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PREFACE

N recent years there have been important developments in

.Economic Theory—notably in the anaysis of Money and
Unemployment by Mr, Keynes, and in thetheory of Imper-
fect Competition by suchwritersasMrs. Robinsoriand M. E.
Chamberlin. Many of these new ideas are not yet available
to any but the trained economic theorist; for new scientific
work must aways at first be stated in techhical-terms. It is
the primary object of this book to expound the whole corpus
of Economic Theory without taking any knowledge of tech-
nical terms for granted and with full use of the more recent
developments. | have not shirked any point inwhich econo-
mic analyss is relevant for the determination of economic
policy; and for this reason this book is not aways essy to
read. But | have tried to write in such away that any one
with patience and the power of clear reasoning can under-
stand it.

In this book | have discussed economic theory with direct
reference to the economic problems of the modern world.
As ateacher of the subject | have often found that men, who
come to economics to find an answer to the pressing probl ems
of the moment, cannot see that the formal andysis of the
text-book has anythmg to do with the real world. Such
formal anaysisis, however, essentid for afull understanding
of practical problems, and the rigid text-book analyss must
be mastered; but in this book | have attempted to supplement
that training by combining it with the direct discussion of
economic problems. This method has made it necessary to
advocate a particular economic policy.

There is nothing original in this work, which is a tran-
scription of thework of many authors; and it Isimpossblefor
me to enumerate fully the writers to whom | am indebted.
Nearly every economic author, whom | haveread, has directly
or indirectly affected this book. But thereare certain authors
whom | must mention specifically, and | hope that | will be
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excusd if | have failed to acknowledge direct indebtedness
toothers Mr.J. M. Keyness Treatise on Money and General
Theory of Employment, | nterest and Money haveinspired the
whole of Part | of this book, which has as been directly
influenced by the work of Mr. R. F. Kahn; and certain
passages in Chapters VI and VI 11 of Part | have been recagt
after reading Mr. R. F. Harrod's Trade Cycle. The sug-
gegtion about the Sinking Fund on p. 45 is taken from
evidence given by Professor A. L. Bowley to the 'Colwyn
Committee, and is to be found on pp. 323 to 328 of the
Report of the Committee on the National Debt and Taxation,
1927. Part 11 has been congructed on the foundations of
M s. Robinson's Economicsof | mperfect Competition, M r , E.
Chamberlin'sThe Theory of Monopolistic Competition, and
Professor Pigou's Economics of Welfare, as wel as upon
artidesby Mr. R. F. Harrod and other authors, while pp.
156 to 164 are a transcription of an argument in Mr. R. F.
Kahn's article in the Economic Journal, for March 1935,
entitled 'Some Notes on Ideal Output'. Chapter VIII of
Part |1 has gained much from artices of Mr. M. Dobb,
Mr. H. D. Dickinson, and Mr. A. P. Lerner in the Economic
Journal and the Review of Economic Studies. Part | | | owes
much to Dr. Hugh Dalton's The Inequality of Incomes
and M r . Wedgwood's The Economics of Inheritance, while
Chapter 1V of this Part is largdy basad on the works on
Public Finance of Dr. Hugh Dalton, Professxr Pigou, Sir
Josgah Stamp, and others. In Part 1V, pp. 278 and 279 are
merdy a numerical illustration of the proof given by Mr .
J. M. Keynes for a propostion of Mr. F. P. Ramsay in his
articlein the Economic Journal for December 1928, entitled
'A Mathematical Theory of Saving'. Part V is based upon
many works on the Theory of Money-, as well as upon text-
books on International Trade, such as Professor Taussg's
Theory of International Trade and Mr. R. F. Harrod's
| nternational Economics. -

Mrs. Robinson has read the whole of the manuscript of
Parts| to |1V, and | am very grateful for the many material
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improvements suggested by so able a professonal economid.
Dr. N. J. Abercrombie has nobly played the part of the
intelligent amateur, and his detailed criticiams have greatly
improved the expostion. My d9e& has done the same for
Part | and suggested the insertion of an important section.
| have been greatly hdped by my wife in revisng the book.
To all of thee | would express my sncere gratitude.

