result of a complex mixture of eco-
nomic, social, and biological causes.

Opinions will differ as to the weight to be assigned



THE QUALITY OF CHANGES IN DATA 207

to these different [actors which jointly cause change.
Systems have, indced, been built up round a central
explanation. Somectimes it is a psychological one, as
in the case of Professor Schumpeter’s theory which
makes economic development depend upon the
leadership of the entreprencur, his urge for innova-
tion, his impulse to fight. Often an explanation is put
forward which is termed an economic one. This is,
to-day, perhaps the most widespread of all. Economic
developments are regarded as the ultimate causes of
all change: political, social, cultural. This kind of
interpretation of human devclopment colours much
of modern sociological work, and it is met with in
mild or extreme form in nearly all the writings of con-
temporary historians.

Derived largely from Marx, it is generally stated
much more crudely than by him. Marx adopted a
view which was common (though generally implied) '
among classical economists. The original cause of
change was found in the development of the forces
of production, the increase of man’s mastery over
nature. To exploit them to the full, man organized
his society in a certain way. He built first an economic
structure; by this Marx understood a certain
system of productive relations: relations, in terms of
property in factors of production, between different
groups of members of the community. Upon that
structure is erected a certain political system, a body
of laws and customs and even of art and literature,
designed to help to maintain the economic structure.
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The productive forces continue to grow and, from
time to time, they come into conflict with the econo-
mic structure, which has then to be changed.

This view of historical development as, indeed, any
other comprehensive philosophy of history, draws in
factors of explanation which do not seem to lie within
the field of the economic theory here presented. Most
modern economists have therefore declined the task
of explaining change itself, confining their subjecct
within narrower limits: a study of the implication of
the relative limitation of resources. If economics is
defincd in this way, the second sct of questions defi-
nitely falls within its province. So does the third, for,
from a study of the reaction of the system to change,
there inevitably follow certain conclusions as to the
effects of change on individuals or groups.

The problems of policy. Nowadays, economists
are, as a rule, hesitant to claim special competence in
the study of the questions under the fourth and fifth
headings. These are the questions of policy. Econo-
mists claim that to decide what should be done is a
question for all citizens according to their own judge-
ments. All that the economist can do is to discover
the results of change if no intervention takes place
and to show the consequences of intervention. Having
done that, he believes that he will have a clear con-
science; the citizen will decide ‘with his eyes open’.

Opinion on the exact sphere of competence of
economists, particularly in relation to the problems
of policy, is much divided. Some economists claim
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that the knowledge of the consequences of certain
policies which the economist alone possesses puts him
in a unique position. He cannot hope that others will
be as fully conversant with the facts. He is the jury
with the evidence before him; the rest are only the
readers of the newspaper reports. Other economists,
while admitting their special knowledge, would argue
that it would be presumptuous on their part to impose
their views of what is ultimately desirable on the com-
munity as a whole; for any policy of intervention must
affect some section of society if not the whole of it, and
nobody can be a better judge of a person’s interest
than that person himself. The economist, they say, is
not the jury but the expert witness.

In view of this conflict of opinion, and in view of the
complex nature of the problems involved, policy is not
treated in this book at any length. In the following
pages, however, an indication will be given of the
kinds of choices of policies which may arise: their
implications can only be studied on a more advanced
level. But one further point must be mentioned: it is
advisable to treat the pronouncements of economists
upon questions of policy as being based, not only upon
theirspecialknowledge of the implications of particular
policies, but also upon their own predilections; and
these deserve no more respect than those of the next
man. The economist should command most attention
when he makes it perfectly clcar what part of his
statements represents expert opinion and what part

wise counscl,
4287 P
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The effects of change and the problem of adjust-
ment. It is, then, to the second and third sets of
questions that we turn. What changes in economic
relations will be necessary in order that a change of
data may be, so to speak, ‘absorbed’ into the system?
And, secondly, what do these secondary changes
involve as far as the relative position of different
individuals is concerned?

We cannot, within the compass of this book, dcal
with all the possible changes of data or even with any
one of them at length. But some of the more impor-
tant must be briefly examined. We shall find that
their effects are changes in the relation between supply
and demand, either of different classes of goods or of
different classes of factors.

2. PoruraTION

Malthus. One of the most important of the long-run
changes which any developing economic system expe-
riences is an alteration of population. The population
problem is one of the earliest to be studied by econo-
mists in a systematic manner. The most important of
the earlier discussions of the subject was written by
Thomas Robert Malthus, and published by him, in
1798, in his famous Essay on the Principle of Population.
This work, contrary to popular opinion, is less impor-
tant because of its share in contemporary economic
thought than because of the effect it had in starting
a prolonged discussion on the subject. In actual fact,
Malthus, supplemented by his followers, was con-
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cerned both with the nature of changes in population
as well as with their effects upon the economicsystem.

Malthus’s own part, at first, at any rate, was almost
cntirely confined to the former problem. His conclu-
sions are stated in three propositions:

1. Population is necessarily limited by the means
of subsistence.

2. Populationinvariably increases where the means
of subsistence increase unless prevented by some
very powerful and obvious checks.

3. These checks, which keep population down to
the level of the means of subsistence, are moral
restraint, vice, and miscry.

Basing himsclf on observations of population in-
crease and of the growth of agricultural production,
which he expressed as being in geometrical and arith-
metical progression respectively, Malthus concluded
that therc was always a tendency for population to
outrun the available means of livelihood. This could
be avoided by positive or preventive checks. The
former consisted of famine, wars, excesses, &c., which
destroyed the surplus population. Thelatter consisted
of moral restraint, i.e. ‘the restraint from marriage
which is not followed by irregular gratifications’.
(Malthus, it may be noted, did not contemplate the
development of contraceptive practices.)

Malthus’s followers among the classical economists
sought to make this law of population rest on the law
of diminishing returns. The difference in the ratios of
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increase of food and population, they argued, were
due to the operation of thislaw. An increase oflabour
on the land was bound to produce a diminishing in-
crease in yield and, unless the checks came into opera-
tion, over-population would set in. Once this was
accepted, many important consequences followed.
Economic progress was seriously menaced by the
danger of over-population, and nothing but the exer-
cise of that moral restraint of which Malthus spoke
(but in the efficiency of which he appeared to have
little confidence) could overcome the danger. The
poorer classes of the community, in particular, should
be enjoined to exercise prudence; and the later
Malthusians drew the conclusion that since an in-
crease in the wealth of the working class would lead
to the relaxation of the checks it would defeat its
objcct. Charity, both private and public, was viewed
with suspicion, and it was argucd that any increase in
wages which some workers might obtain would only
lead to anincrease in population, to a rise in the supply
of labour, and to a fall in wages.

It was not diflicult for later writcrs to disprove
Malthus’s contentions. The facts of economic develop-
ment during the years subsequent to the Essay were
alone enough to prove that the danger of over-
population was illusory. It was pointed out that
agricultural production had increased by leaps and
bounds and that the food supply of the world had
not only not lagged behind population growth, but
had even been suflicient to maintain a very much
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larger number of people on a very much higher stan-
dard of living.

But even with regard to population itself, recent
observations scemed to disprove the tendency for
numbers to increase whenever means of subsistence
increased. It was pointed out that the relation be-
tween means of subsistence and numbers tended to
be the reverse of that assumed by Malthus. Among
the poor, large families are very much more common
than among the wealthy. Every child is regarded as
a potential bread-winner and as a support in old age;
marriages take place early and families are large.
The wealthier classes, on the other hand, will be
anxious to maintain a certain social status and stan-
dard of comfort; they will wish to provide well for their
children; and they will, therefore, marry late and
restrict their familics. The discovery and sprecad of
knowledge of contraceptive devices and the technical
advances in agricultural production seem thus to
have falsified Malthus’s prophecies. The prospect of
stationary or declining populations in many countries,
particularly in western Europe, has even led many
people to express a fear not of over- but of under-
population.

On the other hand, the appearance of surplus popu-
lation, in the shape of uncmployed, has recently led
many people to revive the ‘Malthusian devil’. They
express the fear that, at last, population is beginning
to overtake the means of subsistence (at any rate, if
these are conceived of in the sense of a conventional
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minimum standard of living). The rapid develop-
ment of productive technique in the nineteenth cen-
tury, they argue, and the growth of birth control have
only postponed the evil day; and diminishing returns
are again operating.

Modern economics rejects both these arguments in
the form in which they are generally put forward. It
is true that Malthus’s prophecies have been falsified,
but those who point this out are apt to ascribe it to
a fault in the law of diminishing returns. It can, how-
ever, be shown that the law of diminishing returns was
misinterpreted by the followers of Malthus and that
it could not, in its modern form, be used as a basis for
a prophecy such as Malthus’s.

Our discussion of diminishing returns in Part Two
of this book gives us the cluc to this misunderstand-
ing. In the first place, the contemporarics of Mal-
thus regarded the law as applicable to agriculture
only, while they believed that increasing returns were
operative in manufacture. It has already been shown
that this view is wrong and that the law of diminishing
returns is valid for all complex production. In the
second place, the law of diminishing returns refers
essentially to a condition of stationary equilibrium.
It states, with regard to population, that there is, at
any time, a certain size of the population which, if
exceeded, would yield an increased return at a dimin-
ishing ratio. It does not mean that if production is
not big enough to use the other existing factors to
full capacity, any increase in population will not in-
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crease production possibly even more than in pro-
portion.

