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PREFACE

THis introduction to political economy has been written
primarily for students in my introductory classes in the
University of Toronto. I have had in mind the different
needs of those members of the classes who will study the
subject intensively for three more years in the honour course
in political science and economics, and of those who may
take no further courses in economics at the University. It
is intended to be read along with other books, for it makes
no pretence to completeness either in its scope or in the
treatment of individual subjects.! It is hoped that it may
prove useful in other universities to supplement the regular
text-books, or other books, in use therein, and that it will be
found useful by general readers who want to know what
economics is and how economists think. Its ideal is that
expressed by Mr. J. M. Keynes in his introductions to the
Cambridge Economic Handbooks: ‘‘Economics does not
furnish a body of settled conclusions immediately applicable
to policy. It is a method rather than a doctrine, an appara-
tus of the mind, a technique of thinking, which helps its
possessor to draw correct conclusions. . . . [this volume] is not
directed towards making original contributions to economic
science. Its object is to expound its elements . . . so that the
number of those who can begin to think for themselves may
be increased.” I have wanted, too, to introduce the student
to the literature of the subject, in order that he may see the
economist at work with this technique and that he may
realize that the science is continually developing, that it is
dynamic not static. For this reason I have given a number
of foot-note references, but I have tried to restrict the

1In my own courses it is used along with a number of good, small, books, viz.:
E. Cannan, Wealth; D. H. Robertson, The Control of Industry; E. A. G. Robin-
son, The Structure of Competitive Industry; J. W. F. Rowe, Markels and Men;
W. A. Mackintosh, Economic Background of Dominion-Provincial Relations; A. C.
Pigou, Ecomomics in Practicc; W. H. Hamilton, The Paitern of Competition.
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references to materials which can be read with interest and
understanding by students at the beginning of their study
of economics.

Some advice given by Professor Pigou to students of
economics in his Apologia in Economics in Practice deserves
to be repeated here for the benefit of those who are foolish
enough not to read the whole essay.

There is a third characteristic of the economist’s work. His subject
matter in the last resort is economic life in its full concreteness, a moving,
breathing process among actual men and women in their factories and their
homes. But the great majority of economists are, from the very nature
of their occupation, more or less cloistered persons. Their contact with
the thing they study is, in the main, not direct, but through the printed
page. They therefore lack that intimacy of touch, that feel of reality, which
is vital to full understanding. . . . Therefore it is up to the economist, when
he is young and his mind is plastic, to take whatever opportunities he can
find for direct acquaintance with the life of men and women in factory
and field; to understand machinery; to see for himself at first hand how
businesses are organised and run. Marshall in his youth had what he called
his Wanderjahr. He told me once that, had he been planted in a desert
island, he thought he could have re-designed the great majority of important
machines currently in use—other than electrical machines. He used to go
round factories and study the work that was being done until he could
guess within a few shillings the rate of wages that the men he saw were
earning. That way,—and if you will reread, as I have lately done, the earlier
chapters of The Wealth of Nations, you will see that it is pre-eminently the
way of Adam Smith—that way, and not by sitting in our studies, as some
of us have done, is how the really great economist prepares himself for his
work.

The present edition is substantially the same as the
original except for the addition of an appendix on ‘“Money
and the Price System.” This was first published by the
University of Toronto Press in 1942 as a pamphlet for use
in connection with this text-book. Logically it should follow
chapter 111 but in the interest of economy it has been included
at the end of the book. The theory of money and the theory
of employment have developed with great rapidity in the last
fifteen years. The literature is difficult and controversial.
For this reason I have not attempted in this appendix to
indicate my indebtedness to particular writers, nor have I
given references to the literature. To scholars the debt will
be obvious; to the students, for whom this is written, the
references would be useless.
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I wish to express my thanks: to Professor H. A. Innis
and Professor C. A. Ashley for advice, criticism, and en-
couragement freely given over the years during which this
book was designed, written, and revised; to Mrs. Graham
Spry for valuable suggestions for improving the first five
chapters; to Professor A. F. W, Plumptre for advice on the
revision of chapter 111; to Professor V. C. Fowke for advice
on the revision of chapter v; to Mr. L. Skeoch for assistance
with chapters v-vir; to Mr. R. K. Martin of the Newsprint
Association for advice on the revision of chapter vi; to Mr.
F. A. McGregor and Mr. Howard Brown of the Combines
Investigation Commission for advice on the revision of
chapter viI; to Miss Betty Ratz for advice on the revision
of chapter viir; to Dr. Karl Helleiner for advice on the revision
of chapter 1X; to Dr. Mabel Timlin, Mr. Roger Anderson,
and Mr. J. W. Holmes for advice in revising the appendix;
to Professor J. I. Mosher and Mr. L. Skeoch who assisted
me in developing this introductory course in the winter of
1939-40; to Professor V. C. Fowke and Mr. W. K. Bryden
who assisted in its further development in the winter of
1940-1; to Mrs. A. W. B. Hewitt and her staff for invaluable
editorial assistance; to Miss Jane McKee for assistance in
the tedious work of proof-reading and indexing.

V. W. BLADEN
September, 1943

Postscript. 1 had hoped to make some substantial re-
visions of this book before it was again reprinted, but it has
proved impossible. An early reprinting is necessary to provide
for new classes starting in April, and the burden of teaching
in this post-war year leaves no surplus time and energy for
hurried revision. I have, therefore, only added a few refer-
ences to more recent books and articles.

I may here give a list of books which are at present being
used along with this book in our first year classes: J. R. Hicks,
The Social Framework, or J. R. Hicks and A. G. Hart, The
Social Framework of the American Economy; K. E. Boulding,
The Economics of Peace; E. Staley, World Economic Develop-
ment; and T. Schultz, Redirecting Farm Policy.

V. W. B.
March, 1946.
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CHAPTER 1 '
THE BASIC CONDITIONS OF SOCIAL WEALTH

“THE really fundamental questions of economics,” it has
been said, ‘‘are why all of us, taken together, are as well off—
or as ill off, if that way of putting it be preferred—as we are,
and why some of us are much better off and others much
worse off than the average.””! In this chapter a preliminary
answer to the first question is outlined: in a sense the whole
book, indeed the greater part of economics, is an attempt to
provide a more complete answer. In developing this answer
it is convenient to examine first a smaller and simpler society
than the nation, or the society of nations, which is the
ultimate object of our study. In particular we want, for
simplicity, to consider first an “isolated”” community, and
since no examples are available in real life we find it necessary
to imagine one. If we were concerned with a group of
communities trading with each other the same fundamental
conditions would determine the aggregate wealth of the group,
i.e. explain why all of them “‘taken together are as well off as
they are,”” but we could not answer this question for any one
of them without considering why some of them are ‘“‘much
better off and others much worse off than the average.” We
begin, then, with an account of the conditions of wealth in an
imaginary isolated community. This community is supposed
to be completely self-sufficient: its members work to produce
things for their own consumption alone, and consume nothing
that they have not themselves produced. We could think
of a Robinson Crusoe, or better still of a Swiss Family
Robinson, byt we prefer to imagine a somewhat bigger group,
though one equally isolated.

Conditions of wealth in an isolated community. How plenti-
fully the isolated community of our parable will be supplied
with the “necessaries and conveniences of life”” will depend on:
(1) the natural qualities of the members of the community;
(2) the original quality of the physical environment; (3) the

1Edwin Cannan, Wealth (London, 1930), p. v.
1



2 INTRODUCTION TO POLITICAL ECONOMY

heritage of accumulated improvement; and (4) the good
judgment with which the efforts of the group are regulated.?
Each of these conditions is elaborated below. The impor-
tance of plenty, or the dependence of happiness upon an
adequate provision of “necessaries and conveniences,” will be
taken for granted for the time being. At the end of the
chapter some of the problems of the relation of wealth and
welfare will be discussed.

T'he natural quality of the people. Health and strength,
intelligence and character are too obvious conditions of wealth
to require discussion. One has only to contemplate the time
wasted in sickness (health it should be noted is a major part
of well-being as well as a condition of increased production of
wealth), the jobs left undone because the man’s strength is
unequal to them, the jobs done slowly because clumsily, the
jobs done improperly because carelessly. Less obvious con-
ditions are the age and sex composition and the size of the
community. Each new mouth is accompanied by another
pair of hands; but the mouth requires food for several years
before the hands can help to produce it, and may continue to
want food long after the hands have lost their strength and
their cunning. The larger the proportion of the community
at the productive ages, say between 16 and 60, the more
favourable the condition for the production of wealth. One
might go further and say the larger the proportion of men
between thesc ages the more favourable the condition; but
the productive disabilities of women are in part conventional.
The poorer the community, and the larger the proportion of
its members employed in agriculture, the less important will
the sex composition be. More difficult problems arise in con-
nection with the size of the community. These will only be
suggested here: more mouths mean more hands, but needs and
productive power do not necessarily increase in the same pro-
portion. The bigger the community the more fully specialized
may its members be; each member may be put to the task
for which he has a natural aptitude, and may develop his
skill by constant practice. Thus a community of one thou-
sand may be able to produce more than ten times the wealth

3Compare chap. I, ‘‘The Fundamental Conditions of Wealth for Isolated Man
and for Society,” in Cannan’s Wealth.
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which a community of one hundred could produce.! But
increased size has disadvantages too, arising from the greater
difficulty of co-ordination, and the limitation of resources.
Increasing intensity of cultivation will yield increasing sup-
plies of food, but beyond a certain point the additional effort
required to produce additional quantities of food will increase.
It may be more than twice as hard to produce the food for a
community of two thousand as for a community of a thousand
located on the same land and possessing the same knowledge
of the technique of agriculture.*

The original quality of the environment. The importance
of the physical environment is also obvious, the importance,
that is, of a fertile soil, a convenient topography, availability
of such natural resources as wood, minerals, fur and fish, and
the presence of sources of water power. The climate is also
of great importance, affecting needs as well as productivity:
a long cold winter makes necessary better houses and fuel to
heat them, better stabling for the cattle and more work to
care for them; it means a shorter growing season for annual
vegetation and winter killing of perennials; and it precludes
the performance of many kinds of work, for example outside
construction, for several months in the year. Adequate rain-
fall in the growing season and sufficient sunshine for ripening
are clearly important. The detailed study of resources, or
the physical basis of the wealth of particular communities, is
the task of economic geography. It is important to emphasize
the ‘“subjective” or “relative’” nature of the concept, ‘“re-
source.” Things are considered resources only as they are
“capable of serving man’s needs. In other words, the word

For the classical account of the advantages of specialization, or *‘division of
labour” see Adam Smith, Wealth of Nations (1776), chap. 1. That “the division
of labour is limited to the extent of the market,” or the size of the community,
is demonstrated in $b4d., chap. 11: “There are some sorts of industry, even of the
lowest kind, which can be carried on nowhere but in a great town, A porter,
for example, can find employment and subsistence in no other place. A village
is by much too narrow a sphere for him; even an ordinary market town is scarce
large enough to afford him constant occupation.’” Cf, Cannan, Wealth, chaps,
11 and 111,

‘See Cannan, Wealth, chap. 11. The relation between the size of the popu-
lation and the wealth of the greater societies of the real world is discussed below,
pp. 80-8.
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‘resource’ is an expression of appraisal and, hence, a purely
subjective concept. . . . Coal, simply because of its physical
structure or chemical composition, would not be a resource;
but it becomes one because man possesses wants which can
be satisfied by releasing its stored-up energy and turning it
into heat or work or some other usable form, and because man
possesses the power to utilize coalin that manner.”® Resources
are ‘relative” to wants and knowledge. The land of the
Canadian prairie was a very minor resource till the world
wanted more wheat, and till the development of early matur-
ing varieties of wheat and of dry farming techniques made its
production in the Canadian North-west feasible.® It is also
proper to emphasize the strategic importance of those resour-
ces which provide sources of mechanical power, and of the
minerals which permit the construction of machines to de-
velop, and to be driven by, such power.” Finally, we should
not ignore the amenities of the locality, beauty of scene and
opportunity for recreation, contributing directly to the wel-
fare of the community and so, perhaps, indirectly to its
productivity.

The heritage of accumulated improvement. It would be
difficult to distinguish in fact the original qualities of the
people or of the environment from the improvements made
in the past, but the theoretical distinction is valuable because
it draws attention to the possibility of further improvement.
Consider first the improvement of the members of the family;
the improvement of physique by sound diet, of character by
good training, the development of skill by education and
practice, and the accumulation of knowledge leading to im-
provement in technique. Consider next the improvement of
the environment; clearing of land, fencing, possibly draining,
and careful cultivation such as improves the fertility of the
soil. Consider, too, the improvement of the livestock, vege-
tables, cereals, and grasses, by selective breeding. Finally,

SE. W. Zimmerman, World Resources and Indusiries (New York, 1933), p. 3:
the first three chapters are concerned with *“‘resource appraisal.”

*See below, chap. v. .

See Zimmerman, World Resources and Industries, chaps.1vand v. “‘Generally
speaking, therefore, before the mechanical revolution agriculture was a fairly

hopeless undertaking. . .. People raised food and feed today to generate the
energy required to raise food and feed tomorrow” (p. 63).
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consider the accumulation of equipment; durable goods which
yield an income of services directly like houses, or furniture,
increasing the health and comfort of the family, or indirectly
like barns, increasing the health and comfort of the cattle
and so increasing their contribution of beef and milk. The
accumulation of suitable tools and implements will further
increase the effectiveness of the community’s work. Again
we must emphasize the strategic importance of that part of
the accumulated equipment which provides, and uses, me-
chanical power.