HERTFORD COLLEGE, OXFORD. JEM
April 1936.

PREFACE TO THE SECOND EDITION

N preparing this edition | have corrected some errors of

detail; and | should like to take this opportunity of thanking
those who have pointed them out to me. | have a0 altered
the emphadgs of the arguments on pp. 211 and 272. This
lagt change | have madeasaresult of reading Professor A. M.
Carr-Saunderss World Population! This book has so im-
presed me with the importance of the present population
trend that | have added a note at the end of this book, the
main purpose of which is to explain the meaning of Mr .
Kuczynski's measure 'the net reproduction rate’ and to show
its bearing upon the argument of Chapter 11 of Part 1V of

this book.
JE-M.
HERTFORD COLLEGE, OXFORD
March 1937.
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INTRODUCTION

EFORE any economic sysem can provide the highest
possble g¢andard of living, four conditions mus be
fulfilled. - _

1. No economic resources, which are willing to work,
must gtandidle. This problem—the problem of Unemploy-
ment or of poverty in the midst of plenty—is discussed in
Part | .

2. The available economic resources mug be st to work

to producein the greatest possble quantities those products
which consumers mod desre this condition will remain
unfulfilled, so long asit is possble by producing less of one
thing to produce more of apother, which consumers desre
more urgently. Thisisthe problem of Competition, M ono-
poly, and Planning, which is the subject of Part 11.
- 3. The income of the community mus be distributed
among individuals in-such a way that the greates ppssble
satifaction is obtained from the limited national inpome.
TheDistribution of Incomeisthe subject of Part | | | .

4. The gandard of living will not be the highes possble,
unless a proper balance between work and leisure is Main-
tained and unless the total population and the total sock of
capital are forthcoming in the mos appropriate amounts.
Part IV disusses this problem of the "optimum' supply of
the factors of production, labour and capital.

If these four conditions are fulfilled, the gandard of living
will be the highes which it is pblewithagiven knowledge
of indudtrial technique to obtain-from a given supply of
natural resources Parts| to 1V are basad on the assumption
of a sdf-contained economic sysem. But in the real world
no economy is isolated in this way; for each government
must condder the effect of its economic policy upon economic
relations with other countries. Part V is therefore devoted
to International Economic Problems. This didusson gives
ride to no further fundamental economic problem,but shows
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merely the international aspects of the four fundamental
guestions discussed in Parts1 to 1 V.

Some of these problemsaremor eur gent and somearemore
eadly solved than others. The most glaring economic ab-
surdity at present is the existence of unemployed resources
in a world in which there are many needs still to be satisfied.
For this reason the policy discussed in Part 1—together with
its international aspects in Part V—is the most pressng and
the nearest to practical polities. Fortunately, aswe shall see,
the solution of this problem needs least governmental inter-
ference. This problem should certainly be solved before all
others; for, as long as there are unemployed resources, it is
possble to produce a larger real income and so to improve
everyone's standardswithout causing any oneto be wor se off.
The solution of this problem—unlike the problem of re-
distributing income—requires no change of heart and offends
no vested interests; it requires simply a clearer understanding,
and if the argument of Chapter VII1 of Part V is correct, its
solution should strengthen the economic foundations of world
peace. The problem of Part IV, with the exception of the
guestion of the best balance between work and leisure dis-
cussed on pp. 259 to 262, is the most far removed from
‘practical polities’; for it involves controlling the sze of the
population.