Nor does it state that an increase in population
throughout history would lead to diminishing returns,
for in the course of historical development the other
factors do not remain unchanged. What the Malthu-
sians ignored and many of their modern critics con-
tinue to ignore, is the fact that the law of diminishing
returns rcfers only to a given state of productive
technique and was not designed to explain the process
of changes in technique. The trouble thus arose
through the application to conditions of change of a
law which was designed to elucidate the relations
which exist in a situation of stationary equilibrium.

The theory of the optimum population. The ap-
proach by modern cconomists is different from that of
the Malthusians. It is concerned with the relation
between the size of the population and productive
efficiency, or, in other words, the amounts of all the
other factors which co-operate with labour in produc-
tion and the technical coefficients of production.
From a consideration of this relation arises, as against
Malthus’s maximum population, the concept of an
optimum population consistent with a given amount of
means of subsistence. The optimum population is
that population which, with given amounts of other
factors (including land, productive technique, capital,
and organization), will produce the maximum pro-
duct. Any increase or decrease of the population
above or below that size will diminish the product.
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It is only with reference to this optimum size that
economists nowadays speak of over-population and
under-population; both imply a total of wealth for the
community lower, on account of the size of the popula-
tion, than it could be made under the existing con-
ditions.

This optimum is not a size fixed for all time: it is
determined only by reference to all the other data of
the economic system. It is constantly changing with
the development of technique and the growth of capi-
tal; and it is extremecly difficult to say whether at any
given moment a particular area is over- or under-
populated. Guesses may, of course, be made; but the
exact determination of the optimum level is a ques-
tion not only of the statistical analysis of all data, but
also unanimity of opinion on what constitutes the
maximum total product. What is often regarded
as evidence of over-population is not necessarily the
result of a population in excess of the optimum. It
may be due to quite different causes, which must be
carcfully distinguished from the size of the popula-
tion itsclf.

Again, it is important to distinguish between the
optimum population of the world as a whole and that
of specific areas. Itis true that it is best to regard the
whole world as the economic system to which our
economic laws refer. But the world is divided by
national frontiers; and different national communities
will be concerned with the relation of their own popu-
lation to the production of wealth in their own area,
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rather than with the rclation of population to world
production. It is possible for such national arcas to
be over-populated or under-populated in relation to
others, if, other things being cqual, they produce less
wealth than is produced in the other areas.

The effect of population changes on the remunecra-
tion of labour is by no means easy to determine. The
old post-Malthusian conception that an increase in
population, by increasing the supply of labour, tended
toreduce wages is no longer adequate. An increase of
population may take placc without surpassing the
optimum, either because population was previously
below that optimum size or because, together with
the increase of population, capital, technical know-
ledge, and other factors have altered in such a way as
to raise the optimum. In either case the product will
increase, possibly cven at an increasing ratio. But
whlle the product per head of the working population
is gomg up, the share of labour in relation to that of
other factors may decline (it certainly will when other
factors remain unchanged and the supply of labour
increases up to the optimum). It is impossible
to say which movement will be the stronger, the
one tending to raise, or the one tending to lower,
wages.

3. TAsTES

Three types of changes in tastes. As for con-
sumers’ preferences, we must carcfully distinguish
between three kinds of changes. There are, first of
all, changes the causes of which cannot be easily
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ascertained ; these we might call autonomous. Then
there arc others which are themselves the results of
changes in population, capital, productivity, &c.;
these, for want of a better word, we might call
repercussive changes in consumers’ demands. And,
finally, there are changes in tastes which are deliber-
ately brought about: they are induced. The results on
market relations of all three types of change are simi-
lar. As we shall see, they all involve a change in the
proportions in which diftferent goods are demanded,
with consequent repercussions on the demands for the
factors of production. But we shall also find that the
implications of these changes are not always the same.
Our attitude to their results will vary according to the
quality of the original change itself, and so will our
views of policy.

Autonomous changes. Autonomous changes are
not to be regarded as those which have no cause at all.
They are only called autonomous because, from the
point of view of the economist, their causation is a
matter of some speculation. It is not easy to find
examples for such changes. Probably those caused
by the caprice of fashion are the nearest approxima-
tion. The change-over in women’s fashions from long
hair to short, from long skirts to short, and vice versa,
often possesses the quality of autonomy as we have
defined that term. It will affect the demand for dress
materials, for hair-nets and hair-pins, and many other
goods; and it is not always possible to say that such
changes have been deliberately engincered in the
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interests of the producers of other goods. Nor can we
always find other compelling reasons for them.

Social habits as regards sport will affect many differ-
ent demands, since they will generally cause trans-
ference of expenditure by restricting some demands
and expanding others. Similar effects will be pro-
duced by changesinreligious and moral views: certain
foodstufs, clothes, and types of entertainment will be
more demanded than others.

It is admittedly difficult to treat even changes of
this kind as autonomous. Many of them may be the
result of the manipulation of public opinion by groups
of producers, and are often, in retrospect, found to
have been so. A movement to eat more of this or that,
to shun this kind of recreative activity and engage
more in that, or to wear clothes of a certain design,
is often discovered to have been less of a caprice and
more of a planned campaign.

Again, many of these changes are intimately bound
up with changes in productive technique. For exam-
ple, changes in dietetic habits or in methods of housing
which are based on genuine advances of medical
knowledge are obviously to be treated under our
second rather than under our first heading. And even
spontaneous changes in taste must often wait upon
technical developments before demand can really be
affected.

Repercussive changes. We are thus led to our
second group of changes, those which are caused by
alterations in economic data. Any change in the size
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of the population and in its age and sex composition
will alter the demand for difterent goods. A rise in
the number of the school population in proportion to
the total population will clearly influence the struc-
ture of demand in an entirely different direction from
that occasioned by a rise in the proportion of the older
age-groups who have retired and live on pensions.

Technical improvement and increase in wealth will
also affect the proportions of demand. Most of the
striking changes in consumers’ demand during the
last 150 years can be traced to these causes. Improve-
ments in mcthods of lighting, for example, have
diminished the relative share of lamp oil in people’s
expenditure. Transport developments, caused by
growth of population and, in their turn, making it
possible to absorb that growth, have greatly increased
the proportion of income which has to be devoted to
transport. The invention of the internal combustion
engine has affected not only the demand for other
means of locomotion but the demand for all other
goods as well: food, clothing, housing, and entertain-
ment. Improvementsinhousehold grates have tended
to reduce, relatively, the demand for houschold coal;
and the spread of electric heating will tend to reduce
it still further.

It is difficult to know whether, in the sequence of
human progress, it is the want which precedes the
possibility of meeting it, or vice versa. The wants are
certainly always there—in a latent form—and techni-
cal development which makes it possible to satisfy
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them will make the wants effective. But for thisreason
the line of demarcation between changes in demand
which are the inevitable accompaniment of changes
in data, and thosc which are deliberately induced, is
difficult to draw. The possibilities of new satisfaction
have to be made known before a want can be ex-
pressed. This Icads to the growth of channels of com-
munication and to an increase of advertising in all its
forms. Once, however, the machinery for making
ncw possibilitics known has been developed, it can be
used for the purpose of influencing consumers’ choices
for different ends.

Some of the most important changes in demand are
those which are caused by changes in wealth. Onec of
the earliest studies of the connexion between an in-
crease in income and the proportions of expenditure
was made in 1857 by the German writer Ernst Engel
and embodied in what hassince been called Engel’s law.
It consists of two propositions: first, that the poorer a
household is, the greater will be the proportion of its
income which it spends on food; second, that this
increase takes place in geometrical progression. A
somewhat similar law was developed by Schwabe, in
1868, in relation to the proportion of total expendi-
ture which is devoted to housing. It states that the
wealthier a family is, the greater will be the total
sum spent on rent, but the smaller the proportion of
total expenditure.

The quantitative measurc entailed in Engel’s
law would be difficult to uphold. It is essentially an
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induction and limited by the time and place of the
original data. But the general quality of the conclu-
sions of Engel and Schwabe have been confirmed
and elaborated by subsequent observations. It has
been found thatarisingincome generally leads to arise
in the proportions spent on clothing and drink, but
only up to a certain point. After that they begin to
decline once more. The proportion taken up by rent
declincs up to a point and then rises again. The pro-
portion of food declines steadily; but within the food
group important changes take place. Rye brcad dis-
appearsand wheaten bread takes its place; the propor-
tions of vegetables, fruit, and dairy produce rise; and
there is a general increase in the consumption of meat.
There is, in general, a movement away from morc
primitive and inferior articles of consumption to more
refined and more varicd ones. And every increase in
income is accompanied by a more than proportion-
ate rise in the expenditure on entertainment and
education.