The judgment with which the efforts of the community are
regulated. Given the quality of the people and the environ-
ment, and the accumulation of equipment, the wealth, or
well-being, of the community will depend on the judgment
with which its efforts are regulated. This phrase covers
judgments on a variety of problems, and incidentally brings
us very near to the heart of our subject. Let us consider first
the importance of deciding what things to produce. Notice
that there is not enough labour to produce everything that is
wanted; labour is scarce and must be economized. Not only
is labour scarce, but so are horses, ploughs, cleared land, etc.
The relative importance of things to be produced must be
correctly judged; the more important things must be chosen
ahead of the less important things, the community must be
sure of bread before making cake. But the problem of econo-
mical choice is more difficult than that: it is always a matter
of estimating the importance of a little more of this and less
of that. It is a question not of absolute acceptance or rejec-
tion; but rather one of degree. One can have too much bread
and too little cake. When you have a lot of bread a little more
cake may be more important than a little more bread. A
little more of the important things of which you have large
supplies is less important than a little of one of the less
important things of which you have none. It is not enough
to produce large quantities of things, they must be the “right”
things, in the “right” proportions, to provide the greatest
well-being. (We assume, for the time being, that the people
are the best judges of what is “right’’ and that there exists a
satisfactory mechanism for directing productive effort into
the “right” channels.) The choice of the “right” amounts
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of the “right” things is complicated by the preference of
members of the community for one kind of work rather than
another; a little more vegetables and less meat may be pre-
ferred, but not enough to outweigh the dislike of a little more
hoeing. Another complication arises from the relation of
wants to particular kinds of activity: ‘‘the longer a man
stokes a furnace,” says Professor Pigou, ‘‘the more keenly
will he desire the hot bath which it provides him; while access
to a hot bath will render him at once more willing to resume
the task of stoking and more efficient in performing it.”

Judgment is also involved in the choice between provision
for present needs and provision for future needs. We have
already noticed that the capacity to produce now is greater,
the greater has been the accumulated improvement of the
past. In the present it is possible to increase consumption
for a short time by using up accumulated stocks and failing
to make repairs or to replace worn-out equipment; but this
means reduced capacity to produce in the future. Only in
emergencies, such as illness, is it likely that such action would
be justified. In ordinary circumstances good judgment re-
quires at least maintenance of the accumulated heritage, and
generally some further accumulation, especially if the popu-
lation is increasing. How much accumulation is reasonable
involves nice judgment. The greater the labour devoted to
provision for the future, the less is available for provision for
the present; the greater the labour devoted to accumulation
the less important is each new improvement likely to be; the
less the labour devoted to present consumption the more
important is each new sacrifice. Judgment is involved not
only in choosing how much accumulation but also, of course,
in choosing which of many possible improvements are the
most important: is it to be improved fencing or a new roof
on the barn? Our self-sufficient community is not likely to
be able to devote much of its energies to accumulation. It
will, by reason of its smallness and its isolation, be hard put
to it to raise the food and feed required now to generate the
energy to raise the food and feed for tomorrow.

The amount of labour to be distributed between different
uses is not fixed; it is limited by the physical capacity of the
human beings, and by the necessity of a certain exertion to
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produce enough to live. Under some circumstances the
margin between these limits may be small: where there is any
margin between them the choice must be made between more
goods, the result of more labour, or more leisure, that is more
time to enjoy the goods one has. Here again the element
of judgment is involved if the greatest well-being is to be
achieved. Judgment is required in allocating the work be-
tween members of the community, so as to utilize to the full
natural and acquired skills, to develop new skills by practice,
and to reduce the burden of toil by consideration of the indi-
vidual preferences for, and aversions from, particular kinds
of work. Nor should one forget that ‘‘the rational thing to
do is to be irrational, where deliberation and estimation cost
more than they are worth.”

There is judgment, too, in the choice of technique. This
is in part a matter of scientific knowledge of how to produce
a given result, but it involves problems of economical choice
in view of the fundamental scarcity of resources. Of two ways
of doing a job the better cannot be chosen on purely technical
grounds.? If one way requires more man-power but less horse-
power than the other, the wise choice between them will
depend on the relative scarcity of man- and horse-power.
Judgment is also necessary in dividing the product among
the members of the community: the rule might be ‘‘to each
according to his need,” to each an equal share, or to each that

8“There is a common misconception that it is possible to measure or discuss
efficiency in purely physical terms. The first principles of physics or engineering
science teach that this is not true, that the term efficiency involves the idea of
value, and some measure of value as well. It is perhaps the most important
principle of physical science that neither matter nor energy can be created or
destroyed, that whatever goes into any process must come out in some form, and
hence as a mere matter of physical quantity, the efficiency of all operations would
equal one hundred per cent. The correct definition of efficiency is the ratio,
not between ‘output’ and ‘input’ but between useful output and total output or
input. Hence efficiency, even in the simplest energy transformation, is meaning-
less without a measure of usefulness or value. In any attempt to understand
economic efficiency, the notion of value is more obviously crucial since most
economic problems are concerned with a number of kinds both of outlay and of
return, and there is no conceivable way of making comparisons without first
reducing all the factors to terms of a common measure’’ (F. H. Knight, ‘‘Social
Economic Organization,” in Second-Year Course in the Study of Contemporary
Society, Syllabus and Selected Readings, University of Chicago, 1934, p. 132).
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which induces the maximum productive effort from the group
as a whole. )

Finally, one must draw attention to the element of uncer-
tainty: uncertainty as to the result of one’s efforts to produce
owing to natural hazards, e.g. drought or disease, and uncer-
tainty as to one’s future needs and desires. Uncertainty
enormously increases the difficulty of exercising good judg-
ment. The difficulty of forecasting becomes particularly
important in relation to the production of long-lived durable
goods.

The individualistic order. So far we have assumed that
there exists in our imaginary community some satisfactory
mechanism for directing productive efforts into the right
channels. Choices have to be made and the welfare of the
community depends on right choices. Who then is to make
the choices? We might have assumed a paternalistic dictator
choosing for the community, or a democratic council in which
communal choices were arrived at by discussion and agree-
ment. It would be natural to imagine some such planning
authority in a small community, and the establishment of a
similar planning authority to make these decisions for whole
nations has long been urged by socialists. The absence of a
planning authority might be expected to spell chaos: yet in
the real world such planning is conspicuous by its absence.
For most countries there is no central authority prescribing
a plan, deciding what is to be produced, in what quantities,
by whom, and for whom. There has grown up, with no one
devising it, and few understanding it, a system which we may
refer to as the “individualistic order.” The individualism is
sufficiently obvious. The typical member of a modern com-
munity has carried specialization to the limit. He probably
makes nothing that he consumes, he does not even make
anything for sale. He sells his services, and the services of
his property if he has any, to business men, or corporations,
who buy them with a view to producing goods for sale at a
profit. He relies on being able to buy with his salary or
wages (and property income, if any) the things he wants to
consume. He renders himself progressively more helpless
and more dependent on others by specializing for continually
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narrower occupations, relying on other people being prepared
to buy his services and on being able to buy what he needs
with the proceeds. If the individualism is obvious, the order
is less obvious. Yet the fact that most of us go to work day
by day doing our specialized jobs for money, which is only
useful if we can exchange it for the things we want, is evidence
that there is some order. We shall find that this order is
regulated by prices, or changes of relative prices. It will there-
fore be the purpose of the next two chapters to provide a
preliminary explanation of the function of prices in the eco-
nomic system. We shall see later that even in the most indi-
vidualistic orders there is a considerable measure of social
control, especially under the stress of war; it can also be shown
that even the planned economies continue to utilize much of
the mechanism of the price system of the individualistic order.

If we suppose our imaginary community to be individual-
istic and regulated by the price system, we must notice the
possibility, or probability, of the existence of involuntary
unemployment, people who want to work but who can find
no opportunity to work for pay. We shall then have to add
a new condition of wealth, viz., full employment of men and
other resources. The failure of the individualistic order to
guarantee such full employment constitutes one of the most
serious criticisms of that order; and the explanation of why
it fails to guarantee full employment, and the appraisal of
plans intended to promote fuller employment, constitute two
of the most difficult tasks of the economist. To the individual
unemployment is even more serious than to society. The un-
employed have no title to a share in the produce (except so far
as public relief and unemployment insurance benefits are
available, in which case there is a title to a much reduced
share); and, further, unemployment may, through non-use,
result in deterioration of the quality of the services which the
unemployed worker has for sale in the future. Unemploy-
ment, then, reduces the total income of society and increases
the inequality of its distribution.

In the individualistic order the share of the social product
that one can claim depends on the price one can command
for one’s services or the services of one's property. The
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obvious characteristic of the distribution of income which
results is its inequality. This constitutes another of the serious
criticisms of the individualistic order, and in most countries
some steps are taken to redress, even if only in small part,
this inequality. One consequence of this inequality of income
is that an increase of the income of the community cannot be
assumed to mean an increase in the supply of the “‘necessaries
and conveniences'’ to each member of it. Thus an increase
in the income of the Canadian economy will mean very dif-
ferent things according to its distribution between individuals,
classes, and regions. An increase in the income of Canada
resulting from the rise in the price of gold will affect different
people from those who would be affected by a similar increase
arising from a rise in the price of wheat, and will probably
affect favourably more of those who are already better off
than the average. 1f we are interested in well-being we shall
not be content to know that the national income has increased,
we shall want to know how the increase has been shared.
Conditions of wealth in a new country. In marked con-
trast with our imaginary isolated community are the “‘new’’ or
“pioneer” countrics of reality.® Such countries, e.g. Canada,
Australia, Argentina, are closely dependent on other, and par-
ticularly on older, countries. They produce large quantities
of relatively few staple products for export; with the revenue
derived from the sale of these exports they buy from other
countries large quantities of a variety of things for their own
use, goods for present consumption and equipment to aid in
future production. Their resources, therefore, have to be
appraised not only with reference to their suitability for pro-
ducing the things they want themselves, but largely with
reference to their suitability for producing the things they
can export to greatest advantage. New elements of judgment
are involved: judgment in deciding how much of the resources
of the community should be devoted to producing goods for
its own use and how much in producing goods for export;
judgment in deciding what combination of the possible pro-

%See W. A. Mackintosh, “Some Aspects of a Pioneer Economy” (Canadian
Journal of Economics and Political Science, Nov., 1936), and A. F, W. Plumptre,
*“The Nature of Political and Economic Development in the British Dominions’’
(sbid., Nov., 1937).
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ducts for export will realize the greatest money income; and
judgment in deciding what to buy with this money. The
relative prices of the things exported and the things imported
become a fundamental condition of wealth, and skill in fore-
casting changes in export prices and in adjusting production
to such changes becomes an essential part of the good judg-
ment required.

Foreign trade offers the prospect of greater wealth, and a
higher standard of living, to all countries as a result of each
specializing in the production of those things for which its
people with their total resources are most fitted to produce,
and of each being able to purchase the things its people want,
but are not particularly qualified to produce, from other
countries whose people are so qualified. The readiness of
some of the old countries to abandon the advantages of this
“international division of labour” in favour of “autarky’’ (the
new-fangled word for self-sufficiency) is in part dictated by
military necessity (defence, as Adam Smith said, “is of much
more importance than opulence”); is made more tolerable
than it would have been in the past by the enormous produc-
tivity of modern machine industry;and has some justification,
perhaps short-sighted, as a means of insulating a country from
shocks generated in an unstable, almost chaotic, world. For
the “‘new’’ countries autarky has no attractions. For them
the emergence of a staple export has been, and remains, the
condition of growth. The pioneer country has to build up
quickly a vast equipment, roads and railways, power plants
and factories, houses, hospitals and schools. Isolated and
unable to export staple products, the pioneer country would
produce barely enough of the necessaries of life, it would be
able to devote but little effort to “improvement.” With a
market for its staples the pioneer country can maintain a high
standard of living and provide for “improvement.” The pros-
pect of rapid growth emerges with loans from the old to the
new countries. The new country is not restricted to that rate
of improvement which its own surplus energies would permit.
It may tap the surplus energies of the older countries, by
borrowing money in those countries and buying from them
the materials necessary for constructing new equipment. With
additional equipment the new country can produce more,
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more for its own use and more for export. Out of its increased
revenue from export it must pay interest on its loans; but if
it has borrowed wisely, and spent the borrowed funds wisely,
it will be better off in spite of, or rather because of, the debt.
We must notice, however, that the debt charges will be pay-
able in the currency of the lending country. As long as the
pioneer country had no debt it would be interested only in
the relative prices of its imports and exports, but once it has
any substantial foreign debt it will be interested in the absolute
price of its exports. If the price of its exports falls the real
burden of its fixed foreign money obligations would rise; it
would take more bushels of wheat to pay its interest.