Opinions are likely to differ as to whether the problem of
Part Il or that of Part | | | should take precedence in any
practical economic programme. On the one hand, the re-
distribution of income involves in its clearest form the problem
of Vested interests, since it is impossible to redistribute
income without making some persons worse off than before;
whereas the solution of the problems raised in Part 11 will
increase the total national income available for distribution,
and is therefore theoretically compatible with a rise in every
on€s standards. On the other hand, as we shall argue in
Chapter IV of Part | | 1, income can be safely redistributed
by asimple extension of the existing taxing function of govern-
ment; whereas the problem of Part || cannot be successfully
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met without a large measure of government control over
industry.

It is not suggested that a definite order of preference can
belaid down in any practical economic policy for the solution
of the different problems discussed in this book. Different
readers will lay the emphasis on different problems; and—as
we shall show more than once in the course of this book—
there are many reforms which will aid the solution of more
than one problem at the same time. But no sound economic
policy can tackle every problem at once; and it is, | think,
at least certain that the problem of unemployment should
immediately receive the greatest emphasis. Beyond this,
these introductory remarks may enable the reader to preserve
a better balance in his judgement as he moves through the
details of the following pages.






PART |
UNEMPLOYMENT

\
CAN THE ECONOMIC SYSTEM WORK?

HE problem to be discussed in this first Part is the

existence of unused economic resources, while members
of the community still have unsatisfied needs; in other words,
we shall attempt to solve the problem of 'poverty in the midst
of potential plenty'. Up to Part V we shall assume that this
country forms an economic world of its own, cut off from
every outside contact. In real economic life it would be
madness for an economic policy to be devised to cure un-
employment at home, unless it were closdy related to the
policy adopted in the regulation of international economic
relations. But it isimpossible to discuss every problem at the
sane time, however much in the real world the solution of
any one affects the solution of every other economic problem;
and in Part V it will be shown that a suitable international
economic¢ policy can be adopted to fit in with the internal
policies suggested in this Part.

The problem which we shall discuss in this Part is some-
thing more restricted than the complete problem of unem-
ployment. Even in the best organized society there will be
some unemployment, because some industries or firms will
be expanding and otherswill be contracting. 1t takestimefor
mento learn new jobs, to move to new districts, or to hear of
existing vacancies when they have lost a job; and for this
reason some people are out of work at any given moment of
time. Something morewill besaid of thisprobleminPart | |,
Chapter V | | . But the unemployment problem is of a much
more serious nature than this. The demand for labour at
times fals off in practically every occupation so that people
are unemployed not because they are moving to another job,
but because there is no demand for labour in any occupation.

4284 B
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It isthe cause and cure of this type of unemployment which
is the subject of this Part.

We can start by dismissing the theory that there is some
fundamental flaw in the existing monetary or pricing system.
It is perfectly true—and must never be forgotten until the
problem is solved—that modern communities are not at the
present time successfully ensuring that their unemployed
resources shall be set to work to make those things which are
still needed. But the problem of unemployment is capable of
solution without any revolutionary change in our economic
system.

The question comes down to this: is it possible, without
introducing socialism or a complete change in our monetary
system, to distribute among consumers enough money to
buy at prices covering their cost of production all the goods
and services which we would be able to produce if our
resources were fully utilized? It is sometimes held that the
existing economic system can never distribute purchasing
power sufficient to cover 'the costs of the output which is
produced for sale; but this view is fallacious. Let us take
an illustration. The cost of producmg consumption goods'
can be reduced to—

(i) the wages of labour employed in their production;
(i1) theinterest to be paid on the capital borrowed by the
manufacturers;

(ii1) the rent or royalties which the manufacturer must
pay to the owners of the land or other property used
in the production of consumption goods;

(iv) the cost to the manufacturers of purchasing from other
manufacturers or farmers the raw materials necessary
to make the finished commodities;

! By consumption goods we mean commodities, such as boots, clothes,
food, & ¢, which are sold directly to consumers for the immediate satis-
faction of human needs; and by capital goods we shall mean commodities,
such as machines, bricks, raw materials, & ¢, which cannot directly satisfy
human needs, but which are used to aid in the production of consumption
goods.
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(v) apayment which must be allowed for repairing and
replacing the machinery and plant which wears out
during the process of production of the commaodities;
and

(vi) a profit to the manufacturers sufficient to induce

» themto carry on with their production.