It is not possible to apply these conclusions without
modification to the economic system as a whole. But
it does appear probable that any gencral increase in
wealth is accompanied by some such movement as
that described above. In Great Britain, for example,
there has, in recent years, been a marked incrzasc in
the consumption of eggs, milk, poultry, sugar, and
chocolate, to mention only a few goods. Part of the
changes are, no doubt, due not so much to changes in
tastes (whether as the result of changes in income or
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for other reasons), but are bound up with changes in
therelative prices of goods. But even when allowance
ismade for thelatter factor, thereis evidence to suggest
that therc has been a transference of demands.

Induced changes. The changes in demand which
come under our third heading are on quite a different
footing from the preceding ones: they arc brought
about through the exertion of a deliberate influence
on the creation of consumers’ preferences in the
interests of particular groups of producers. Examples
of this typc are becoming more and more frequent in
modern industrial practice, and they are all based on
the use of new methods of salesmanship and advertis-
ing. They are directed towards establishing the de-
mand for a particular product and to maintaining it
once it has been established.

The use of such practices can be said to arise out of
the concurrence of technical improvements which
involve large fixed capital equipment and the
possibility of competition. Without these practices,
the adoption of such technical improvements would
always lay the entrepreneur open to the risk of falling
demand with the consequence of rising costs. Such a
situation, as we have seen, could lead to considerable
losses through competitive price-cutting; and it is to
avoid these that an attempt is made to influence
demand by other means.

Instead of treating demand as a datum, to which
he has to adjust his price and output, the entrepreneur
will fix output in accordance with the costs dictated
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by the technical conditions of production, will fix his
price, and will then endeavour to make demand fit
his data. His product will be branded; it will gener-
ally have a fixed price; and advertising will be resorted
to in order to create in the minds of consumers a pre-
disposition to buy that product at that price as against
both different products and against similar products
of other producers which might be offered at lower
prices. The consumers’ demand for the particular
product is to remain at least stable, regardless of any
change in other factors; and, whenever possible, ad-
vertising will also be resorted to in order to give the
product a larger share of the consumers’ total expendi-
ture. In essence, then, demand is influenced in order
to abolish competition in the sense in which the word
is normally used and in which it has been employed
here.

The process described is not a new one. In a minor
way it has always existed through the building up of
what is known as the goodwill of an enterprise. A
manufacturer or merchant has always endeavourcd
to collect round him a circle of buyers who will ‘stick’
to him, and who will continue to prefer his goods to
those of another cven though there might be a slight
difference in price. But such goodwill could seldom
be regarded as permanent; it was always subject to
the vagaries of the market. The insulation of the
enterprise was strong enough to withstand only minor
shocks.

But with modern methods of mass-production and
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salesmanship, goodwill is no longer exclusivcly a
question of pcrsonal loyalty to be maintained even at
a certain cost. It becomes a much more impersonal
process of building up preferences and maintaining
them. It is a question of forming a habit, unconsci-
ous, and, therefore, all the more effective. Rivalry
among entreprencurs continues; but it takes on a
somewhat different form. It shows itsclf not so
much in price competition as in the continual, even
if slight, variation of the product, and in the scarch
for more effective advertising.

The conscquences of such developments are very
far-reaching, not least those which affect cultural
standards. From an economic point of view, however,
it might be argued that such methods may be the only
means of avoiding violent fluctuations in production
which, with our present economic structurc and under
existing technical conditions, may lead to serious
repercussions on the demand for, and the incomes of,
factors. To encourage greater varicties and to im-
mobilize, to some extent, the self-regulating price
mechanism would then be the price paid for the
avoidance of such fluctuations. It is onc of the most
difficult tasks of modern economic theory to discover
the full implications of such tendencies. It may be
said here that it is by no means certain, either that
fluctuations can be avoided by the means described,
or that the price exacted is not too high.

All changes in consumers’ preferences, however
occasioned, rcsult in transfers of purchases. They
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change the proportions of demand, and, through the
consequential changes in relative prices, they affect
production. An industry which suffers a decline in
the demand for its products will find the prices which
it can command falling down to the level of costs
already incurred. Its profits will dwindle; and the
operation of the law of cost will lead to a restriction
in the volume of production. This will mean lower
prices for the factors employed in the industry. The
interest which can be got on capital, the price which
can be obtained for raw materials and intcrmediate
goods, and the wages which can be earned in that
industry will decline. Less factors will be employed;
the marginal capital, land, and labour will be driven
out.

An industry, on the other hand, which has an in-
creasing demand for its products will experience the
reverse set of conditions, prices will rise, and so will
profits. Production will expand and this will necessi-
tate the drawing in of units of capital, land, and
labour which were previously extra-marginal. Wages
and interest will rise, and raw materials and inter-
mediate goods will be able to command higher prices
in this industry.

Both these movements will result in a tendency for
factors to be redistributed. There will be a strong
incentive to withdraw capital and labour from indus-
tries with a declining demand; and even where this is
not possible (as in the case of large fixed capital equip-
ment), the tendency will be for fresh capital or labour
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not to enter the industry. An expanding industry will
attract factors. The higher rates of remuneration will
act as incentives; and capital and labour will tend to
move into the industry.

We find, then, that the reaction of the economic
system to changes in demand consists of a redistribu-
tion of resources among different occupations away
from those with a declining demand and into those
with arisingdemand. Ifand when such redistribution
of resources has taken place, equilibrium will be re-
stored. The real problem arises, however, through
the resistances which this redistribution encounters.
But before we discuss these, we must first examine the
effects of technical changes.

4. TECcHNICAL PROGRESS

The effects of inventions and the productive im-
provements to which they lead have been subjects
of continuous study since the beginning of economic
science. The problem of the relation between wealth
and technical progress occupies not only along chapter
in the history of economic theory, it is also one which
has on many occasions during the last 150 years been
of great practical importance.

Early reactions. The earliest reactions of both
theory and practice produced an attitude antagonistic
to the technical improvements. The first days of the
introduction of machinery saw a series of violent
conflicts. The craftsman regarded every new machine
as a rival with whom he could not possibly compete.
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The effect of the machine was to cheapen production
and lower prices. The craftsman became an extra-
marginal producer and there was nothing else for him
to do but to ceasc being independent and to become a
wage-carner. This change-over was viewed with great
hostility; and the development of the factory system
and of machine production was accomplished by a
life-and-death struggle against handicraft production.

But even when the independent artisan had been
reduced to a position of very little importance in the
productive scheme, conflicts did not cease. Now it
was the wage-earner who objected to the further
introduction of the machine. The machine replaced
human labour and led to a decline in the demand
for workers which resulted in unemployment. The
workers banded themsclves together to resist this
movement. The Luddites, the machine-wreckers,
were the expression of this workers’ struggle against
the competition of mechanical contrivances.

The fears of the working class were shared by some
employers, those who found it difficult to keep pace
with technical development; and the theory grew up
that mechanical inventions were detrimental and
should be prevented. By regulation, by the creation
of a hostile public opinion, and by the preservation of
superstitions, the development of inventions was made
difficult. The early history of modern technique
shows many examples of the obstacles which had to
be overcome before a new invention became widely
adopted.
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The forces of resistance could not, however, hold
out for long. The output of new inventions in the
hundred years 1750-1850 was very rapid, but the
cheapening of production went hand in hand with
the continual opening up of new markets and there
was little difficulty in reabsorbing the labour set free
by the introduction of machinery. Individual hard-
ships existed and were, at times, very severe; but the
eventual long-run effect of mechanical development
was beginning to be regarded as advantageous.

Classical economics first expressed this view in a
systematic theory. It treated the introduction of
machinery as part of the problem of the increasc in the
division of labour; and this, as Adam Smith had
pointed out, was limited only by the size of the mar-
ket. Say, the French counterpart of Adam Smith,
formulated a law of the market, according to which
every supply of goods involves a demand for goods
and vice versa. An increase in the productivity of
labour resulting from the introduction of machinery
must, therefore, by increasing the supply, also increase
the demand for goods. Thus, an increase in the de-
mand for labour itself would follow; and any dis-
placement of labour could only be of a temporary
character. The hardships it entailed would also be
temporary only and would be confined to particular
groups of people. They were to be regarded as being
the necessary price to be paid for progress.

Ricardo qualified this view by arguing that it was
possible for the entrepreneur to introduce improve-



230 THE PROBLEMS OF CHANGE

ments in technique without increasing the total pro-
duct and sometimes even decreasing it. This reason-
ing was attacked by later economists, particularly by
Wicksell. He showed that it was conceivable that, for
a time, the introduction of a machine might increase
the profits of the entrepreneur while yet reducing the
gross product. This would lead to a diminished de-
mand for labour and to a fall in wages. But this move-
ment could not go on indefinitely so long as there was
competition. Some entrepreneurs would, no doubt,
go over to the new form of production. But sooner or
later the fall in wages would make a return to the old
form of production more profitable and labour would
be reabsorbed. Thus the new form would not com-
pletely oust the old form if a fall in wages occurred.
The two would exist side by side in such proportions
as would make the profits of entrepreneurs the same
in either; and the total product would ultimately
increase.

The modern view of the results of technical im-
provements falls under two headings. Under the first
is studied the influence of invention on the total pro-
duct; under the second, the effect on the distribution.
of the total product, i.e. on the prices of the factors of
production. Opinion on the first is fairly uniform and
can be stated as follows.