The pioneer country is subject to all the uncertainties of
our imaginary isolated community and to new uncertainties.
It is subject to uncertain variations in the prices of its exports
and imports. The prices of the staple products which it sells
will be found generally to be subject to wide fluctuations, the
prices of the things it buys, largely manufactured goods, will
be found to be much steadier. Relative prices will be more
favourable to it when the prices of its exports rise, and, since
rising export prices also relieve the burden of its foreign debt
charge, its prosperity will wax and wane more or less directly
with the price of its staple products. The pioneer country is
also subject to great uncertainties because its growth is so
rapid. It has no long record of steady growth to provide a
basis for estimate of the possibilities of continued steady
growth along the same line. The physical resources are only
partially known, and the rate of growth is so rapid as to be
cataclysmic and unpredictable in its effects in the markets of
the world.

Wealth and welfare. So far we have pictured the com-
munity with certain recurring wants, to satisfy which there
must be made available a flow of goods and of services ren-
dered by persons or durable goods. We have been concerned
with the conditions under which these wants will be most
fully satisfied, and have suggested that well-being, or welfare,
is a matter of an adequate supply of the means of satisfying
these wants. But though the economist directs his attention
to the behaviour of individuals as they attempt to provide for
the maximum satisfaction of their wants, he must not be sup-
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posed to have adopted the view that happiness is a function
of the supply of material goods, or that wealth and welfare
are directly correlated. He may have strong sympathy for
the view expressed by Colonel de Stancy in Hardy’s Laodicean
that “the world has not yet learned the riches of frugality,”
or that expressed by Profond in the Forsyte Saga that ‘life’s
awfully like a lot of monkeys scrambling for empty nuts.” It
is for the sociologist to explain how we have come to want the
foolish things we do want, and for the moral philosopher to
judge the wisdom of our choice. The economist accepts the
individual as he is, and studies his attempts to satisfy his
wants as they are; when he talks of the individual choosing
the “right” things in the ‘“‘right”’ proportions he means ‘right"’
relative to that individual's wants, right or wrong as those
wants may appear according to some particular standard of
moral or aesthetic judgment. The choice of rum by the
drunkard is in this sense a ‘‘right’’ choice from the point of
view of the economist, however much economists in general
may disapprove of drunkenness, or even of the moderate
consumption of rum.

Wealth and dllith. ‘‘Living intelligently,” says Professor
F. H. Knight, “includes more than the intelligent use of means
in realizing ends: it is fully as important to select the ends
intelligently, for intelligent action directed toward wrong ends
only makes evil greater and more certain.”’ In similar vein
Cliffe Leslie emphasized the supreme importance of studying
the kind of wealth that people want. While Cliffe Leslie! felt
that the nineteenth century had seen almost as remarkable an
improvement in the kind of things people wanted as in the
provision for satisfying these wants, Ruskin! felt that his gen-
eration were producing as much “illth” as “wealth.”” Amongst
the “illth’’ may be included armaments. Peace, and the pros-
pect of enduring peace, would enable us to devote our energies
to producing more desirable things than munitions. Our

T, E. Cliffe Leslie, “The Love of Money,"” in Essays in Political Economy
(London, 1888). *“New desires for health, decency, knowledge, refinement, and
intellectual pleasures, have, in fact, revolutionised production. The antithesis to
modern wealth is not so much poverty as a different kind of wealth. The change
is more remarkable in the quality than in the quantity” (pp. 7-8).

uSee John Ruskin, Unto This Last (1862).
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wealth (in the economist’s sense) would be no greater—it
might even be less, for under the stress of war and preparation
for war we may work harder, work longer hours, and more of
us may work—but our well-being would be incalculably
greater. Writing in 1917, Professor Cannan said: “‘If the
[international] system which prevailed before the war is to
continue, the cost of preparedness will then be not on the old
scale, but on the new and immensely higher scale suggested
by the experience of modern war which society now enjoys.
There is, indeed, no reason why, in that case, international
competition in preparedness should not absorb every particle
of human energy that is left after providing the barest neces-
saries of efficiency . . . for able-bodied adults and children.”
In the midst of an even costlier war than that of 1914-18 we
regret that we did not compete more vigorously in prepared-
ness, and we again hope for some solution of the problem of
enduring peace.

While classifying without hesitation armaments as “illth’’
rather than wealth, one must remember that there are those
who would not do so. Goering asserted that the Germans
preferred guns to butter and would not have acquiesced in
their description as “illth.” If one asks why they preferred
guns one might find a cleavage of opinion: to some, guns now
seemed to promise more butterin the future, to others, national
power and prestige seemed to promise a satisfaction greater
than could be obtained from any quantity of butter. As long
as the Germans preferred guns, other countries found a pre-
ference for guns forced on them. Again the reasons were
mixed :tosome, the guns promised a maintenance of the supply
of butter, to others, national integrity and maintenance of the
liberal democratic tradition overrode questions of wealth. In
these countries armaments might be considered “‘illth’’; but
they were “‘necessary illth,”” or wealth relative to the unhappy
circumstances which made such provision for defence
necessary.

It is clear that if wealth depends on producing what people
want most, i.e. what they consider the more important or
right things in what they consider the right proportions, wel-

11See note, dated Feb., 1917, on page 1 of some of the earlier editions of Wealh,
e.g. that of 1923,
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fare depends on the soundness of their judgment of the relative
importance of things. The deliberate choice of guns rather
than butter seems to us a glaring example of deterioration of
judgment in this matter; but, though there may be agreement
that some things are bad, it is not easy to find any two persons
who agree as to the best way for any particular individual to
spend his income. In face of this disagreement as to what
constitutes a right choice, economists have deliberately nar-
rowed their field of inquiry to the organization by which
people satisfy their wants as they are. For many economists
this is simply a convenient separation of fields of inquiry,
implying no judgment as to the wisdom of the choice; but
many of the great economists from Adam Smith to the present
day went further than this. To them it appeared that indi-
viduals ought to be free to choose what they want however
foolish their choice. These “liberal’’ economists might admit
that a benevolent, omniscient despot could choose more sen-
sibly for his people than they could for themselves; but they
knew that governments were never omniscient and were often
stupid and inefficient, and that despots were rarely bene-
volent. To Adam Smith, writing in 1776, these things were
particularly clear; for the government he knew was very inter-
fering, extremely inept, and certainly not concerned mainly
with the good of the people as a whole. But even granted a
benevolent and intelligent despot who could choose more sen-
sibly than his people, the liberal would still prefer to leave the
individual free to choose. For he believed freedom to be an
end in itself, and an essential constituent of welfare. He pre-
ferred freedom to make mistakes to faultless regimentation.

In no country is the free choice of the individual entirely
superseded, in none is that choice entirely free. The totali-
tarian state interferes more with that choice, the liberal
democratic state less; but both interfere. The interference
assumes many forms: prohibition of the consumption of some
things, compulsion to consume other things; deterrence by
taxation from the consumption of some things in as great
quantities as would be chosen apart from such taxation, and
stimulation of the consumption of other things by subsidizing
their production and providing them at less than cost; and
education or propaganda to mould the free choice of the indi-
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viduals into the pattern approved by the state. There can
be no doubt that such interference can contribute to greater
welfare, though there is no guarantee that it will. The method
of moulding wants has the advantage of maintaining freedom
while possibly improving the choice. But moulding wants is
a technique better known to modern manufacturers than to
modern governments; through advertising manufacturers seek
to make people want what they can most profitably supply,
rather than what is best for the citizen or best for the state.
In so far as advertising provides information as to what is
available it contributes to improved choice; in so far as it
moulds the wants of the people it has potentialities for good
and evil which are dangerous in the hands of the profit-seeking
manufacturer, and, perhaps one should add, in the hands of
the ambitious, war-like statesman. In the education of the
consumer lies a way to increased welfare, a defence against
improper advertising, a defence against unwise propaganda.
But who will control this education?

Competitive consumption. In assessing the importance for
welfare of an adequate provision of goods and services one
must take into account the ‘‘competitive’’ nature of consump-
tion, i.e. the desire to ‘‘keep up with the Joneses.”” One may be
content with little as long as one’s associates have little, dis-
contented with much if one’s associates have more. One may
have little use for a radio, yet be unhappy without one, if the
possession of a radio has become a mark of distinction.

Nicholas Barbon drew attention to the problem as early
as 1690: “‘Man being naturally ambitious, the living together,
occasion emulation, which is seen by outvying one another in
apparel, equipage, and furniture of the house: whereas, if a
man lived solitary alone, his chiefest expence would be food."'s
But it was Thorstein Veblen in his Theory of the Leisure
Class* who elaborated this idea and showed its serious impli-
cation. ‘““The end of acquisition and accumulation is conven-
tionally held to be the consumption of the goods accumu-
lated.” If this were the case one could conceive of satiation,
and one would certainly suppose that, till the point of satiety

BNicholas Barbon, 4 Discourse of Trade (London, 1690, reprinted by Johns
Hopkins University Press, 1903), p. 34.
UNew York, 1919. See especially chaps. 11 and 1v,
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were reached, welfare would be increased as more goods were
acquired. But, says Veblen, ‘‘the motive that lies at the root
of ownership is emulation. . . . The possession of wealth con-
fers honour; it is an invidious distinction.” In earlier times
trophies of the chase and of war constituted the basis for such
emulation and invidious comparison, but ‘‘as industrial activi-
ty displaces predatory activity in the community’s everyday
life and in men’s habits of thought, accumulated property
more and more replaces trophies of predatory exploit as the
conventional exponent of prepotence and success.”” The pos-
session of property becomes then a basis of popular esteem
“and therefore it becomes also a requisite to that complacency
which we call self-respect.” The significance of all this Veblen
sums up as follows:

In the nature of the case, the desire for wealth can scarcely be satiated
in any individual instance, and evidently a satiation of the average or general
desire for wealth is out of the question. However widely, or equally, or
“fairly,” it may be distributed, no general increase of the community’s wealth
can make any approach to satiating this need, the ground of which is the
desire of everyone to excel everyone else in the accumulation of goods. If,
as is sometimes assumed, the incentive to accumulation were the want of
subsistence or of physical comfort, then the aggregate economic wants of a
community might conceivably be satisfied at some point in the advance of
industrial efficiency; but since the struggle is substantially a race for
reputability on the basis of an invidious comparison, no approach to a
definitive attainment is possible.

It is the same problem as that involved in the competition of
armaments: as each country increases the weight and effi-
ciency of its armaments its relative strength remains un-
changed. There is no end for any unless all call a halt.
Importance of activity. A misconception may arise from
the economist’s emphasis on wants and their satisfaction.
One may feel that activity is important only because of the
results achieved thereby. In fact it is a human characteristic
to enjoy activity itself. Nor should one ignore the social
element in this enjoyment, the satisfaction of working as a
member of a social group, the satisfaction of sensing the social
approval of that activity, and the element of emulation. For
discussion of this subject we turn to Professor Knight's The
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Ethics of Competition.’® ‘“When we consider that productive
activity takes up the larger part of the working lives of the
great mass of mankind, it is surely not to be assumed without
investigation or inquiry that production is a means only, a
necessary evil, a sacrifice made for the sake of some good
entirely outside the production process. We are compelled
to look for ends in the economic process itself, other than the
mere consumption of the produce, and to give thoughtful con-
sideration to the possibilities of participation in economic
activity as a sphere of self-expression and creative activity.”
Or again: “Economists and publicists are coming to realize
how largely the efficiency of business and industry is the result
of this appeal to intrinsic interest in action; how feeble, in
spite of the old economics, is the motivation of mere appetite
or cupidity; and how much the driving power of our economic
life depends on making and keeping the game interesting. A
rapidly growing literature on ‘incentive’ is a witness to this
awakening.”

Finally, we should consider the economy not only as sup-
plying goods for people, but also as moulding people. Does it
mould people into a desirable pattern? To Ruskin it appeared
that there was a premium on the less desirable characteristics,
for success in the business world seemed to depend on them.
“In a community regulated by laws of demand and supply,
but protected from open violence,” Ruskin said, ‘‘the persons
who become rich are, generally speaking, industrious, resolute,
proud, covetous, prompt, methodical, sensible, unimaginative,
insensitive, and ignorant. The persons who remain poor are
the entirely foolish, the entirely wise, the idle, the reckless,
the humble, the thoughtful, the dull, the imaginative, the
sensitive, the well-informed, the improvident, the irregularly
and impulsively wicked, the clumsy knave, the open thief,
the entirely merciful, just and godly person.” This view can
scarcely be waived aside as valueless, and stands as a chal-
lenge which must be considered in any evaluation of our
welfare.

%London, 1935.  See his suggestive discussion of business as a game and his
evaluation of the quality of the game, pp. 63-6.



CHAPTER II
THE PRICE SYSTEM

THE fact of scarcity, that is the fact that the things which men
want are not available in such quantities that they can ail
satisfy all their wants, makes imperative some form of “ration-
ing,” i.e. some method of restricting consumption to that
amount, or rate, which is consistent with the existing stocks,
or rates of supply. At any one time there exists a given stock
of each commodity available for consumption; somehow this
stock must be divided among the people. There is not enough
to go round, so some mecthod of sharing must be adopted.
We are generally concerned, however, not with stocks but
with rates of flow. Wants are recurrent, and stocks are re-
plenished as they are used; we are concerned, therefore, with
adjusting the rate of consumption of various goods (i.e., the
quantity of them consumed per unit of time, day, week, or
year, as the case may be) to the rate of production (i.e., the
quantity produced in the same unit of time). Again, the
stream of production is insufficient to meet the drain which
people would make on it if unrestrained, so that some method
of restraint, some form of rationing, is necessary. The restric-
tion of consumption by each member of the family to a rate
consistent with the rate of supply available is achieved by
mutual consent or parental authority. In the American,
or the Canadian, economy as a whole this rationing is, in the
main, performed automatically by the prices asked by the
owners of the goods.! This social function of rationing is
not performed as a public duty, nor is it performed con-
sciously. It is incidental to the pursuit of maximum profit
by the owners of the goods in question. Each owner wants
to sell, and wants to sell at the highest price possible. To sell
all he wants to sell he must offer his goods at prices low enough
to tempt people to buy, and to consume, the available stock.