It is easier to discuss this matter by taking a simple numerical
example. Let us suppose that each of these six items of cost
is £100 a year; then in order to sell the annual output of
consumption goods at prices which cover their cost of pro-
duction the manufacturers must receive a total amount of
£600 for the sde of their output. In order to produce this
output costing £600 they pay £100 to labour during the
year, £100 as interest on capital, £100 as rent of land, £100
for raw materials, £100 for the upkeep of their plant, and
£100 they regard as income sufficient to repay them for the
trouble they have taken. The first three items of cost,
namely the £300 paid out in wages, interest, and rent during
the year, are clearly available to be spent in this year by the
public on the purchase of £300's worth of the product. But
what of the other £300? Are the payments for raw materials,
for upkeep of plant, and for a profit for the manufacturers
of consumption goods, available to be spent on this year's
output?

There is no inherent reason why they should not be so
available. The £200 spent on raw materials and on the
repair and upkeep of machinery have been received by the
manufacturers of raw materials or of machinery. They inturn
will have paid part of the £200 as wages to labour, part as
interest on the capital, and part as rent for the land which they
are using to produce raw materials and machines; part of the
£200 the manufacturers of raw materials will have kept as
the necessary profit for themselves. All these sums have
therefore been distributed by manufacturers of raw materials
and machines in the form of wages, interest, rent, or profit
and are available to be spent on consumption goods. If,
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however, the manufacturers of raw materials and machines
have themselves to spend something—e.g. £10—on raw
materials and machines for the upkeep of their plant, they
will have distributed in wages, interest, rent, and profit only
£190 out of the £200 that they received. But in this case
some other manufacturers of raw materials and maohines
will have received £10 from those who are producing raw
materials and machines for the manufacturers of consumption
goods, and this second set of manufacturerswill in turn have
received £10, which they in turn will have distributed. If
this second set of manufacturers has some raw material cost
to meet out of the £10 received for the sale of their product,
then they in turn will have spent this on the product of a
third set of manufacturers. Thus in the end the whole sum
will have been distributed inwages, interest, rent, or profit,
all available to be spent on consumption goods:

Thefirst five elements in the cost of producing consump-
tion goods—i.e. the £500 paid by the manufacturers of
consumption goods in the course of the year in wages,
interest, rent, cost of raw materials, and cost of upkeep of
machinery and plant—have all therefore directly or indirectly
been distributed to consumers as income available for ex-
penditure on consumption goods. It is sometimes objected
that, although this is true, yet the whole of this income
cannot be available in the hands of consumers to purchase
this year's output of consumption goods. For, it is argued,
only part of this income will have been distributed to con-
sumers this year so as to form an income with which
this year's output of consumption goods can be bought;
the remaining part of thisincomewill have been distributed
to consumers last year and will already have been spent
on last year's output of consumption goods. The £300
paid out this year by the manufacturers of consumption
goods directly in wages, interest, and rent will be available
as the income of consumers to be spent on this year's output.
But the £200 spent this year on raw materials and the
replacement of machinery will be spent on the purchase of
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raw materials and machines which were made last year; and
the wages, interest, and rent which were paid for the manu-
facture of these raw materials and machines will have been
distributed last year as income and therefore will already
have been spent on last year's output of consumption goods.
Thus, the argument concludes, of the £500 of cost, with
which weareat the moment concer ned, only that part—in our
example £300—which is directly distributed as wages, rent,
and interest will be available this year to buy this year's
output of consumption goods. that part—in our example
£200—which is spent on raw materials and the replacement
of machines will already have been distributed and spent on
consumption goods. (Therefore the amount distributed in
income this year to bdy this year's output is necessarily less
than the cost of producing this year's output, with the result
that unemployment is bound to ensue,