Progress and the total product. Under competi-
tive conditions mechanical improvements will be
adopted if they reduce the entrepreneur’s costs of
production and increase his profits. He will be able
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to produce more than before with the same amount
of factors, as much as before with a less amount, or
less than before with a still smaller number of units of
factors. If he adopts the last course, then, as was
pointed out above, some labour will become redun-
dant, wages will fall, and after a time a return to the
old methods of production and a reabsorption of
labour will become profitable and the total product
will increase.

If he adopts the first course and eraploys the same
amount of factors, the total product will go up. If
he adopts thesecond course, and this is the most likely
in the first instance, some labour will be set free and
will become available for other purposcs. As soon as
these redundant units of labour have been reabsorbed,
the total product must again increase. Thus in any
of these three cases the ultimate effect of any introduc-
tion of a technical improvement must be an increase
in the total amount of the product.

There is, however, an important proviso in what
has been described as the most likely first result, i.e.
where labour is set frce by the introduction of machin-
ery. Only ifreabsorption can take place will the total
productincrease. Whether, and in what manner, that
reabsorption will become a fact will depend upon the
clasticities of demand and upon the technical condi-
tions of different industries.

If the demand for a product is elastic, a cheapening
of that product through an improvement of produc-
tive technique will increase the demand for it more
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than in proportion to the fall in price. Production
will therefore expand and there will be an increased
demand for labour in that industry. Labour can be
reabsorbed; but it is not certain whether the whole of
that previously displaced labour, or less or more of it
will be required. A highly elastic demand and a
comparatively small initial displacement of labour
may result not only in a complete reabsorption, but
even in a bidding away of labour from other occupa-
tions. An inelastic demand, on the other hand, may
leave the industry permanently incapable of using
as much labour as it did prior to the introduction
of the machines.

But even where the particular line of production is
itself unable to reabsorb its unemployed, reabsorption
may yet take place in other ways. If| for example, the
demand for the cheapened product is highly elastic,
but the technical conditions in the industry are such
that it does not require as much labour as before, there
will be an increased demand for labour in the industry
which is producing the new machines.

And if this avenue, too, is closed it is yet possible to
reabsorb labour in other industries. Ifthe demand for
the cheapened product is not elastic the consumers’
outlay on it will be less than before and they will
have more to spend on other things. New wants will
then be satisfied and the standard of living will rise,
while labour can be reabsorbed in the increased
production of other goods. Itis, of course, conceivable
that the increase in the demands for other goods
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will be smaller than the improvement of productive
tcchnique has made possible. This would mean that
the community desires to have a part, at any rate, of
its increased wealth in the form of greater Icisure,
though this desire is likely to show itsclf also in an
incrcascd demand for some goods, ¢.g. entertainment,
thus still giving the possibility of a reabsorption. But
evenifnoincreasein the demand for goods takes place,
competition in the labour market would bring about
a gradual rcabsorption of labour, at the same time
rcducing the hours of labour all round.

Technical progress and relative shares. A scpar-
ate problem is that of the cflects of invention on
the relative prices of the factors of production. We
have scen that competitive conditions will make all
technical progress result in an increase in the total
product; but it does not follow that the prices of the
factors of production will be increased in equal pro-
portions. Only if technical improvements raise the
marginal products of all factors uniformly will the
demand for them go up uniformly too. This is not
often probable, for most inventions increase the
demand for one factor in relation to that for others.
The problems caused by inventions which raise the
marginal products of factors in unequal proportions
are the most interesting. Since, in practice, the most
important inventions are those which result in an
increascd or decreased application of machinery and,
thus, in an increase or decrease in the proportions of
capital used, the most important changes are those
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caused by inventions which substitute capital for
labour and vice versa. The former have been known
as labour-saving, the latter as capital-saving, inventions.
Dr. J. R. Hicks decfines them, respectively, as inven-
tions which increasc the marginal product of labour
more than that of capital and vice versa. Neither type
of invention need reduce the absolute marginal
products of the two factors, though it may do so.

There can be little doubt that the labour-saving
invention has been the more frequent in history; and
the resistances mentioned earlier were, of course, all
called forth by the introduction of labour-saving
machinery. Capital-saving inventions, too, may
occur. Scientific progress may succeed in replacing
complicated machinery, demanding a large fixed
capital equipment, by a simpler apparatus which
requires little capital investment; and the introduc-
tion of the ‘shift’ system can be regarded as being
capital-saving. Examples of inventions which reduce
the demand for capital in relation to that for labour
have not been frequent in the past, though they may
well be much more so in the future.

Changes in the supply of the factors may offset the
effects of inventions. It is, for example, possible that
an invention may increase the demand for labour, but
that a concurrent increase in population would
prevent the marginal product of labour from rising,
and thus make wages rise more slowly than they
otherwise would have done, or keep them stable, or
even depress them. Similarly, a rise in the marginal
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product of capital, due to an invention which made
a greater proportion of capital investment possible,
may be offset by a simultaneous increase in capital.
Changes in the supply of factors may, however, them-
selves determine the kind of invention which is
adopted. A growthin capital (or a decline in popula-
tion) will tend to lower the rate of interest (or to raise
wages), and thus make capital investment more
attractive. It is then likely that labour-saving
inventions (which change the proportions in which
capital and labour are used in favour of the former)
will be stimulated. A rise in population may result
in a fall in wages (or a decline in capital in a rise of the
rate of interest), and thus make it more profitable to
substitute labour for capital and stimulate the intro-
duction of capital-saving devices.

Two types of inventions. In order to distinguish
between inventions due to different causes Dr. Hicks
has proposed the terms autonomous and induced inven-
tions. The former are those which might be described
as spontaneous, i.e. they are not traceable directly to
any cause operating in the market. It will be noticed
that these inventions correspond to the autonomous
changes in consumers’ preferences already discussed.

Induced inventions, on the other hand, are all those
which are due to changes in the relative prices of
different factors, particularly capital and labour. It
will be noticed that the word ‘induced’ is here used in
a different sense from that which we gave it in con-
nexion with changesin consumers’ demands. Inorder
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to preserve a certain symmetry it seems advisable to
refer to inventions of the second type as repercussive.

We can say nothing about the quality of autono-
mous inventions and can, therefore, arrive at no
general conclusions about their effects. They may be
capital-saving or labour-saving; or they may be of
that rare variety, inventions which raise the marginal
products of factors in equal proportions. There is no
reason to believe that, in the long run, they will be of
one rather than of another type.

Repercussive inventions may be of two kinds: those
which it would not have paid to introduce but for the
change in the relative prices of the factors, and those
which, even at previously existing prices, would have
been profitable had they been available. The distinc-
tion is of importance because it is the second kind of
induced inventions which may reduce the absolute
marginal product of one of the factors. A relative rise
in wages or fall in interest will induce labour-saving
inventions. If these are of a kind which would have
paid even before the change in the relative prices of
the factors took place, the absolute marginal product
of labour may decline and wages may fall absolutcly.

Taking our discussions of the effects of invention on
the total product and on the distribution of the pro-
duct togcther, we can state as a gencral conclusion
that, in nearly all cases, inventions will result in a
transference of factors, that the existence of compcti-
tive conditions will make such transfers possible and
will cause an ultimate increase in the total product,
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but that inventions are likely to alter the relative
shares of the total product going to the factors and
their absolute shares.

We concluded that both thc major changes already
discussed, population and consumers’ demands,
would make a redistribution of productive resources
necessary. This, then, appears to be the major
result of change on the economic system. What are
the conditions for the achievement of such a redis-
tribution? How does it affect different classes of the
community? Should it be allowed to proceed
unchecked? These are the final problems which
demand our attention.

5. THE ProBLEM oF PoLicy

Transference. The establishment of equilibrium
in a self-regulating economic system requires that
fundamental changes in data should lead to a re-
organization of the relationships which make up the
system. This reorganization we found to consist of a
transference of productive factors, in particular of
labour and capital, from channels of employment
which are becoming relatively less remunecrative,
cither on account of a change in demand or on account
of inventions which alter the technical requirements
for the factors, into occupations which are relatively
more remunerative. The signals, then, for the need
for redistribution will be changes in different prices.
The market mechanism will then come into play and
redistribution will be achieved.
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There is abundant evidence that this has largely
been the method of absorbing changes in data ever
since the growth of the exchange system. This con-
stant redistribution of resources has taken place
between different occupations in the same country,
between different areas of the same country, particu-
larly if these areas were highly specialized in their
occupations, and, even, between different countries.

In all the important countries of the world technical
changes, and the changes in demand following upon
an increase in wealth, have tended to reduce the
number of people engaged in primary occupations,
1.e. agriculture, the extractive industries, and many of
the old staple trades. There has, on the other hand,
been a marked relative increase in the numbers
employed in the more refined newer industries, in
service occupations and in the distributive trades.
Those regions, particularly in the older industrial
countries, which had a large percentage of the declin-
ing trades have tended to suffer losses of population
through the migration of labour into the areas in
which the expanding trades are localized. Finally,
there has been a marked rise of certain industries in
previously less developed countries of the world, with
a consequent accentuation of the rise of the newer
industries in older industrial countries.