1See Barbara Wootton, Plan or No Plan (London, 1934), especially chap. 1;
also G. Cassel, Theory of Social Economy (London, 1923), pp. 64-81.
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To sell at the highest price he must offer his goods at prices
only just low enough so to tempt people.

Rationing of consumers’ goods. The simplest case of price
rationing is seen at an auction sale where a single unit of some
commodity is being offered, say an oil painting. The owner
wants to sell it at the highest possible price. There are many
who would like to own the picture; of these some would pay
only a low price, others higher prices. As the bidding rises
the less anxious buyers are eliminated and the one prepared
to bid the highest price secures the picture. The rationing
price must in this case restrict the demand to one. The owner
has secured the highest price offered, and the picture has gone
to the man ready to pay most for it. The rationing is efficient,
it works; but it is important to consider whether the result of
the rationing is consonant with our feelings of justice. For
this purpose imagine the owner to be a philanthropist who,
wanting to get rid of the picture, announces that it will be
given away at a certain time. One hundred people come to
receive it, and the philanthropist has to decide to which of
them to give it. In the absence of certain restraints of civili-
zation the strongest man (or the cleverest strategist) might
getit. It might be left to chance to decide, possibly by draw-
ing lots. The philanthropist would like the picture to go to
the individual most able to enjoy it; but it is not easy to
determine who this is. The first arrival might be assumed
to be the most anxious, but chance and the unequal distri-
bution of leisure would influence the times of arrival. Some-
body might then suggest that the owner put it up to auction
and find who would pay most for it, taking readiness to pay
as an index of intensity of desire. This would be a compara-
tively satisfactory method on one condition, a condition, be
it noted, not fulfilled in most auctions, and not fulfilled in the
economy which we study. That condition is equality of
money incomes. Where money incomes are unequal the same
price offer represents entirely different intensities of desire.
If one individual bids more for one picture than for another
picture, one may suppose he wants the one more than the
other: if one person having the same income as, and similar
obligations to, another bids substantially more than this other
for any picture, one may suppose that he wants it more than
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does the other. But the fact that the wealthy man bids ten
times as much as the poor man tells nothing about their rela-
tive intensities of desire for the picture.

If not wisely or justly, at least efficiently, price does ration.
In a fundamentally individualistic order the difficulty of
rationing in the absence of price adjustment, and the ten-
dency of price rationing to re-assert itself, may be illustrated
by reference to the problem of “scalping’’ in connection with
the tickets for a hockey match. If the price of tickets is such
that all those who want tickets at that price cannot get them,
the result is twofold; first the inconvenience of a queue since
those who come first will get tickets; second, resale of tickets
at an advanced price, i.e. scalping, which is illegal in many
jurisdictions. Thus the price system reasserts itself, for the
same reason that it established itself, viz., the self-interest of
individuals who see a chance of reselling at an advanced price
and thus securing a profit.

Supply and price. If the rates of supply of all goods were
fixed, the only problem would be that of rationing; rates of
consumption would have to be adjusted to the rates of supply,
and this might be achieved, as in the case of the auction, by
the mechanism of prices. But the rates of supply are not
fixed; they change and change in large measure in response
to changing prices. If the rate of supply of some commodity,
say bacon, is so small in relation to the wants of the people
that a very high price is necessary to ration that supply, the
producers of bacon will be encouraged by the high price, and
the consequent high profits, to produce more bacon. As the
rate of supply increases the price will fall. It must fall if the
increased supply is to be sold, for the restriction on consump-
tion must be relaxed. If the supply increased very greatly
the price might have to fall so low, in order to induce people
to increase their consumption of bacon enough to eat up the
increased supplies, that it would be no longer profitable for
the less efficient bacon producers to continue to produce.
They would turn to some other line of production, the supply
would decrease, and the price rise to curtail consumption to
the new rate of supply. A stable adjustment would be reached
only if the rate of supply were such that the ‘‘rationing’’ price
for that quantity would be high enough to persuade producers
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to maintain that rate of supply and not high enough to per-
suade them to increase it. Such a stable adjustment is not
easily, or perhaps often, achieved. Rates of supply are influ-
enced by other factors beside price, e.g. the supply of bacon
might be reduced by a failure in the corn harvest or by an
outbreak of hog cholera. Consumption habits change espe-
cially as incomes change, e.g. an increase in employment and
in the incomes of wage-earners would increase the amount of
bacon that would be bought, if available, at any given price,
i.e. would increase the rationing price for any given rate of
supply. Finally, the response of supply to price may be too
great, so that one may find an oscillation between scarcity,
high prices, and good profits, and plenty, low prices, and losses,
rather than the stable adjustment that one would prefer.? But
if this stable adjustment is not achieved, there is a strong
tendency towards it; and relative rates of supply of various
goods are adjusted, more or less, to the preferred patterns of
consumption of the people as expressed in their price offers.
That which was relatively scarce, in view of their anxiety to
buy, becomes more plentiful as producers are tempted by the
high price; that which was relatively plentiful, becomes more
scarce, as producers turn from it to more remunerative lines
of production.

Rationing producers’ goods. Though the rate of supply of
any one commodity can be increased, and is likely to increase
in response to a high price, the fundamental fact of scarcity
remains. The things necessary for the production of goods
for consumption are scarce, i.e. are not available in such quan-
tities that all the things people want can be produced. For
instance there is a limited labour force and there is a limit to
the amount of work which any man can do. It is necessary,
therefore, to distribute the labour force between the various

*E.g., the “hog cycle.” *‘Adaptation to any super-normally or subnormally
favorable situation is possible only with a technological lag, corresponding to
the time it takes to rear an animal to the requisite age, substantially fixed and
the same for all producers who, being faced by the same situation, have to make
their decisions about the same time'’ (J. Schumpeter, Business Cycles, New York,
1939). This lag is from fifteen to eighteen months. The response of the farmers
is found to be generally greater than would be justified by the increased demand,
and the lag is long enough for considerable further changes in the demand to
take place before the response to the original change is complete.
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possible lines of production: to increase the supply of any one
commodity more labour must be available for its production,
and so less labour will be available for the production of some
other goods, and their supply must decline. This distribution
of labour between alternate uses is achieved by a process of
price rationing. Business men, and business corporations,
anxious to produce goods for sale at a profit try to hire labour.
There is not enough labour to satisfy all their requirements
so that the drain they would like to make on the labour force
must be curtailed. A price, or rather wage, is established
which excludes the less anxious buyers. Those producers who
will pay the highest wages obtain supplies of labour, but those
who expect to sell their products most profitably will be pre-
pared to pay most. Thus supplies of labour are attracted to
the production of those consumers’ goods which are relatively
scarce and the prices of which are therefore relatively high.
Land, machinery, raw materials, etc., are “rationed’ in this
same way.? They must be “‘rationed’’ because they are scarce.
In the absence of any other system of rationing, they are
rationed by price. This is not done deliberately in the public
interest, but is the result of individual self-seeking. Each
worker, or owner of something useful in production, wants to
sell his services, or the use of his property, at the highest price
possible; each producer with a prospect of high profits wants
to secure a supply of the necessary means of production and
is willing to offer a price high enough to exclude from the
market producers of other goods whose prospects of profit
being smaller are less keen to buy.

In this preliminary picture of the operation of the price
system in rationing scarce means of production, we have con-
sidered only the effect of the price in permitting the production
of more of certain goods and less of some others. But changing
prices of these things determine not only what will, and will
not, be produced, but also determine kow these things will be

3Cf. H. D. Henderson, Supply and Demand (Cambridge, 1922), chap. v1, § 5,
““The Necessity of Rent.” ‘‘The way in which the land of the country is used,
the way in which it is apportioned between the countless alternative employments
that are possible, is a most important matter. ... How is this apportionment
effected as things are now? The answer is clear: mainly by the agency of rent

or price. The business which finds it worth while to offer the highest rent or
the highest price of land will, as a rule, be able to command its use.”
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produced. For the production of most commodities does not
involve the use of various ingredients, various kinds of labour,
raw materials, machinery, etc., in invariable proportions. One
can usually use a little more of this and less of that, and yet
produce substantially the same article. One can economize
raw materials if one is extravagant with labour, and one can
economize labour if one is extravagant in the use of mechanical
power.* A rise in the price of some one thing will lead, there-
fore, to economy in its use in producing the things which are
made and to a reduction in the output of those goods. We
should notice that the supplies of many of the things which
we have referred to as necessary for producing other things
are not fixed. The means of production are themselves pro-
duced by the use of other means of production. At one time
a particular machine may be scarce, its use must be restricted,
and will be restricted, by the high price which its owners will
ask. But more machines of this sort can be produced; more
steel, more skilled labour, etc., will be bought by the pro-
ducers of these machines, less will be available for producers
of other things. Again we find that these means of produc-
tion can be increased; more labour can be trained to a par-
ticular skill, more steel can be produced. But it takes time
to train labour; and it takes time, and steel, to build additional
plant for the production of steel. If we go back far enough
we come to certain fundamental scarcities, an ultimate scar-
city of human energy and human ability, an ultimate scarcity
of land and natural resources, and, in a less absolute sense, a
limit to the aggregate amount of human energy and natural
resources which the people are prepared to devote to increas-
ing equipment rather than producing things for current
consumption.

Scarcity. This emphasis on the fact of scarcity may seem
strange in view of the unemployment of the last decade. In-
deed the popular view is that the economics of scarcity is

¢Cf. J. M. Clark, Economics of Overhead Costs (Chicago, 1923), pp. 73-6.
‘‘Part of the efficiency of a garment cutter consists in planning his cuts so as to
economize his material, but it would not pay him to spend all day to save a few
inches. . . . By giving the cutter more cloth per garment he can do his cutting
with less perfect planning and therefore more rapidly, and can turn out more
garments in a day’s work.” How careful the cutter should be must depend on
the relation of the price of cloth to the wages of cutters,
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outmoded, and the economics of plenty should supersede it.
But however much we concern ourselves with the need for
creating plenty we cannot ignore the problems of scarcity.
For the resources that are employed are rationed to the high-
est bidders, the goods that are produced are rationed by the
prices asked. The system is at work, even when it is working
badly. And it would still have to work if we solved the
problem of maintaining full employment, for the greater
plenty then possible would still be less than enough to satisfy
all our wants. And if the prospects of greater plenty through
full employment were very much greater than they are, satis-
faction of our wants would still be far off, for the more others
had, the more each would want. To eliminate scarcity one
would have both to increase the supply of goods enormously
and to change human nature to eliminate the competitive
element in consumption.

Money incomes. So far in this discussion of the rationing
of scarce goods amongst consumers, and of the adjustment of
the rates of supply of various goods to the rates of supply pre-
ferred by consumers, we have taken the incomes of the con-
sumers as given. Given these incomes one can say that the
prices of various commodities determine the share of the
available supply that each consumer secures, and the size of
the supply that will be available. But these incomes them-
selves are determined in the process of price rationing. The
money income of the individual (gifts, charity, public assist-
ance, apart) is the result of selling goods, personal services, or
the services of property. Those who are lucky enough to own
supplies of the more scarce goods, or who can supply the more
scarce services, are able to command high prices and to enjoy
large incomes. They thereby command a large share of the
goods being produced, and their preferences exercise a great
influence on the direction of production in the future. The
result is not necessarily just: in fact, one may say that great
inequality, which is the inevitable result, is in most systems
of ethics always on the defensive. However our primary task
is explanation, not justification or condemnation. We shall
find that this automatic determination of incomes in the
market is subject to considerable modification through poli-
tical action, e.g. considerable transfers of income from the
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rich to the poor are made by the mechanism of taxation and
the provision of social services.

Interdependence of prices. Finally one must notice the
interdependence of all these prices. The price which will
ration any one commodity cannot be determined apart from
the prices of a host of other goods, nor apart from the incomes
of the consumers who are to be rationed but whose incomes
are determined by the prices of a host of other goods. For
instance, the price which would ration the supply of coffee
will be higher, the higher is the price of tea; and lower, the
higher is the price of coffee pots; it will be higher too, the
bigger the incomes of the coffee-drinking public. The effect
of the price of any commodity on its supply, similarly, cannot
be determined apart from the prices of the many alternative
products which might be produced. Thus a given rise in the
price of whole milk will produce a greater increase in the
supply of whole milk the lower the prices of butter, cheese,
and pork. Because the complication of the price system as
a whole is bewildering it has been the practice of economists
to construct (in the sense of set up in imagination) simplified
model systems in order to study the elementary relationships
which exist, but which are so overlaid as to be difficult to
detect in the real world. Chapter 111 is devoted to the con-
struction and examination of one such simplified model, an
imaginary handicraft system. Study of this model should
give a more adequate appreciation of the unity of the system
of prices; in the remainder of this chapter the piecemeal study
of the function of particular prices is continued. The general
discussion of the function of particular prices in controlling
consumption, production, and incomes is supplemented by a
study of the system under war strain. The working of the
system is, paradoxically enough, better understood after some
study of its partial breakdown in the last war, and its partial
supersession in Great Britain by authoritative rationing.

War-time rationing of consumers’ goods. As long as essen-
tial foods, such as meat, butter, tea, and sugar, were compara-
tively plentiful, as they were in peace time, the rationing of
the supply to consumers through price changes was accepted
without much question, or understanding. But in the last
war, with shipping losses from submarine warfare mounting,
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with the drain on shipping for transporting troops and muni-
tions increasing, and with the need to conserve foreign assets
for the purchase of war supplies growing, these essential foods,
largely imported, became very scarce in Great Britain. They
became so scarce that the rationing price, the price that would
have restricted consumption to the appropriate rate, would
have been very high. The moral sense of the community
revolted: there would have been whole sections of the com-
munity who would have suffered real privation, while other,
wealthier, sections would have got almost all they wanted.
Nor was it altogether a matter of morals: maintenance of muni-
tion production at a high level was dependent on maintenance
of an adequate diet for the worker, and on maintenance
of his morale by eliminating new sources of irritation and
discontent. Discontent would be aroused not only by the
unsatisfactory nature of the rationing, but also by “‘profiteer-
ing.” The high rationing prices would mean high profits,
big incomes for certain lucky groups of people who owned the
scarce goods or the scarce means of making the scarce goods.
Indeed’ it was often to prevent such profiteering that prices
were first controlled, and only later that steps were taken to
provide an alternative method of rationing supplies and main-
taining output. Various methods of solving the problem of
rationing in the absence of price changes were adopted in
succession. First there were attempts to persuade people
voluntarily to restrict their purchases; then there were at-
tempts to ration the retailers, leaving them to ration the
consumers; and finally there was introduced a general system
of direct rationing of consumers, the amount of certain essen-
tial foodstuffs which each person might buy being fixed, as
was the place where he might buy them.?

Let us consider the case of sugar. The outbreak of war
in 1914 cut off the normal supply of sugar from Central
Europe. The British government established a commission
to buy elsewhere the necessary supplies; private importation
was forbidden, the commission being given a monopoly. Ade-
quate supplies were available in the first two years of the war

8See W. H. Beveridge, British Food Control (London, 1928), especially chap.

x; also A. C. Pigou, The Political Economy of War (London, 1921), chap. xi11,
“‘Rationing of Consumers.'’
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to satisfy all demands at comparatively low prices. In 1916,
however, the demand began to outrun the supply. Since the
government owned the sugar the problem was purely one of
reasonable rationing, and no profiteering problem wasinvolved.
The commission restricted sales to wholesalers to a percentage
of the amount handled by each in 1915, and met increasing
stringency of supply by reduction in this percentage. The
wholesalers were instructed to treat the retailers in the same
way, and retailers were relied on to restrict sales to customers
in a similar manner. This left the essential rationing to the
retailers. The method proved unsatisfactory; the retailer had
no record of the amount taken by each customer in 1915, and
no way of knowing how much sugar his customers bought
from other retailers. Many retailers adopted the plan of
allowing customers to buy sugar in proportion to their pur-
chases of other groceries: a plan which caused much resent-
ment as penalizing the poor. Leaving the rationing to the
retailers opened the way to favouritism, and suspicion of
favouritism. ‘It is probable,” as Professor Pigou has pointed
out, “that rich people will, in practice have an advantage over
poor people, because, since they are more valuable customers,
shopkeepers may be more anxious to oblige them. Realiza-
tion of this fact is naturally very irritating to poor people—
more irritating than a knowledge that the rich are getting the
stuff while they are not, under a regime of uncontrolled high
prices— and the desire to obviate this source of irritation may
play a part in deciding politicians to adopt a policy of ration-
ing in war time.” It should be noted, too, that an equal
percentage decrease in consumption would be unfair: a 50
per cent reduction for a family previously using 24 ounces a
week would cause less privation than an equal percentage
reduction for a family previously using only 12 ounces. The
scheme of control was supplemented by propaganda to per-
suade people voluntarily to restrict their purchases to three-
quarters of a pound per week per person; but though enough
sugar was released to permit this rate of consumption many
people found they were unable to buy so much.

A really serious shortage of foods developed at the end of
1917, and with it, in the absence of any rationing by prices
or by authority, came the ‘“‘queue,” to deal with which
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emerged, at last, a complete system of ration cards. The
story is told by Sir William Beveridge, then in the Ministry
of Food and playing an important role in the drama:

Retailers found themselves unable to buy enough margarine, butter,
bacon, or tea to meet their customers’ demands; the public rushed from shop
to shop, and realizing that supplies were limited, began to wait outside the
shops even before they opened. The “food queue'’ made its first appearance
in October at Woolwich, owing to special circumstances; by the end of
November queues were prevalent in all the larger towns, and in December
they grew worse. Thus on 17th December The Times reported: “The food
queues continue to grow. Outside the dairy shops of certain multiple firms
in some parts of London women began to line up for margarine as early as
five o’clock on Saturday morning, some with infants in their arms, and others
with children at their skirts. Over a thousand people waited for margarine
at a shop in New Broad Street in the heart of the city, and in Walworth Road
on the south-eastern side of London the queue was estimated to number
about 3,000. Two hours later 1,000 of these were sent away unsupplied.”
... At Coventry the workmen engaged in making munitions left work in
order to take the places of their wives in the food queues. The same measure
was threatened at Sheffield. From all industrial districts serious and growing
discontent was reported.

Letters from wives complaining of food shortages and the
strain of queues were said to be causing unrest in the trenches.
For about a year plans—conflicting plans—had been under
consideration for authoritative food rationing. As a result of
the ‘‘qucue’’ danger one of the plans was hurriedly adopted.®

The beginning [says Sir William Beveridge] was fixed for Monday, 25th
February. The interval before that date was one of great anxiety. The
London queues had attained gigantic proportions, and ran through a regular
weekly cycle. Small on Monday, they rose on Tuesday, usually fell a little
on Wednesday and Thursday, and rose rapidly through Friday to a peak on
Saturday, when in each of the four weeks preceding rationing about 500,000
persons were counted standing in food queues in the Metropolitan Police
District. The suffering involved led to discontent which was daily voiced

¢The history of the introduction of food rationing provides a useful lesson in
politics as well as economics. Sir William Beveridge's comment thereon is
important for the political economist. ‘‘The history of rationing gives much
food for thought as to the nature of political action. From the outside the
solution of the problem of everywhere coordinating supply and demand and
the dramatic destruction of the queues appeared a triumph of concerted intel-
ligence in foreseeing difficulties and planning how to meet them. Intelligence
and planning there certainly were. But at bottom the success of rationing is a
supreme case of muddling through by brilliant improvisations, made necessary
by shifting policy and division of counsels. It is a sober statement of fact that
the Ministry of Food made its own and much of Lord Rhondda's reputation by
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more and more loudly in the press and in Parliament, by deputations and
by threats of strikes among munition workers. . . .

It had an immediate and almost unqualified success. In the first four
days of rationing—from Monday 25th to Thursday 28th February—there
were practically no food queues in London at all. With the end of the week
came a revival of anxiety; on Friday and Saturday queues were seen again
in many parts of London. They were, however, as the figures showed, far
less than in the week before; they were not due to the same causes as before,
namely uncertainty as to where food was to be obtained and the desire of
each individual to be first in the field; they represented the inevitable delay
in shopping due to the unfamiliarity of the public and the shopkeepers with
the system and to the time taken in presenting cards and detaching coupons.
The following week saw the success of the scheme assured; the queues to all
intents and purposes vanished from London for ever.

Supply and price in war time. \Vhen prices were not al-
lowed to increase to perform the rationing function, this
involved an interference with the “scarcity indicator” and
might have been expected to reduce production and make the
scarcity more intense. The story of English housing after the
last war is a flagrant example of the muddle which can de-
velop. The government passed legislation restricting the
extent to which rents of small houses might be raised. Houses
were very scarce and the rationing rent could have been very
high. With rents kept low, profiteering might be eliminated
but chance or favouritism would determine who would sccure
a house to live in. The price system, however, was liable to
reassert itself with the emergence of ‘key-money,” a high
price paid for the key to the house which was leased at the
compulsorily low rent. But, so far as the control was effec-
tive, or expected to be effective, low rents deterred new con-

putting accidentally into practice one system of rationing while it was formally
engaged in devising a different system. It was little more than a further accident
that saved Lord Rhondda from being driven by the Prime Minister to supersede
at the last moment the officials who were organizing his imminent victory over
the queues, and to instal in February 1918 a brand new Director-General of
Rationing who at worst would have postponed or confused the scheme and at
best would have let it run and gained its laurels. Another reflection of like
nature relates, not to the form of rationing, but to the policy of rationing. In
this matter the Government of 1917 appears almost incredibly hesitant and slow,
obviously far behind public opinion, led by events and not leading, afraid where
no fear was. Rationing was in effect demanded by the public long before the
Government could be got to decide that it was necessary and that the public
would stand it; when it did come it was accepted without question by acclama-
tion”’ (p. 229).
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struction, thus preventing the only remedy for scarcity from
operating. One control made necessary another, rent restric-
tion made subsidizing of the building industry necessary; but
the government was half-hearted in adopting this policy.
Happier stories of price control can be told for food; the solu-
tion of the rationing problem has been described above; some
of the supply problems are discussed below.

The control of food prices involved less difficulty in rela-
tion to supply, though problems did arise. A large proportion
of the food supply was imported. For these supplies the Food
Controller had to pay the competitive world price. The price
was comparatively high and provided an adequate stimulus
to production. In the case of most of these foods the
price to the consumer in England was high enough to cover
the cost of the imports; but in the case of wheat, flour, and
bread, the price to the English consumer was kept very low
and the loss was borne by the Treasury. More difficult prob-
lems of the relation of supply to the price offered, or expected,
arose in connection with domestic production. First let us
notice the experience of the Food Controller with potatoes in
the spring of 1917. The crop of 1916 had been poor, and the
shortage of labour had combined with bad weather to make
harvesting difficult. The price of potatoes rose and com-
plaints were rife. The Controller therefore issued an order
fixing a maximum price to growers, and a maximum retail
price. The price was considered too low, and potatoes dis-
appeared from the market. ‘“The War Cabinet,” says Sir
William Beveridge, ‘‘turning aside from the prosecution of
the war, after anxious deliberation, on 17th February raised
the price of potatoes by £1 per ton and telegraphed their
achievement to the Lord Mayors.””” But Liverpool and
Manchester, in spite of the War Cabinet, still sought in vain
for potatoes. Either one has to rely on a tempting price to
bring forward the supply voluntarily, or one has to resort to
compulsory requisition. Fixing prices leads to trouble if one
does not control supplies. We may next cite an example where
a price was deliberately fixed so low as to discourage produc-
tion of the food in question, the price of butter being brought
down to encourage English farmers to produce whole milk

"Beveridge, British Food Control, p. 42.
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rather than butter. It takes from 2} to 3 gallons of milk to
make a pound of butter, yet for various reasons, at a time
when milk was selling at, or above, 2s. a gallon, the price of
butter was fixed at 2s. 6d. per pound. The result was the
almost complete disappearance of home-made butter. This
has been cited as an instance of the neglect of sound principle
in price regulation. But, says Sir William Beveridge, ‘‘the
Ministry of Food knew perfectly well what it was about, and
was deliberately following the advice of the Food (War) Com-
mittee of the Royal Society in discouraging the conversion
into butter of milk that might be consumed in a different
form.”® If milk prices are fixed, those of butter and cheese
must be fixed too; for if there is any shortage of milk (the only
reason for price control) ‘‘the shortage will be turned into a
famine, as much milk as possible being diverted for sale in
the uncontrolled forms.”