Few of these changes, particularly those of the most
recent years, can be regarded as being only in the
nature of adjustments of the system to changing data.
Many changes in data have not been allowed to work
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themselves out unchecked, and have thusled to other
readjustments in the system. War, the rupture of
exchange relations, the dislocation caused by different
policies, have all a share in the redistribution which
has taken place. Although fundamental changes in
data have been taking place and have led to a re-
distribution of factors, these causes present the most
urgent problems. They cannot be discussed here.

It is clear that this redistribution must grecatly affect
the relative position of different classes of the com-
munity. Labour engaged in declining trades will find
itself faced with a diminished demand. Wages will
tend to fall, unemployment will appear. The re-
absorption of labour, the increase in wealth, and the
possibilities of increased lcisure which we have found
to be the eventual results of progress, will not be able
to make up for the immediate worsening of conditions
to some classes which any change must bring about.

Transference may take a very long time. If the
changes which make it necessary are on a large scale,
powecrful barriers may appear which impede the flow
of resources in accordance with the dictates of the
market. Some of these barriers are always present.
Difficulties of language, habit, and the costs of trans-
port will often make a geographical redistribution of
labour extremely difficult. The differences in the
skill and knowledge required for different occupations
may make the reabsorption of labour impossible for
many years. The development of dairy farming, the
growth of the motor-car industry, the relative increase



240 THE PROBLEMS OF CHANGE

in the demand for garage mechanics, cinema atten-
dants, and commercial travellers do not all offer equal
opportunities to the South Wales coal-miners whom
changes in demand have made redundant in their
own industry.

‘Rigging’. The hardships caused by changes,
temporary though they may appear from the objective
point of view of the economist, are real to those im-
mediatcly affected. Their first reaction is, therefore,
of neccssity an attempt to check these changes, to
prevent the free working of economic forces which
would give effect to them. All those whosc established
position is threatened by changes in the market situa-
tion endeavour to stop the market rechanism as far as
they are concerned. They attempt to ‘rig’ the market.

Such attempts generally take the form of mono-
polistic practices designed to increase the bargaining
strength of the parties concerned. Price-rings, trade-
associations, trade-union policy, advertising—all these
are designed for the same end: to change the equili-
brium at which the market quantities would arrivein
the absence of such practices. All such attempts must
work through the market, that is, they must in some
way alter the supply, the demand, or the price of
goods and factors. It has often been argued that they
can never be very strong if they do not receive aid
from outside the market. They may succeed for a
time only, since monopoly is always subject to limita-
tions, and while they may retard the full effects of
changes, they can never stop them altogether.
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State intervention. The position is considerably
altered when the question arises whether such aid
from outside the market should be forthcoming or not;
when, in other words, the problem of State policy is
at issue. The State possesses powers of compulsion
which are far supcrior to those which any individual
or group of individuals may develop. Ifan individual
wishes to raise the pricc of a good or service, all he can
do is to withhold his supply. If there are very many
suppliers, this will not be effective. If he controls a
large portion of the supply, he may succeed. Itistrue
that inequalities of wealth and the existence of a class
of wage-carners cause a very uncqual distribution of
such bargaining powers. And this, in itself| raises the
problem of the use of the political apparatus, the
State, for the purpose of intervening in the bargaining
of the market, particularly when changes in the data
threaten seriously to affect the relative position of
different classes.

The State can legislate, the State can enforce
legislation; and this gives it the power to affect the
market and, to a certain extent, to put it out of action
altogether. The question arises: Should this power be
used, and, if so, in what way? From economists, the
answer has generally bcen an opposition to the
exercise of the Statc’s power, at any rate when it was
proposed to use it in order to maintain the established
position of a group of pcople. A general presumption
has grown up against State intervention which would
confer privileges and would retard or nullify progress.

4287 R
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Free play of economic forces was advocated as the best
method of giving quick effect to changes in the data,
particularly of consumers’ preferences and of improve-
ments in methods of production. Any other policy, it
was said, would impede progress and would interfere
with the consumers’ freedom to choose. Interference
thus involves an unjustifiable judgement by authority
of the interest of individuals which they alone can
assess.

On the other hand, it has been widely admitted
that the State may legitimately interfere when the
purpose of its action is to preserve the self-regulating
quality of the system. It may, justifiably, prevent the
spread of monopolistic practices which would destroy
the rule of the market. It may also intervene when
wider considerations of health, education, and
humanitarianism make intervention necessary. It
may set up machinery for the control of the quality of
foodstufls, of drugs and medicines; it may pass factory
acts or legislate for mines and railways, laying down
conditions for ensuring the safety of those who are
engaged in them; and it may regulate entries to pro-
fessions when considerations of public well-being
make it advisable to enforce certain standards of
qualification.

It has also been recognized that the State may often
have to intervene in order to preserve competition by
strengthening the position of particular weak groups.
Much labour legislation has been based on this prin-
ciple. In particular, the British Trade Boards Acts
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which apply to industrics in which the workers are
unorganized are an example of the attempt to put two
parties to a bargain on a more or less equal footing.
In recent ycars, however, it has often been urged
that the State should very much extend the sphere of
its intervention. Rapid changes, some of a funda-
mental nature, others themsclves the results of policy,
have more than ever shown that no existing distri-
bution of resources can be regarded as permanent.
Capital and labour have often found themselves faced
with a rapidly falling demand for their products. In
the case of labour, this has meant transference, often
on a very large scale, the difficulties of which we have
already noticed. In the case of capital, this has
involved losses, since the large amount of fixed capital
equipment used in modern industry made withdrawal
impossible. ,
The movement for preserving existing conditions
grew very strong, and it naturally endeavoured to
bring to its aid the powers of the State. Oflate, it has
been extremely successful in most countries, even in
those in which the traditional presumption against
the use of the State machine for the creation of
privileges was strongest. The most interesting of
recent developments is the extended protection
afforded by the State to the interests of capital. In
the past, the State was often forced to intervene on
behalf of labour. The problem of transference in
a modern community often presents itself in terms
of millions of men. And even though a study of



244 THE PROBLEMS OF CHANGE

contemporary economic development would reveal
that much of this problem is not due to causes inde-
pendent of policy, the existence of democratic gov-
ernment makes it inevitable that the weight of
those affected should make itself felt and that the
State should have to provide aid.

But the openly avowed aim to preserve the claims
of capital in the face of changing circumstances is a
comparatively new development in State policy. The
arguments in favour of such a policy are gencrally
based on the desire to avoid violent fluctuations in
production, which would themselves react on the
demand for labour. So the State has stepped in. It
has insulated industries in one country from the
competition of those in another. It has regulated
industries at home, has given them a monopolistic
structure, has enforced prices, and has regulated entry
to trades. It has also given large direct subsidies to
different interests, raised by taxing the community.

These developments have roused the strong opposi-
tion of thosc who believe in allowing changes to go on
unhampered and to show their full effects on the
system. Their strongest argument has been to show
that these measures of interference prevent the system
from functioning properly, and mayj, if they go on for
long enough, destroy the system altogether and with
it the institutional foundation on which it rests.
Moreover, it can be shown that production will fluc-
tuate more (as will the demand for labour) where
prices are ‘rigged’ than where they are not.
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Those, on the other hand, who have supported the
recent devclopments of State policy have generally
held that the readjustments which recent changes have
made necessary have been too big to be left to them-
sclves. Some control, they believe, isinevitablein order
to alleviate the hardships of the period of transition.

Some have even gone so far as to admit that the
self-regulating market economy may not be able to
survive if it is more and more replaced by authorita-
tive control. But this they would not regard as an
argument against control, but rather as an argument
for the replacement of the system by one of complete
central planning. Not all of those who are prepared
to go so far are aware of the implications of such policy.
They often fail to see that the market economy is,
as we have seen, the inevitable corollary of certain
institutions, particularly of private property in factors
of production and of individual enterprise, and that
to scrap the market economy would involve a funda-
mental change in these institutions. Others who see
these implications are prepared to advocate far-
reaching institutional changes, as well as the replace-
ment of the market economy by one of central
planning: in short, the establishment of socialism.

Theoldermiddle view regarded the problem of State
control as essentially one to be solved not in general,
but for each case on its merits. Statesmanship, it is
often argued, is essentially a process of assessing the
importance of different interests and of intervening
when intervention appears, on balance, to confer
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greater benefits thaninjuries. Those whostill hold this
view believe that the supremacy of consumers’ choice
can be pressed too far. Many choices, they would point
out, are induced; and, in relation to a grecat many
articles of consumption, the consumer is essentially in
ignorance and at the mercy of the producer. As
regards the individualistic nature of consumers’ pre-
ference and the absence of any objective standard by
which to measure personal satisfactions, they main-
tain that not only is monctary reckoning all-perva-
sive, but that there are also widely held uniform views
on social justice which do not make it necessary,
in practice, to assume a wide disparity in people’s
wants. Comparisons on the basis of money, while not
scientifically precise, can, thercfore, be made, and
are, in fact, constantly made.