The control of meat prices in 1917 presented a peculiar
difficulty. In May and June meat prices rose rapidly, and
this rise constituted an important popular grievance. The
rise was due in part to ordinary seasonal causes and to the
growing demands of the army, and relief through increased
imports was difficult. At the same time civilian consumption
of meat was being stimulated by the campaign to save bread,
the meatless day imposed as part of a campaign against over-
eating having been abolished as part of a policy of saving
bread even at the expense of other foodstuffs. The govern-
ment was anxious to establish a lower price, but was concerned
about the plight of the farmer who had bought cattle to fatten
at high prices based on the expectation of the maintenance of
the high price of meat. To meet this difficulty a sliding scale
of prices was established, falling from 74s. per cwt. in Sep-
tember to 60s. in January. The result was an abundance of
meat in September and October; but the rate of slaughter was
so alarming that Lord Rhondda (the Food Controller) agreed
to continue the December price of 67s. till June and seriously
considered methods of regulating the rate of slaughter. By
January there was an acute shortage of home-grown meat; the
government met urgent needs from its slender reserves of
frozen meat, took complete control of the meat trade from

8Ibid., p. 165.
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farmer to retailer, and finally established meat rationing for
the consumers. It is doubtful whether the problem could
have been satisfactorily solved without complete regulation
of slaughter and sale, but the actual trouble was accentuated
by the ‘‘sliding scale’’ adopted. This scale was a compromise
between the need to force down the price of meat to con-
sumers, and to be fair to the farmers who had bought cattle
to fatten at prices based on the current high price of meat.
Normally the price of cattle rises from October to January
thus compensating for the increasing cost of winter feeding,
and thereby the flow of cattle to market is made more even.
The Food Controller submitted a low scale having in mind
the unrest amongst consumers; the Department of Agriculture
submitted a higher scale having in mind the plight of the
farmers; Lord Milner, to whom the decision was left by the
War Cabinet, accentuated the discrepancy between the earlier
and later months by a compromise in which he accepted the
higher figure of the Department of Agriculture for the earlier
months and the lower figure of the Food Controller for the
later months, thus reversing the normal relationship of
October and January prices.®

War-time rationing of producers’ goods. Fundamentally,
this control of supply through price is, as we have said earlier,
a matter of rationing, by prices, of the means of production.
In war time this system of automatic rationing broke down
in industrial production even earlier than in food consump-
tion. In many cases the supplies were left in private hands;
but buyers were given priority certificates and sellers were
forbidden to sell to buyers with certificates of lower urgency
until those with certificates of higher urgency were satisfied.
In other cases the government requisitioned the whole supply,
sold the appropriate quantities to the firms engaged on war
contracts, and distributed the surplus, if any, according to
some system of priority to other firms. The reason for control
always lay in the fixing of the price below the level which
would have adjusted purchases to the degree of scarcity exist-
ing. The Ministry of Munitions, for instance, fixed at an
early date a price for shell steel, whereupon the price of com-
mercial steel rose higher and manufacturers concentrated on

*Ibid., pp. 139-47.
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making it. This was, of course, at the expense of shell steel,
and prices then had to be fixed for all steel. The Ministry was
next obliged to arrange for the distribution of the available
steel between the many uses for which it was required and
amongst the many factories involved. For once price was
fixed, nothing but deliberate allotment could decide who was
to get the steel. An elaborate priority organization was built
up, arrangements were made to co-operate with the Allies,
and similar controls were extended over all the raw materials
required for munitions.!®

For further illustration of this problem one may turn to
the contrast between the automatic allocation of tonnage in
peace time through the operation of the freight market and
the authoritative allocation under the “‘allied shipping con-
trol’”’ in the last war as described by Sir Arthur Salter,!! Direc-
tor of Ship Requisitioning and Secretary of the Allied Mari-
time Transport Council.

The allocation of the world’s tonnage to the world’s needs is normally
effected by the intricate but automatic process of the freight market. ... All
over the world the merchants estimating the demands of their own particular
markets in wheat, in wool, in coal, in cotton, make their purchases and then
look round for the freight to carry them. Some are able to wait, others must
ship at once. Knowing the elasticity and the nature of the consumers’
demands for their own commodity and the nature of their contracts, some
are prepared if necessary to pay an increased rate for transport, others prefer
to cancel or postpone. Each gives orders to his agent on the freight exchanges
of the world, such as the Baltic in London, to bid for tonnage within specified
quantities, dates, and rates. Similarly the owners of disposable tonnage give
instructions to their brokers on the same exchanges to accept within specified
conditions the best offers available. So the haggle of the market excludes
the marginal need and allots the available tonnage in exact accordance with
the relative strength of the economic demand. Exactly what the world
most wants (as measured by the price it is prepared to pay) is transported
up to the limit of the total carrying capacity. What is left behind is exactly
what the world least wants (as measured by the price it refuses to pay). . ..
All that the system needed in order to allot the transport exactly to the sup-
plies for which there was the strongest effective demand was that the offers
of merchants with goods and of owners with ships should be brought together
in the big freight markets such as the Baltic in London or the Collier exchange
in Cardiff. The brokers in these exchanges would know the current freights

19Pigou, Political Economy of War, chap. x111, “Priorities and the Rationing
of Firms,”
1 4llied Shipping Control (London, 1921), especially part 1.
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offering in their own line of business, and something about the seasonal
changes likely to raise or lower them in the near future, A good broker
would perhaps have a flair for any new or exceptional circumstances, even
outside his own special market, which might be likely to influence rates.
Neither broker nor merchants, however, except in the most superficial sense,
determined the rates or the allocation of the ships. They were only the
instrument through which the economic demand of the world effected its
own adjustments. They did not know—they did not need to know—no
one needed to know—what were the total demands of the world or of any
particular country, how these compared with the total transporting capacity
of the available tonnage, still less what was the intrinsic importance of the
different supplies competing for tonnage measured in terms not of money
but of the public interest. We shall see therefore that when the freight
system was broken by the pressure of the war, and it became necessary to
allot transport on a deliberate judgment of the relative importance of different
supplies, the problem could not be simply solved by turning it over to
experts—for such work there were no experts.

When the war broke out the normal freight system was
modified by the use by the governments of the power of
requisitioning. They took the tonnage they required for mili-
tary purposes and paid for it at prescribed rates without
regard to the market. Apart from this the price system
continued; the tonnage available was less by the amount
requisitioned, what remained was rationed via the freight
market. Rates soon soared. The effect of high rates on the
cost of living caused discontent, high profits in shipping even
when heavily taxed were unpopular, and essential supplies
for the many were excluded by the readiness of the few to
pay high prices for less essential goods. ‘‘It became impos-
sible,” says Sir Arthur Salter, ‘‘to assume, because there was
a stronger economic demand for barley for brewing than for
wheat for bread, that the importation of barley was more
necessary to the country than the wheat; but under this
system it was the barley that came in.”’ To meet these prob-
lems a system of licensing of imports was adopted: this ex-
cluded non-essentials, thus freeing tonnage for essentials, and
relieved the pressure in the market, thus easing freight rates.
By the middle of 1915 the freight market, even assisted by
prohibition of imports, was clearly inadequate:

Now the wheat imports would be endangered. Now some essential raw
material would be missing. No central survey of any of these vital supplies

was made during peace or the earlier period of the war. Large numbers of
individual merchants considered the probable demands and profits of their
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own particular markets and made their own arrangements without any com-
prehensive plan or programme. With freights jumping as they did in 1918,
the risks became too great for this merchant or that; he failed to buy or
charter; and at the last moment the Government (which had accepted no
general responsibility for the supply in question) would be faced with a
grave emergency. These emergencies were for a long period met, in the
British manner, by improvised solutions, each meeting the need of the moment,
but failing to prevent the recurrence of similar difficulties; each continuing
while it was useful and being terminated or supplemented when it proved
useless or inadequate; but each leaving some permanent contribution towards
the complete system ultimately evolved.

The use of requisitioning was extended; e.g., tonnage was
requisitioned in 1915 to transport wheat. Control of free
tonnage through a system of licences was attempted. But the
complete centralization of shipping control by the Allies was
not achieved till the allied governments acting as one had
become practically the sole importer. They then had to
determine for themselves, how much wheat, how much sugar,
how much steel they would import when they could not trans-
port all they wanted to buy of them all. The problem became
one of allocating tonnage to the preferred uses by the one
buyer rather than rationing tonnage between the many
intending buyers.

* * *

This discussion of British experience in World War 1
should now be replaced, or supplemented, by a discussion of
Canadian and British experience in World War I1. If another
edition is called for this will be done. In this reprint a few
references must suffice. The story is well told in the Report
of the Wartime Prices and Trade Board, September 3, 1939 to
March 31, 1943. This may be supplemented by: the essay
on “War-time Control of Prices” by Kenneth W. Taylor in
Canadian War Economics edited by J. F. Parkinson (Toronto,
1941); and by two articles in the Canadian Journal of Eco-
nomics and Political Science, one by Monteath Douglas on
“Limitations of the Financial Factor in a War Economy”
(vol. VIII, p. 351), the other by J. H. Richardson on “Con-
sumer Rationing in Great Britain” (vol. VIII, p. 69). The
most comprehensive account of the early phases of the Ca-
nadian war economy is in A. F. W. Plumptre, Mobilizing
Canada's Resources for War, (Toronto, 1941).



CHAPTER 111

THE PRICE SYSTEM IN A HYPOTHETICAL
HANDICRAFT ECONOMY

IN Chapter 11 we examined the price system piecemeal, or
bit by bit. We saw how the supply of a particular commodity
was rationed by price, and how this rationing price influenced
the future supply of that commodity and the present income
of those equipped to assist in its production. We noted, how-
ever, the difficulty of treating each price separately. What
price will ration the supply of any one commodity depends on
what prices are established for a host of other goods, some of
which are competing substitutes for the one, others of which
are complementary goods which are consumed along with it.
Similarly we noted that the supply of any commodity which
may be expected in response to any given price of that com-
modity will depend on the prices of many other goods the
producers of which compete for the same types of labour or
instruments of production. So completely interrelated, or
interdependent, are all these prices that it becomes necessary
to get some understanding of the system of prices as a whole.
But this system is so complicated and bewildering that we
approach an understanding of the price system in the real
world by studying the price system which might rule in a
simple model economy constructed in imagination.

In the first part of this chapter we describe in some detail
one such hypothetical model economy. The specifications for
this model are selected with a view to the greatest simplicity
consistent with its usefulness in demonstrating more clearly
the essentials of the price system in the complicated real
world. The simplicity of the model is extreme, indeed the
conditions described are fantastic; but an understanding of
its working should enable the student to look at the compli-
cations of the real world with a new eye for the pattern. In
the second part of the chapter we proceed to complicate the
model by adding new characteristics intended to draw atten-
tion to some other fundamental tendencies discoverable in the
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real world. But before the complication proceeds far, the
difficulty of explaining or understanding the working of the
model increases beyond the limits set for this introductory
volume. In this second part we shall not attempt, therefore,
the same rigorous exposition, but shall content ourselves with
a general indication of the character of the problem and of the
broad lines of its solution.

The method here used for purposes of introductory exposi-
tion is also one of the techniques used by economists in extend-
ing the boundaries of knowledge. It is the method of the
economic theorist; it is only one of the many techniques avail-
able, but it has proved, and is likely still further to prove,
valuable as long as it is used in close conjunction with the
other techniques. The economic theorist, the economic his-
torian, the statistician, to cite only three types of skilled
workers in the economic workshop, must work side by side.
As in physics, the theorist suggests hypotheses which the
experimentalist tests, and the results of experiments suggest
hypotheses which the theorist pursues, so in economics the
hypotheses of the theorist fertilize the work of those who
study directly the real world, and the study of the real world
suggests new models for study by the theorist, new models
which in turn provide more fertile hypotheses. Further dis-
cussion of the theoretical method, however, is out of place
and likely to be of little use. The proof of the pudding is in
the eating; conviction of the value of a scientific method
comes from its use.!

Specifications of the model. In our handicraft model we
suppose that each family makes one complete article for sale
with a negligible equipment of tools. The income of each
family will then be derived directly from the price of its
output, and all the problems of dividing the proceeds from
the sale of a product jointly produced by two co-operating
families, or between families that work and families that own
equipment, can be avoided. We further assume that the
amount of any commodity that each family can and will
produce in a given period, say a week, is fixed, and is equal
to the amount of that commodity which any other family

'See E. H. Phelps Brown, The Framework of the Pricing System (London,
1936), introduction and chap. 1, sections 1 and 3.
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could produce. The weekly income of each family is, then,
the product of the number of units of the commodity it
produces and the price per unit of that commodity; and the
rate of supply of each commodity is the product of the
number of families engaged in making it and the number of
units of that commodity that can be made in any selected
unit of time by each such family.

The model is characterized by ‘‘free enterprise’’: that is,
each family is free to make anything it wishes, and for which
it has the necessary skill. Two corollaries follow from this
condition of free enterprise, viz. mobility of labour and free
competition. Each family is free to move, and does freely
move, in and out of trades as attracted, or repelled, by the
expectation of higher, or lower, earnings. Each family is free
to enter any trade to compete with the existing producers in
that trade, and is, of course, liable to have others enter and
compete with it in whatever trade it has selected.

It must be noticed that the conditions in this model are
not only unlike those of the real world today, but are also
unlike those of the real world of the past when a handicraft
system of production prevailed. In the historical handicraft
system free enterprise was restricted by the regulations of
the guilds. To practise a trade one had to become a member of
the guild; entry to the guild was sometimes restricted to sons
of members, sometimes involved a heavy entrance fee, and
in either case required a seven years’ apprenticeship. If the
trade was crowded the guild often regulated the amount of
work which its members might do, multiplied holidays, pro-
hibited night work, etc., in order to restrict total output and
to divide the business equitably between its members. Prices
were highly customary, and often regulated by the authority
of the guild or the town; they were not flexible.