These advocates of occasional intervention should,
however, understand that the real difficulty is a politi-
cal one, in the narrow sense of theword. How s it pos-
sible to ensure that the implications of State policy will
be fairly presented to the community and will be clear-
ly grasped by it? How can the exercise of undue
influence over the political apparatus by particular
interests be prevented? Can the State be placed
above the contending parties? Can it be an arbiter?
Or must it, of its very nature, be the instrument of
particular interests? These, however, are all questions
of politics, and we must end at the point at which
economics abuts on the related fields of social and
political study.
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6. Tue TraDE CyCLE

Far more urgent, in practice, than the long-run
changes analysed above are certain periodic con-
vulsions which affect the whole of the economic
system. These disturbances are of a different quality
from the developmental changes in data which have
been examined; and the problems which they create,
while they also arise through difficulties of readjust-
ment, are ncvertheless much less clear-cut. Crises,
Industrial Fluctuations, or the Trade Cycle, as these
disturbances have been called, fall really outside the
scope of an elementary work.| The literature on the
subject is very large; and while a certain measure of
broad agreement has been achicved, differences of
opinion between economists, both on the diagnosis
and the therapy of the trade cycle, are still so con-
siderable that an advanced knowledge of economic
theory is required for any detailed discussion. The
few points which are given below should, therefore,
be regarded as indications only of possible lines of
inquiry.

The symptoms of the trade cycle. The facts of the
trade cycleare comparatively simple. Fluctuations in
the level of economic activity have always existed.
Catastrophes such as droughts and plagues, wars
and invasions, and the sudden occurrence of some
of the changes cited earlier, have been responsible
for disturbances of the economic machine, with the
consequent violent alternations of busy and slack
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periods, long before the development of the modern
economic system. But the periodic, rhythmical, up-
and-down movement of business, to which we give the
name of the trade cycle, and which is not in any ob-
vious way traccable to any of these ‘natural’ causcs,
is a product of the modern capitalist system; it is a
phenomenon of the last 150 years or so.

The symptoms of these alternations of booms and
slumps are, bricfly, as follows. At certain times,
business activity is clearly following an upward move-
ment, although the periods when it is maintained on
a comparatively high level are short. Production
increases; the factors of production arc well employed,
even less efficient units of capital and labour having
been drawn into the process of production; the re-
muneration of the factors tends to be high; above
all, the profits of the entrcpreneur rise.

A sharp rise to which we give the name of boom
supervenes and, after a short period of feverish
speculative activity, prosperity generally ends in a
critical convulsion during which all the high struc-
tures previously built collapse. After a time, business
settles down to a more or less prolonged period of low
activity: the depression. Production figures are low;
there is unemployment both of labour and capital;
the remuneration of the factors of production is low;
profits have shrunk to a very low figure, and many
entrcpreneurs are carrying on at a loss.

The character of the trade cycle. The two chief
characteristics of these movements are that they are
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¢yclical and that they tend to be general. The first
implies a distinct rhythm consisting of different
phases which follow each other in a well-marked
order. Roughly these phases can be classified as
(a) upward movement or recovery, (b) boom, (c)
crisis, (d) depression. A study of the fluctuations
which have occurred in recent history shows that
these phases are not always of equal duration or
intensity. There are certain secondary characteristics
peculiar to each cycle which lead sometimes to an
overlapping of phases, sometimes to the possibility of
distinguishing additional ones. Nor has it been
possible to establish anything like a uniform duration
for all cycles. Not only is there a big margin of
variation in the length of different cycles, but the
statistical data on which estimates of such length are
based have been variously interpreted by different
economists. And while a duration of between five
and ten years appears to mark the cycles of the last
100 years, it is best to insist on the general cyclical
quality of fluctuations, rather than to claim any
definite time-range for them.

The general nature of the trade cycle is its other
necessary characteristic. This is a quality which has
become progressively more marked as the modern
economic system has developed. Nothing but a dis-
turbance of the whole economic machine could create
a special problem of analysis and policy, since partial
dislocations must, of necessity, be due to special,
comparatively easily found, causes. Modern crises
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are, therefore, the product of the capitalist market
economy of which the development was sketched in a
previous section.\Not until all trades, all commodities,
and all memberg of the community had been drawn
into the system of capitalist production and exchange,
and had been linked by the ties of the social economy,
was it possible for such gencral movements to occur.
The trade cycle, then, must affect all trades and all
districts of a community, though not necessarily with
equal intensity.

It is true that in the carly days of modern economy
this rule was not always fulfilled. But it could
generally be shown that when a particular area or a
certain branch of production (such as agriculture) re-
maincd unaffected, this was due precisely to the
absence or wcakness of any link between it and the
economic system as a whole. To-days, it is very rarely
that such exceptions can be found. Not only are all
branches of the economic system affected, but no major
disturbance occurs without spreading internationally.
This development is the natural outcome of the pro-
gress of international trade, of the establishment of
world markets, of the adoption, in recent history, of a
single monetary standard by all the most advanced
countries, of the international mobility of capital: in
short, of the making of the world into a single econo-
mic unit.

The all-embracing quality of modern cycles has
made their study a matter of prime importance.
This study has, in the first place, been directed to a
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clear description of the course of fluctuations in
industrial activity and has thus been essentially
statistical. A mass of data on all the relevant indices
such as production, prices of commodities, interest
rates, wages, unemployment, and volume of home and
foreign trade is being accumulated. It was hoped by
some economists that some particularly striking
correlation of data might emerge which would
suggest fruitful lines for theoretical investigation.
What is certain is that it is now possible to present a
fairly accurate picture of the main succession of events
of the trade cycle.

This picture relies on the transformation which
certain market phenomena undergo between the
upward and the downward swing of the cycle, and
describesitsinternal development, ignoring, in the first
place, the question of the original cause of the move-
ment. Beginning at a point of time when the depres-
sion has been of some duration, we find a certain
temporary balance between all the parts of the
economic machine. Production has settled down to
a low level and prices are low; less efficient entre-
preneurs have been weeded out; there is a consider-
able reserve of unemployed labour, and wages are
low; savings are held in as liquid a form as possible:
there is no incentive to capital investment since the
profitableness of enterprise is small; interest rates
show, as a consequence, variations as between dif-
ferent markets: being lowest in the shortest and safest,
and highest in the longest and riskiest channels.
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This general stagnation could, clearly, be brought
to an end by some outside event, such as the stimulus
to some demands caused by government expenditure
(rearmament, for example). But whatever the first
incentive, as soon as it appears, the very conditions of
stagnation will turn into factors which encourage
a recovery. Low prices and low wages will act as
inducements to the expansion of enterprise; above all,
the abundance of funds potentially available for
investments will, at the first sign of a return of cnter-
prise, help in the upward movement. Gradually,
production increases. Itisa well-established fact that
this increase first affects the constructional trades
(those producing capital goods), since it is in those
trades that the low rates of interest on capital are par-
ticularly strong incentives to expansion. Prices rise,
though again not uniformly. Raw materials, particu-
larly those used in the production goods industries, are
the first to be affected, and others follow. And, finally,
a later and non-uniformrisein wages can be observed.

Where the turning-point is reached is still a matter
of debate. The most obvious symptoms which indi-
cate that the boom has become spcculative and has
overshot the mark is, generally, to be found in the
monetary sphere. There is a sudden rise in the rate
of interest, which at once administers a check to
enterprise. Loans are called in, an attempt is made to
liquidate investments; there occurs the reverse move-
ment of the one observed before: a general shifting
of funds from less to more liquid forms. This leads
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entrepreneurs to an equal scramble for liquidity:
some projects, particularly those which were planned
to mature a long time ahead, will be abandoned,
others curtailed. Stocks will be clcared, even at
reduced prices. Production will be restricted and
workers dismissed, even though the consequent
decline in purchasing power will accentuate the
fall in price.

This critical movement slowly comes to an end;
and when a considerable scaling-down of prices,
wagcs, &c., has been achicved, a temporary equili-
brium is established at the new low level. The
economic system then continues, for some time, in a
state of depression which is particularly marked in
the capital goods industries. We have again reached
our starting-point with the possibility of a repetition
of the whole process. |

Theories of the trade cycle. Theforegoing descrip-
tion, sketchy though it is, will have shown in what
respects the trade cycle differs from the problems of
change with which we have hitherto been concerncd,
why a special theory of the trade cycle is necessary,
and, finally, what factors such a theory will have to
take into account. To be fully satisfactory the theory
will have to explain the two fundamental characteris-
tics of the trade cycle, namely, its generality (includ-
ing its increasing generality) and its recurrence.
Since general economic convulsions have existed in
the pre-capitalist era, when they were the results of
natural or political catastrophes, it was natural that
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some of the earliest theories of the trade cycle should
have relied for their explanations on similar natural
events. Wars or failure of harvests were regarded
as the initial causes, and it was possible to show that
the cumulative movement which followed was made
inevitable by the complex interrelations of modern
economy.’An attempt was made to explain the recur-
rence of cycles cither by some theory which claimed
to demonstrate the periodicity of good and bad har-
vests (such as the famous ‘sun-spots’ theory of Jevons),
or by the denial of any regularity in the alternation of
boom and slump. If we deny regularity, it follows
that any catastrophic event may set up a cycle which
can be perpetuated by the fortuitous occurrence of one
out of a large number of possible other impulses.