We endow the families of our model with a considerable
measure of economic rationality; the heads of the families are
“economic men.” Each family is supposed to be intent on
maximizing its income of goods and services for consumption,
its provision of the ‘‘necessaries and conveniences of life.”
This means that each wants to sell dear and buy cheap.
Each will try to maximize its money income by moving
from the trades where earnings are relatively low into the
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trades where they are relatively high. (The high mobility
we have assumed depends on this assumption of economic
rationality.) Each in spending its income will behave with
such regularity that one can state precisely how much of
any commodity can be sold, i.e. will be bought, at any price.
Each will be tempted to increase its consumption of any
article by a fall in its price, and to increase its consumption
by a predictable amount in response to any given fall in
price: each, similarly, will be persuaded to restrict con-
sumption by a rise in price, and to restrict by a predictable
amount in response to any given rise in price. We suppose
that if a purchaser is in doubt whether to purchase one unit
of A or one unit of B, each of which costs one dollar, that
he can be said to want them with equal intensity. If then
the price of A falls to 90 cents, he can have one unit of A
and 10 cents worth of something else, or he can have one
unit of B with nothing else. If he were previously undecided
between one unit of A or of B at one dollar each, he will
surely now choose one unit of A at 90 cents rather than one
of B at one dollar. We eliminate the random element of
impulsive purchases, erratic behaviour in the market, and
the element of changing habits. We do not suppose the
inhabitants of one model to be ‘‘as gods knowing good from
evil”: they may want silly, even harmful things, but they
know what they want and seek to acquire it.

We next lay down two conditions in order to eliminate
the difficulties arising from speculation. First, we assume
that each family spends all its income in the week in which
it is earned, and spends no more in that week. We endow
each family with a small stock of money, but we suppose,
for the time being, that each is content to hold just that
much unspent. No family spends more than its income, thus
reducing its stock of money; no family spends less, thus
increasing its stock of money. Secondly, we assume that
each family consumes what it purchases. Again we must
endow each family with some stock of goods on the shelves,
but we suppose that consumption and purchase just keep
pace. No family consumes more than it buys, thus reducing
its stocks of goods; no family consumes less than it buys,
thus increasing its stocks. Present rates of consumption and
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purchase are adjusted by present prices to the present rate
of production: no family, anticipating a fall in the price of
some commodity uses up its present stock and accumulates
money while the price is high, and then replenishes the stock
by spending the accumulated money when the price falls.
We shall have to note some such possibilities later, but to
handle these complications at this stage would confuse the
picture. We must also rule out speculation by the producers:
each producer will sell all he produces for whatever price he
can get now. If this price is unsatisfactory he will move to
another trade. He will not produce speculatively for stock
in the hope that the price may later be higher. Nor will he
restrict his output in the hope of raising the price. Such
action by an individual would be useless because each indi-
vidual is producing so small a part of the total requirement;
and any attempt at restriction of output by the whole group
of producers of some commodity would be wrecked by the
influx of new competitors coming to take advantage of the
relatively high prices. In the absence of speculation and
under the condition of competition what is produced weekly
will be sold weekly at whatever price can be secured. The
prices will therefore be extremely flexible.

Prices and incomes. Each family by specializing in the
production of some one commodity will have rendered itself
completely dependent on the unconscious co-operation of the
other families for the provision of the necessaries of life.
Each family must be able to sell its product, and hopes to
sell it dear; but each must be able to buy what it needs and
hopes to buy these things cheap. There is, however, a limit
to the power of each to sell dear: if some can sell dear, that
occupation becomes relatively attractive and others move
into the trade, the supply of its product increases, and the
price falls. The price must fall in order to induce further
consumption to take up the increased supply. As the price
falls the influx of new producers is checked. This same
process happening in the trades producing the things the
family wants to buy constitutes a limit to the risk of having
to buy dear, or of not being able to buy the things it wants.
If the price of some goods it wants to buy is relatively high,
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there is likely to be an influx of workers, an increase in
supply, and a fall in price.

Under these conditions there will be a rough equality of
income, the more complete, the more uniform the skill of the
families. If some family, or small group of families, possesses
some rare skill or some secret process, for the production of
some much wanted commodity, the supply of that commodity
may remain so restricted that its price may remain high.
The earnings of such favoured producers will continue higher
than those of producers generally. There could be no influx
of new competitors to increase the supply and bring prices
down so that earnings are again in line with the rest of the
economy. There could be no such influx because there would
be no others possessing the skill, or sharing the secret. If
the group is relatively small so that concerted action is
possible there may be a further restriction of output by
deliberate agreement. It may be discovered that a smaller
aggregate output could be sold for a greater aggregate
revenue, that a 10 per cent reduction in output would
increase the price by, say, 12 or 15 per cent. Such monopolistic
restriction is ruled out, however, in our model for there is
no scarcity of skill and mobility of labour is effective: any
temporary success at deliberate restriction would be the
signal for an influx of new producers to share the higher
earnings.

In the study of this price system the analogy from
mechanics of a system of equilibrium of forces is of great
assistance. We shall try to show the conditions under which
our model would be in equilibrium, so that each and every
individual with perfect freedom to change his rate of con-
sumption of each of the products has no incentive to change,
and that each and every individual with perfect freedom to
move from his present occupation to another has no incentive
to move. Freedom to change yet no change, perfect mobility
yet no movement, such are the characteristics of the economic
equilibrium. These characteristics may be better understood
if we study this equilibrium in two steps; we consider first a
temporary, or ‘‘short-run’” equilibrium, and then a more
permanent, ‘“long-run” equilibrium. Before proceeding,
however, we must emphasize the fact that we are discussing
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what would happen under the simple conditions of our
model, if there were no change in the basic conditions during
the period necessary for the establishment of equilibrium.
Any change in consumption habits, any change in methods
of production, would change the equilibrium position. We
may later perform some simple exercises on our model by
introducing some simple changes in these basic conditions
and tracing the changes as a new equilibrium is established.

Middlemen. Even in this simple model we need to
introduce a group of middlemen, or traders. If the number
of workers in each occupation is considerable, and if the
distances involved are great, buyers may waste a great deal
of time finding producers with stocks for sale, or producers
may waste a great deal of time finding buyers for their wares.
This waste can be reduced by establishing a market place
where buyers and sellers congregate at stated times. A
greater economy may be achieved by some men specializing
as traders; they will buy from the producers at their places
of work, and make the goods conveniently available to the
buyers. It will pay the producer to sell cheaper wholesale
to the few traders than retail to the many consumers, because
in the time saved from selling he can produce more goods.
It will pay the consumer to pay more in the nearby store
where a variety of goods is available for inspection and
comparison, because in the time saved in buying he can
produce more goods. The middleman buying cheaper and
selling dearer is able to make an income for himself. Unless
this income is roughly equal to the incomes of the producers,
no men will specialize as middlemen; if this income is bigger
than that of the producers more will enter trade and the
competition of new traders will reduce the spread between
the retail and wholesale prices till the incomes of the traders
are reduced to the general level. We may conclude that our
model society might produce more goods in the aggregate as
a result of withdrawing some men from production to act as
middlemen or traders. The service performed might be
useful. We also conclude that the price charged for the
service will be reasonable as long as there is free competition.
The traders in our model, however, are different in many
respects from those of the real world. They do not speculate,
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but replenish their shelves as they sell thus maintaining their
stocks without change. They compete; they are not able to
build up monopoly positions as sole sellers in a particular
locality or to a particular class of buyer. They sell, yet do
not indulge in the arts of salesmanship; they sell what people
want rather than persuade people to want what they have
for sale. In the real world we may find too few middlemen
in some trades, and too large a proportion of the energies
of the people devoted to salesmanship rather than to pro-
duction in others.

Equilibrium. While we assume perfect mobility we shall not
suppose it to be instantaneous. At any one time the numbers
in each occupation may be taken as given, and this may be
supposed to imply that the rates of supply of the various
goods are given (we neglect the possible variation in the
amount of work done and the amount of goods produced by
the workers). Short-run equilibrium requires then a system
of prices such that the consumption of each commodity is
restricted sufficiently and only just sufficiently, so that the
whole current supply is purchased. With any set of prices
which does not achieve this exact rationing there will be
unsatisfied buyers trying to locate supplies and offering
advanced prices, or there will be unsatisfied sellers trying to
locate buyers and offering at reduced prices. The system
will not be in equilibrium. But the changes in prices which
result will be tending to establish equilibrium. Again we
must emphasize the interdependence of these prices: the
problem is not one of finding a price that rations sugar, a
price that rations tea, a price that rations cake, and so on;
the problem is one of finding a set of prices for sugar, tea,
cake, etc., which if ruling simultaneously will adjust con-
sumption of each of these goods to the supply of each of them.
The interrelations are the result partly of the relations of
the goods in a pattern of consumption; the more tea is bought
the more sugar and the less beer will be wanted. These
interrelations also result from the fact that they are all
purchased out of the same limited money income; if the
price of tea falls, more tea will be bought and unless the
purchases of tea are in exact inverse proportion to the price
there will be either more or less money spent on tea. If
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more money is spent on tea, less must be spent on some
other thing, or things; if less is spent on tea, there is more
to be spent on other things. So a change in the price of one
good will have repercussions on the prices and rates of con-
sumption of others, and the changes in the prices and rates
of consumption of these others will have further repercus-
sions, and so on. The metaphor of the ever-widening circles
when a stone is thrown into a still pond naturally comes to
mind. These interrelations can be more complicated if the
patterns of consumption of different groups of producers are
widely different: if, for instance, the brewers are teetotallers,
and the butchers vegetarians. Such complications call for
mathematical symbols for precise explanation, but there is no
need to go deeper into the problem.

If the short-run equilibrium discussed above results in
unequal earnings in different occupations, the condition is
one of long-run disequilibrium. There is perfect mobility and
consequently there will be movement. Workers will leave
the less remunerative to enter the more remunerative occu-
pations. The supply of some goods will increase and their
prices fall, the supply of other goods will decrease and their
prices rise. The patterns of consumption will change to
adjust to the new rates of supply; this change will be in
response to the changes in prices and the changes in the
incomes of the different groups of consumer-workers. (It is
worth pointing out at this point that the consumer and the
producer are one and the same person viewed from the
different sides.) Change will continue till a system of prices,
a pattern of consumption and a pattern of production is
established such that workers are so distributed between
occupations that, though free to change, no individual sees
the possibility of improving his own position by changing.
Equilibrium is established.

Adjustment to changing wants. With our model in long-
run equilibrium let us suppose that there occurs a sudden
change in consumption habits, such as would result from a
widespread adoption of vegetarianism. A large group of
people try to buy more vegetables, and are less inclined to
buy meat. In the short-run the rates of supply of vegetables
and meat are fixed, and the rates of consumption must be



46 INTRODUCTION TO POLITICAL ECONOMY

adjusted to the given rates of supply. The price of vegetables
rises sharply, that of meat falls sharply. The more convinced
vegetarians secure their vegetables at a price, the less con-
vinced vegetarians are deterred from their new dietary
practice by the high price of vegetables, and the temptation
to eat meat is made more severe as meat becomes temptingly
cheap. Those who do not adopt the change in dietary habit,
are affected by the change in relative prices: they buy less
vegetables, releasing supplies for the ardent vegetarians, and
they buy more meat, consuming the supplies released by the
vegetarians. In time the high price of vegetables will induce
an influx into market gardening and a withdrawal from meat
production, till prices of vegetables fall and prices of meat
rise so as again to give roughly equal earnings in the two
lines of production. There will, of course, be secondary
complicating effects which we intend only briefly to indicate.
The temporary prosperity of the vegetable growers is likely
to lead to an increased demand for luxuries, while the de-
pressed condition of the meat producers will force them to
abandon for the time being the consumption of things that -
had become almost necessaries. This means that many other
prices besides meat and vegetables will be affected. Then,
too, those who now buy more vegetables at higher prices
will have less to buy other things with even though they
are buying no meat; and those who now buy more cheap
meat and less dear vegetables are not likely to be spending
exactly the same amount as before on meat and vegetables
combined, so that they too will have more, or less, money
to spend on other things. Finally, when the new rates of
supply have been established, more vegetables may mean
more butter is needed; less meat, that less mustard is called
for.

Equilibrium and order. This discussion of equilibrium in
our model suggests that there will be ‘“‘order,” but it is
natural to ask whether it will be a sensible order. In the
simple conditions of this model it can be shown to be a very
sensible order. This can, to some extent, be deduced from
what has been said about the impact of vegetarianism.
Sensible adjustment to such a change in consumption habits
would involve, in a planned economy where the planning
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authority tried to meet the wishes of the people, a change
of plan, a change immediately in the rationing of supplies
and a change in the production plan for the future. The
changes which would thus be made by authority in a planned
economy of this type would in our individualistic model be
made without consultation, automatically, through price
changes. But the changes would be substantially the same.
However, the authority in the planned world might dis-
approve of the vegetarian craze and refuse to promote the
adjustment; it might itself be composed of fanatical converts
and make it difficult for those who did not conform to the
new practice; or it might be little concerned to meet the
wishes of the people and unwilling to make any adjustment.
It is not enough, however, to consider whether the automatic
changes expected in the model are similar to those that
would be made by a planning authority which tried to give
the people what it wanted. Would the pattern of production
and consumption established in the model in equilibrium be
similar to that which such a democratic “plan” would
establish? In answering this for the case of our model it is
necessary, first, to emphasize the fact that under the con-
ditions of our model incomes would be equal. With incomes
equal it is reasonable to suggest that readiness to pay is a
reasonable, if rough, measure of how much a thing is wanted.
Now in equilibrium, with earnings equal, if men were moved
from their trade to any other, their product could only be
sold by tempting people to increase their consumption of
this product by lower prices, i.e. they would be making less
wanted things. The position of equilibrium is one which
corresponds pretty well with the wants of the people. There
are some who would say that the consumer does not know
what he wants, does not want what he needs, and often
does not get what he thinks he is getting. True, some con-
sumers will make mistakes, and a dictator would, perhaps,
toy with the possibility of deciding what was best for the
people instead of letting them decide for themselves. But
freedom of choice is, or has become through use, desirable
in itself; freedom to make mistakes and possibly to learn
from experience seems to many preferable to an externally
ordered life, however well ordered. Freedom of choice
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becomes then for the liberal, one might almost say for the
truly adult, not merely a means to maximum satisfaction,
but a desirable end in itself.

Lest this favourable judgment on the reasonableness of
the individualistic order in our model be taken to suggest an
equally favourable judgment on the reasonableness of the
individualistic order in the real world, certain qualifications
should here be mentioned. In the real world incomes are
very unequal, and readiness to pay is no measure of intensity
of want. The price system produces the things which sell.
Luxuries are produced when the supply of necessaries is still
inadequate. The pattern of production achieved through
price adjustment is very different, then, from that which
would be aimed at by a benevolent planning authority
whether it tried to give the people what they wanted, or
what was best for them. But planning authorities are not
necessarily benevolent, or intelligent. They may prefer guns
to butter; they may prefer might to comfort; they may be
concerned to give the mass of the people enough to allay
discontent rather than to create positive contentment. We
must be careful not to compare an ideal price system with
the most objectionable kind of planning by the worst possible
dictator, nor to compare the worst features of the real price
system with an ideal kind of planning by an ideal dictator.

The state and free enterprise. In spite of the contrast we
have drawn between an economy regulated by some political
planning body and one regulated automatically by the free
functioning of a price system, it must not be supposed that
no political organization is necessary in the latter case, or
that no planning can be undertaken if the price system
remains. The functioning of free enterprise in our model,
as in the real world, is dependent on the existence of some
authority to guarantee personal freedom, property rights,
and the performance of contracts, and to establish standards
of weight, measure, money, and possibly of quality (e.g. the
British Pharmacopoeia). There is also required an authority
to arrange for the provision of certain services which must,
or can best, be provided communally rather than individu-
ally, e.g. the provision of roads, sanitary services, fire pro-
tection, education. The authority which provides these
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services of police protection, courts for the enforcement of
rights, sanitary services, etc., is the state. To provide these
services it must raise funds by taxing its citizens. To the
extent of their tax contribution the individuals give up the
direct decision as to how their income shall be spent; to the
extent of its tax revenue the state directs resources to the
ends it chooses. There is some planning, but the planner
operates through the price system. The planning may go
further, but still stay within the price system. The state
may encourage the production of some commodities by a
subsidy (or tariff protection if we admit foreign trade) and
may discourage by discriminatory taxation the production
of other goods, or may even prohibit the manufacture and
sale of others. The planning authority works through the
price system, influencing the profitability of various trades
with a view to stimulating increased production in some and
decreased production in others.

If some sort of a state is necessary for the functioning
of even a free economy—and how necessary it is has been
only roughly indicated above—it must not be assumed that
the state is only a means to an economic end. However
dangerous and distasteful may be the glorification of the
state in the totalitarian philosophy, and however much one
may insist on the liberal doctrine that the good of the
individual citizen is paramount, one must not forget that
there is a value for the individual in feeling himself a member
of a greater society, of a state. Individual happiness depends
on belonging to groups, churches, trade unions, lodges, cities,
nations, empires. Some of the groups have economic objec-
tives, e.g. the trade union or the wheat pool, yet they are
wrongly appraised simply by reference to their efficiency in
achieving these objectives. Their value is, in part, in
providing some satisfactory group life. What is true of the
smaller groups is also true of the greater political societies,
nations, and groups of nations.

%* * *

In the remainder of this chapter we complicate our model
by introducing problems of growth, growth of population and
growth of wealth, and some incidental problems arising
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therefrom. The object is to prepare the way for the discussion
of similar problems in the real world, to provide something
in the nature of a map of the forest lest we get lost in examin-
ing the trees. We shall not attempt a completely satisfactory,
or rigorous, solution of the problems of our growing model;
we shall be content to indicate the nature of the problems
and the broad lines of their solution, and we shall end the
chapter with an excursion into the real world.

Growth of population. Consider first the problems of popu-
lation growth. The people in our first model constituted a
stagnant pool, the people of our new model, as of the real
world, constitute a pool fed by the stream of births (and of
immigration) and drained by the stream of deaths (and of
emigration). The level of the pool rises when the stream
feeding it flows faster than the stream draining it. But the
analogy of the pool breaks down, for it ignores the process
of aging; the drops of water entering the pool of population
are not just like the other drops in the pool, nor like the
drops draining out. The new arrivals are mostly babies with
very different needs from those of adults, and constituting
no present addition to the labour force: the immigrant stream
brings adults, usually young adults constituting about
equivalent additions to consumer demand and productive
capacity, but also constituting a significant addition to the
ranks of parents and therefore promising shortly an increased
stream of births. Even when we suppose there to be no
changes in habits of consumption, the growing economy,
because of its changing age distribution, involves adjusting
a growing labour supply to meet a regularly changing set of
wants; now more cradles, now more tobacco, now more
coffins. But the changes are largely predictable, and adjust-
ment is to that extent easier.

This adjustment to changing demands calls for mobility
of labour between occupations. We endowed our model with
this characteristic, but in the real world such mobility is very
limited. The high-school teacher cannot quickly change to
be a tobacco farmer and later an undertaker as the changing
wants of an aging population make themselves felt. But
again we have to take account of this process of growing up
and dying. The workers in any one trade constitute neither
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a stagnant pool, nor a cistern perfectly connected with the
other cisterns (other trades) so as to maintain an equal level
of wages in all. Each trade constitutes a pool fed by a stream
of young learners and drained by a stream of deaths and
retirement. Adjustment to change comes, mainly, from a
change in the relative volume of the streams of learners
entering the trades. There may be, almost certainly will
be, some movement of adults from trade to trade if the
differences of earnings become considerable; but smaller
differences in earnings will promote the slower, yet sure,
adjustment that comes from a change in the rate of entry.
Now it is clear that adjustment to change will be more
rapid in a growing economy where all the pools are rising;
cessation of expansion in a trade then constitutes relative
shrinkage. With no adults moving, the change in the pro-
portionate distribution of labour is quickly made. And if
adjustment is easier with a growing population, to some
changes adjustment is less necessary.? Consider, for instance,
the vegetarian'movement in our model as changed to allow
for growth. A smaller percentage of the population will buy
meat which suggests the need for an immediate fall in price
to stimulate those who still want it to buy more, and to ensure
an ultimate reduction in the number of people growing beef.
But it is a smaller percentage of a growing number of people
who will buy meat. Apart from the vegetarian movement
the number growing beef would have been steadily growing
to provide for the steadily growing population: after the
vegetarian success, the immediate fall in the price of beef
deters new people from entering the trade, completely or
partially, and the supply of beef without becoming absolutely
less becomes relatively smaller. Growing population takes
up the slack, renders unnecessary the actual movement of
adults, and makes short the period of depression for the
particular trade.

Growth of wealth. We next provide for growth of wealth,
i.e. for accumulation, in our model. In the first, simplest,
model we supposed that the income of goods and services
produced in a given period was sold, and consumed, in that
period. We explicitly ruled out accumulation of stocks of

See below, pp. 85-6.
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consumable goods, i.e. goods which are destroyed as they
are used; and, implicitly, we ruled out the production of
“durable” goods, i.e. of goods which last through several
periods and yield in each some services which constitute part
of the income of that period. We will still ignore the accumu-
lation of stocks of consumable goods, but we shall now
introduce the accumulation of durable goods. \Ve were
concerned exclusively with income, we shall now be concerned
with income and wealth, wealth as the source of income
(perhaps also as an end in itself). Two kinds of durable goods
may be distinguished; those which give direct satisfaction
to their owner by providing useful services, e.g. a house
providing a regular income of shelter, comfort, and, perhaps,
prestige, and those which enable the owner to produce more
and better articles for current consumption, or for further
accumulation, e.g. a lathe, a plough, or a workshop. We
shall continue to assume, fantastic as it may seem, that
each durable good can be completely made by a single family,
and that in each case at least one can be made in the income
period selected. This eliminates any difficulty about the
income of the producers of durable goods, in each period
(week or whatever period we choose) each family realizes
its money income by selling the product of that period, and
is therefore in exactly the same position as the producer of
consumable goods. We do allow, however, difficulty to
develop so far as the buyer is concerned, for we introduce, in
small degree, the problem of “lumpy’’ expenditure. To buy
out of current income one of the instruments which took a
whole period to make would take, since incomes in our model
are roughly equal, roughly the whole of the buyer’s income
for that period. To this we shall return.

The right amount of accumulation. We must now refer
back to our earlier discussion of the conditions of well-being
for any economy. One of these conditions was the prior
accumulation of wealth; another was the good judgment with
which existing resources are directed to the many alternative
lines of production, and here good judgment in deciding
how much to produce for current use and how much of one’s
energies to devote to further accumulation of wealth was
seen to be of very great importance. One may add that
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our present well-being depends not only on the amount of
the prior accumulation but also on how sensible was the
character of that accumulation, i.e. on whether we have
accumulated the more useful things rather than the less
useful. Similarly good- judgment in present accumulation
involves good judgment not only as to the amount of further
accumulation, but also as to the kind of wealth to be accumu-
lated. In the planned economy these decisions, like the
decisions as to the detailed composition of the stream of
goods for current consumption, would be determined authori-
tatively by the central planning authority. In our indi-
vidualistic model durable goods will be produced when
buyers offer prices for such goods which promise incomes for
their producers roughly equal to those generally available
in the economy. The decision to accumulate is made by
individuals, and the decision what to accumulate is similarly
made by individuals. The price system is again in evidence,
providing an automatic solution of the problem. But we do
not intend to suggest that the ‘‘automatic’ solution is the
“right” solution. Some doubt as to its “rightness” is
expressed by H. D. Henderson in Supply and Demand:?

We in the twentieth century owe much of the material wealth that we
enjoy to the fact that over the last century men saved as largely as they did.
But our natural gratitude should not restrain us from doubting whether they
were really well advised to doso. If we ask the question 4ow they managed
to do so, our doubts are deepened. For first place among the explanations
must be assigned to the inequality in the then distribution of wealth. It
was because many men in England were rich enough to save that our rail-
ways were built, and the resources of new Continents were opened up. But
England, a century or even half a century ago, was not really a rich com-
munity. And if the national income in those days had been distributed
more evenly among the people, can we doubt that they would have spent
a far larger proportion of it on immediate needs; can we doubt that they
would have been right to do so? We may rather doubt, in view of the
reactions of poverty on physical and mental efficiency, on social harmony,
even possibly on population, whether we today would have been really
injured as much as might appear. How, then, can we suppose that the sum
of the amounts which it suits individuals to save will bear any close relation
to the resources which the community can properly devote to future ends?
Are we to regard an unjust distribution of wealth as a mysterious dispen-
sation of Providence for securing perfect harmony between the future and
the present? The point need not be laboured further. There are no grounds

3Cambridge, 1922, See pp. 131-2.
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for assuming that we save, as a community, even roughly what we ought to
save. If we wish to believe we do, we must turn for support from economics
to theology.

But if we doubt whether the automatic solution was “right,”’
we find it hard to lay down any principles to guide a benevo-
lent planning authority, or to judge the wisdom of any plan.
It is interesting to note that the Five Year Plans in Russia
involved very rapid accumulation of productive equipment,
so rapid as to involve, in view of the real poverty of the
Russian community, a deliberate “tightening of the belt.”
Were these plans “right’’?

Saving in the model. We must now consider the problems
arising from the inevitable lumpiness of expenditure on
durable goods to add to the store of wealth. Take an
implement which is the product of one week’s work of the
families that produce it. How is the buyer to spend a whole
week’s income on one article, which will give an income of
satisfaction, or increase his earning power, for years, but
which will be of but little use in the current week, when his
weekly money income is barely enough to buy the necessaries
of life during that week? No pulling in of the belt will suffice.
How then is the problem to be met? The first obvious
possibility is for the buyer to accumulate week by week what
little money he can spare from the purchase of necessaries
till he has enough to buy it. This involves relaxing the
monetary condition of our simplest model, viz. that no family
spend in any week less, or more, than is earned in each week.
The result of this prior accumulation, if we permit it, would
not be serious in our model because of certain other assumed
conditions; but the nature of the problem becomes apparent
and it is possible to point out some characteristics of the
real world that make the problem in fact extremely serious.
First, consider the absurd extreme; suppose everyone wants
to accumulate more money and therefore decides to spend
nothing out of this week’s income, then no one has any
income, for no one has been able to sell anything that he
produced. Secondly, suppose some families want to accumu-
late more money for some lumpy expenditure in the future,
and therefore decide to save, i.e. not to spend, a part of the
incomes they receive in each of the following few weeks. At
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the old prices all that is produced, and was sold before this
saving habit developed, cannot be sold; but under the
conditions of our model prices are flexible, and at lower
prices the whole output is again sold. If the saving is done
at the particular expense of a few luxuries, their prices will
fall particularly low, and if the saving keeps up there will
be some movement of workers out of those luxury trades
into others. Prices as a whole being lower, money incomes
will be lower, but real incomes (i.e. the amount of goods
and services which a man can buy with