Explanations of this kind were, however, found to
be unsatisfactory. Even though no uniform duration
of cycles can be discovered, their recurrence is suffi-
ciently striking to demand special explanation. Good
or bad harvests may undoubtedly play an important
partin the exact scquence of the phases of a cycle. But
it can be shown that the closer linking-up of the world,
which was bound to diminish the importance of the
size of crops in any particular area, has, at the same
time, made crises more general.

The first condition for a satisfactory theory is the
recognition of the fact that the trade cycle is a pheno-
menon of our particular social and economic system.
No explanation, therefore, which adopts a ‘cata-
strophic’ view appropriate to earlier systems can claim
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our acceptance. A theory which forms a bridge be-
tween these naive explanations and the more elabor-
ate modern oncs is of a psychological character. It
takes into account the fact of private enterprise on
which our system rests, and explains cycles in terms
of waves of optimism and pessimism which, from small
beginnings, gather momentum and lead to a self-
engendercd rhythm of collective error—first upwards
and then downwards. Nearly all modern theories
would assign some importance to the spread of parti-
cular anticipations throughout the system which is
made so much easier to-day by the interconnexion of
markets. But the above argument can hardly be
regarded as a full explanation either of the initial
cause or of the particular relative changes that are
present in cycles.

Another theory which goes farther into the real
nature of the trade cycle is that which starts from the
striking and well-observed fact that the proportions
in which production and consumption goods are pro-
duced, and their relative prices, undergo violent
changes in the course of the cycle. Nearly all existing
theories make use of this fact in their explanations.
Some economists have argued that the cycle is due to
asudden burst of capital development, a sudden jump
in the accumulation of capital, due to the opening-up
of a new country, to the discovery of new resources or
processes, or to some similar cause. They point to the
fact that most cycles of the nineteenth century were
associated with some such well-defined expansion in
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capital development: railways, the opening-up of
South America, the introduction of electricity, oil, &c.
A large quantity of capital goods is required in the
initial phases of such development; but once this has
been produced, demand falls off. In other words,
the demand for capital goods is discontinuous; and
this discontinuity is the cause of the cyclical movement
of business activity as a whole.

A large number of other thcories include, or rely
exclusively, on an analysis of this disproportion be-
tween capital goods and consumption goods. Some of
these—generally referred to as under-consumption
theories—claim that there is an inherent tendency for
capital accumulation to proceed, at times, at too rapid
a pace. Since the ultimate purpose of capital expan-
sion must always be to raise consumption, i.e. to in-
crease the output of consumption goods, it is easy to
sce that there may be certain rates of accumulation at
which a discrepancy arises: the market for the pro-
ducts of the increased capital equipment is not able to
absorb the supply, and a general decline follows. The
exact manner in which these disproportions arise and
the quality of the causes which inevitably make capital
development outrun the possibilities of consumption
are matters of great controversy. The explanations
range from simple fallacies which economics has little
difficulty in exposing, to very claborate theories which
introduce a variety of fresh factors.

Chief among the additional factors which modern
theories take into account is the working of the mone-
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tary system. Thercis, of course, some inherent proba-
bility in the suggestion that fluctuations are in part,
at any rate, a monetary phenomenon, owing to the
very generality of the trade cycle. Money and credit
form the most obvious links between the various mar-
kets which compose the cconomic system as a whole;
and it is rcasonable to suppose that such collective
errors in individuals’ decisions as are revealed by the
trade cycle may, in our individualistic economy, be
due to some misbehaviour of money.

The general possibility of monetary influence arises
from the very functions which money performs. As it
1s a medium of exchange which divides the act of
exchange into two separate parts, goods—money—
goods, it is clear that monetary changes may inter-
vene which will cause the alteration or postponement
of the second half without which the process is not
complete. An alteration of the money stream while it
is, as it were, half-way through the exchange process,
must distort the barter of goods against goods of which
exchange rcally consists. The identity of demand
and supply is destroyed ; there are created what have
been called ‘unilateral’ increases or decreases in de-
mand, i.c. those not balanced by similar changes in
supply.

It is easy to sce how such alterations in the money
stream may arise. There may be unexpected dis-
coveries of the commodity of which money consists
(e.g. gold), or destructions of it. But by far the most

important source of such alterations to-day is the
4287 S
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banking system. This has created—in a manner which
it is impossible to analyse here—money substitutes,
credit; and through alterations in the volume of credit
and the rate of interest from loans it can exert a power-
ful influence upon the state of markets.

Since money is also a means of generalizing pur-
chasing power, it becomes a powerful instrument of
expressing, and making general, individuals’ anticipa-
tions. The existence of money and the elaboration of
money and capital markets with channels of invest-
ment of varying lengths and risks, presents the indivi-
dual with the possibility of postponing the consump-
tion of income (equivalent to a postponement of the
second half of the act of exchange: G—M—G) and of
keeping the non-consumed portions ofincome in forms
of varying liquidity. We see thus a glimpse, at any
rate, of the connexion between the money system and
the problems of anticipations, on the one hand, and
between it and the gencral waves of optimism and
pessimism which undoubtedly form part of the trade
cycle, on the other. In the working of the monetary
system may also be found the explanation of the
technique by which the sharp turning from boom to
slump and the gradual change from depression to
recovery are achieved.

Enough has been said to show in what directions a
complete explanation must be looked for. It will have
to account for the changes in relative prices, interest
rates and wages; for the disproportions in the sphere
of production; for the conflict between consumption
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and accumulation; for the changes in anticipations;
and for the role of the monetary system. Finally, and
most important of all, it will have to explain the rela-
tion between these separate phenomena and the
fundamental institutional data of our economic
system.

The problem of policy. Very little can be said
about policy in relation to the trade cycle; although
it must be recognized that there is no more important
practical problem facing us to-day than the cure and
prevention of crises. Obviously the remedy which is
suggested depends very much on the diagnosis which
is made. According to the emphasis placed upon the
factors enumerated above, policy will rely on measures
to stimulate consumption or accumulation; on at-
tempts to check or to encourage the expansion of the
capital goods industries; on monetary measures de-
signed sometimes to increase and sometimes to dimi-
nish the volume of effective money.

Disagreements among economists concerning policy
are far greater than those of analysis. Differences of
emphasis in diagnosis, especially since there has been
an increase in the eclecticism of theories of the trade
cycle, have not been very striking. But when itis a
question of suggesting policics, these differences of
emphasis become all-important. Some economists
maintain that the explanation of the crisis is to be
found in the preceding boom. The only way, there-
fore, to even out fluctuations is to prevent the recovery

movement from developing into a speculative boom.
4287 s2
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Once, however, it has been allowed to go so far,
nothing can prevent the collapse and depression. At
that stage, the best policy is to allow the liquidation
of the unsound positions created in the boom to be
completed as quickly as possible. The introduction of
palliatives would only prolong the agony.

Other economists lay more stress on the self-
accclerating character of the downward movement
once a crisis has occurred. They would plead for
measures designed to stimulate demand through the
expansion of public works and the maintenance of the
purchasing-power of the mass of consumers. Mone-
tary measures are of importance in both these
policies: it is claimed in the one that an early re-
striction of credit will prevent the boom; in the other,
that an early expansion of credit will prevent the crisis
from turning into a lengthy depression.

It must be clear from what has been said earlier
about economic policy in general that the same pro-
blems concerning the functions of the State are in-
volved. Monetary policy, it is true, has always occu-
pied an exceptional position. Even the staunchest
advocates of laissez-faire among the classical econo-
mists admitted that State intervention to regulate the
issue of money and credit was legitimate. But there
are few economists to-day who have faith in the ability
of monetary policy alone to remove fluctuations;
nearly all the schemes that are put forward involve
some additional measure of State intervention. And
those economists who believe that fluctuations are
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inseparable from the existing social and economic
system must be prepared to argue on the much wider
terrain of political action. Once again, therefore, we
conclude at a point at which economics, as to-day
understood, must give way to politics.



CONCLUSION

T seems advisable to add a few concluding words,

not so much as a summary of what has been dis-
cussed in the preceding pages, but in order to indicate
some of the more advanced problems to which it is
necessary to proceed. These problems can be divided
into three groups.

There are first the problems of more detailed econo-
mic analysis: the development of the elements of pure
economic theory presented in Part II of this book.
These include refinements of the analysis of equili-
brium and a study of alternative theories, as well as
more searching discussions of the disturbances to
which the system is subject and of the methods of
readjustment to change. These problems are very
numerous indeed ; but a few may be mentioned here.

In the theory of value, for example, there is a con-
choice as essential and those who wish to ) confine them-
se]vcs to a theory of exchange. The latter argue that
it is unnecessary to make complicated assumptions
about the nature of people’s conduct, assumptions
which are not capable of verification. All we need do
is to observe people’s behaviour in the market and to
formulate a theory of price in accordance with our
observations. The other school maintains that it is
impossible to develop a satisfactory theory of price
without the instrument of a theory of choice which



CONCLUSION 263

refers to people’s conduct even when exchange (an
institutional datum) is absent.

In the theory of the market itself, much work has
recently been done on exchange and production in the
presence of different degrees of monopoly and com-
petition. The theory of duopoly and oligopoly. has
been much elaborated; and the very complex condi-
tions of the existence of equilibrium in the market as
a whole, as well as for each participant, are now being
studied. The resistances to changing conditions have
alsoreceived a great deal of attention, and, in particu-
lar, the changes in the degree of competition conse-
quent upon changes in data.

Perhaps the most interesting work is that which re-
lates to the uncertainty of the future, to the existence of
money, and to the trade cycle. Here the problem has,
roughly, been that of studying the quality of anticipa-
tions of the future and their cffects on market equili-
brium. Changesin anticipations will make themselves
felt particularly in changes in the proportions of saving
and spending, and, thus, in the structure of demands
for different goods and for factors. The possibility has
been analysed of general changes in the desire to hold
money for future uses and in the effect which these
have on the law of the market, which states that a
supply of goods always entails a demand for goods,
and vice versa.

In addition to these theoretical problems, investiga-
tions into the facts of the economic structure have
much increased in recent years. A large volume of
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information is available on the occupational distribu-
tion of the population, on the size of the product, on
the productivity of labour, on consumers’ outlays, on
relative prices, and on changes in all these data.

A study of such factual information is an absolute
necessity for the economist. It cannot replace the
continual development of the implications of our
definition of economics which is the proper ficld of
pure theory. But it will furnish new problems to
which the deductive process may be applied; it will
suggcest new hypotheses; and it will enable theory to
be subjected to continual verification. It will, more-
over, supply that general background of knowledge
of affairs which will help to make the forecasts of the
economist more reliable.

Finally, there arc the problems of policy. The
classical economists made their economic reasoning
part and parcel of a general system of social ideas.
They were thus able to pronounce without hesitation
on practical issues and to take a prominent part, as
economists, in the fashioning of policy. Modern
economists, as has already been pointed out, have
tended to restrict the sphere of competence of econo-
mics by making the subject into an instrument for
revealing a system of interrelationships which exists
under certain assumed conditions and, thereby, to
discover the implications of any change in these con-
ditions which may be proposed. The role of the
economist is more and more conceived of as that of
the expert who can say what consequences are likely
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to follow certain actions, but who cannot judge, as an
economist, of the desirability of these actions.

When interpreted in this way, economics can con-
tribute little to the ultimate solution of problems of
policy. Provided that the issues have been made
clear, there is nothing in economic theory which can
decide whether any piece of State intervention is
desirable or not. And if the implications are under-
stood, the economist cannot even say whether the self-
regulating system which he has been studying is
supcrior to any other. This change in the approach
to economics is not sufficiently realized by public
opinion. The authority of ecconomicsisstill quite often
invoked to support a course of action which is based
on considerations about which modern economics has
nothing to say. It is important, therefore, that the
extent of the competence of our subject should be
clearly understood.

Whether the recent restriction of the competence of
the economist is itsclf desirable or not, is perhaps the
most difficult and certainly the most fundamental
problem of all. There can be no doubt that the process
of making economics more scientific has yielded many
valuable results. It is also true that further develop-
ments along the same lines may be necessary if the
cconomist is to play his part as the expert who presents
the community with a clcar statement of the implica-
tions of different policies.

But satisfying though this more rigorous formal
study may be, it carries with it serious dangers. It
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may so fascinate the student that he becomes blind
to wider issues, or too cowardly to face them. Econo-
mics started as a practical subject concerned with the
betterment of the conditions of humanity. However
austere a scientific discipline it may become, it will
always be necessary to put it in its proper setting of
social and political idcas.

This necessity has so much impressed some econo-
mists that a reaction against the growth of formalism,
against excessive neutrality, has set in. This reaction
has taken the form either of a revival of Marxism, or,
and this is much more noticeable in academic circles,
of a combination of rigorous analysis with what may
be called teleological assumptions, i.e. preoccupations
with particular endsor purposes. Atthe present time,
therefore, we can distinguish, roughly, three trends
in economic thought: the Marxist, the formalist, and
the teleological.

In a book which is an exposition of ‘orthodox’
economics little can be said about Marxism: some
indication has alrcady been given of the very compre-
hensive nature of Marxist thought. It hasbeenshown
that Marxism is based, in the first place, upon an
analysis of the contemporary social structure from the
pointof view of property relations. From aninvestiga-
tion of the evolution of that social structure Marxism
claims to derive certain general principles of the
development of society which, briefly summarized,
are: the existence of opposing classes (i.e. classes with
antagonistic interests due to the difference in their
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relations to property in the means of production) ; the
perpetual conflict between these classes and between
the class character of society and the developing pro-
ductive forces; and the periodic social revolutions by
which these conflicts are solved. These principles are
applicd to an analysis of present-day capitalism and
yicld a number of theories relating to value, exploita-
tion, capital accumulation, and crises which are, how-
ever, too complex to be dealt with summarily here.

The formalist school, which has grcatly developed
during the last sixty years, is split into those who, as
has been mentioned, wish to preserve the concept of
utility, and those whose desire for scientific rigour has
led them to concentrate on the mathematical treat-
ment of measurable quantities and increments. There
can be no doubt that it is this latter method which has
produced the more imposing results in recent years.
The unity of the two sections persists in their common
desire to avoid reference to social institutions and to
establish laws similar to those of the physical sciences.
The unifying principle of their analysis is that of
choice, or substitution, which can be regarded as a
natural datum; while the unifying principle of the
Marxist system is the class nature of society, a social
datum.

The third of the present tendencies includes the
considerable use of the modern analytical technique,
but makes use also of teleological hypotheses, such
as the avoidance of fluctuations, full employment, or
more equal distribution of wealth. These are put on
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a level with other hypotheses constantly used in
economics; their implications are worked out; and a
much surer guide to policy is then claimed to be
available. How far such a procedure is compatible
with the continuance of the claim that economics is
impartial, it is difficult to say. Itis, at any rate, clear
that a consistent adherence to this method must again
raise problems of politics. In the last resort, therefore,
the new teleological school must be judged on its own
ground: in accordance with the clarity with which it
recognizes the implications, in terms of politics, of
the economic policy which it advocates.
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works of which the relevant portions should be studied.
WickseLL, Lectures on Political Economy, vol. i (Routledge);
MARSHALL, Principles of Economics (Macmillan) ; the books
by KnicuT and Taussic already mentioned, and CasskL,
The Theory of Social Economy (Benn). For a spccial part
of the subject, WHALE, International Trade (Home Univer-
sity Library), and Taussic, International Trade (Mac-
millan), may be mentioned. Recent work on the theory
of monopoly is rather advanced, but an excellent discus-
sion of the main problems of duopoly will be found in
Picou, The Economics of Stationary States (Macmillan).

TuE THEORY OF PRODUCTION

WickseLL’s Lectures and Knicur, Risk, Uncertainty and
Profit, provide the best comprchensive treatment in Eng-
lish. CasseL, The Nature and Necessity of Interest, deals with
capital, and there is a very good German work on
Capitalistic Production: StricL: Kapital und Produktion
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(Springer). A useful short introduction to wages is
RobpiNs, Wages (Jarrolds). The most complete and
up-to-date (though advanced) statement of the Marginal
Productivity Theory is to be found in Hicks, The Theory
of Wages (Macmillan). Doucras, The Theory of Wages
(Macmillan) combines very well theoretical and statis-
tical studies. An admirable critical discussion of the
problem is DosB, Wages (Nisbet). Taussic, Wages and
Capital (London School of Economics Reprints), is an
important work on the connexion between the theory of
wages and the theory of capital. Ropinson, The Economics
of Imperfect Competition (Macmillan) and CHAMBERLIN,
The Theory of Monopolistic Competition (Milford), are ad-
vanced, but very important. An excellent introduction
to the problems of production under conditions of imper-
fect competition is KarLpor, ‘The Equilibrium of the
Firm’, in Economic Journal (March 1934). And indispen-
sable for a more advanced knowledge of the theory of
production is Srarra, ‘The Laws of Rcturns under
Competitive Conditions’, in Economic Journal (Dec. 1926).

Tue ProBLEMs OF CHANGE

Most of the larger works deal with these. The following
might also be mentioned: WricHT, Population (Nisbet);
Rosains, ‘The Optimum Theory of Population’, in Lon-
don Essays in Economics (Routledge) ; GREGORY, ‘Rationali-
sation and Technological Unemployment’, in Economic
Journal, December 1930; RoBgINs, ‘The Economic Effects
of Variations in Hours of Labour’, in Economic Fournal,
March 1929; Fisuer, The Clash of Progress and Security
(Macmillan).

There is a very large number of descriptive works and
of books on monetary problems, on the trade cycle, and
on Marxism. Here are a few: Asurey, The Economic
Organisation of England (Longmans); CROWTHER, Ways
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and Means (Macmillan) ; ALLEN, British Industries and their
Organisation (Longmans); Rorr, About Money (Faber);
RoBERTSON, Money (Nisbet) ; LEAF, Banking (Home Uni-
versity Library); Macrie, Theories of the Trade Cycle
(Macmillan); STRACHEY, The Nature of Capitalist Crisis
(Gollancz).
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