We may admit that thisyear £300 is distributed directly by
the manufacturers of consumption goods in wages, interest,
and rent, and that £200 is spent on raw materials and
machines which were produced last year. We may admit
also that the income from the production of these raw
materials and machines was distributed and spent last year.
But it is false to conclude that only £300 can be available this
'year to purchase this year's output of consumption goods.
For next year an output of consumption goods will be pro-
duced, and the manufacturers of consumption goods will
have to purchase raw materials and to repair and replace
their machinery next year to produce next year's output.
M oreover, the producers of raw materials and machines will
realize this and will produce raw materials and machines this
year in order to sell them next year to the manufacturers of
consumption goods. |If the producers of raw materials and
machines expect to receive from the manufacturers of con-
sumption goods as much next year as was received this year,
no trouble need arise. The manufacturers of raw materials

! This, as | understand it, isthe essential pointinthe analysis of Major
C. H. Douglas.
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and machines will be distributing £200 in wages, interest,
and rent to produce raw materials and machines to be sold
next year to the manufacturers of consumption goods, and
this £200 is available as income this year for expenditure on
this year's output of consumption goods. Thus £500 is
available as income for expenditure on this year's output of
consumption goods.

We have found no inherent flaw in the economic system
asfar asthefirst five elements of cost enumerated on pp. 2 and
3 are concerned. All these costs may at least be balanced by
‘an equal income available to be spent on the finished product.
But we have supposed that the consumption goods cost £600
to produce; and so far we have allowed for a distribution of
only £500 purchasing power to consumers to buy these
goods. The remaining element of cost is the manufacturers'
profit. (The actual amount of profit is a residual item de-
pending -upon the difference between the manufacturers
receipts and their other costs In our example the manu-
facturers must receive a profit-of £100 if they are to carry on
production at theexisting level. Will they receive this necessary
profit of £100? Thereis no inherent reason why they should
not. If the manufacturers themselves spend £100 on con-
sumption goods, thetotal amount spent on.consumption goods.
will be £600 and thiswill just cover the cost of producing them,
including £100 profit for the manufacturers. On the other
hand there is no inherent reason why the manufacturers
should not be receiving more or less than £100. If they are
themselves spending £150 on consumption goods, the total
amount spent on consumption goods will be £650; and if
£650 are spent on consumption goods, manufacturers will
in fact be receiving aprofit of £150. If, on the other hand,
manufacturers are spending only £50 on consumption goods,
only £550 in all will be spent on consumption goods, so that
they will in fact be receiving a profit of only £50.

We may conclude that it is quite possible for the economic
system to distribute sufficient purchasing power, but that at
any one time it may be distributing more or less purchasing
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power than is necessary to buy up the output of finished
goods at their cost—the cost including that profit to manu-
facturers without which they will not continue their pro-
duction. In the former case manufacturers will be making
profits larger than is necessary to induce them to carry on the
existing production, and in the latter case they will be re-
ceiving less than is necessary. |In the former case they will
have some incentive to plan for a larger production and they
will attempt to employ more labour and to hire more capital
for this purpose, so that output will be increased and more
resources will be employed. ;In the latter case manufacturers
will be induced to restrict the scale of their production since
they are not receiving enough to induce them to continue
at the present scale, and they will throw more labour and
capital out of employment.” If they are just covering their
costs and just receiving a sufficient profit to induce them to
continue at the present scale they will make no attempt to
produce more or less.

We have still to decide what it is that determines whether
the distribution of purchasing power is sufficient or not to
cover the production, since we have only shown so far that
sufficient purchasing power may be distributed. (I n order to
develop this part of our discussion it is convenient to examine
the argument of those who hold that, if any persons save
part of their income,; it is bound to be impossible to sell the
whole of the output 0 \Pconsumptlon goods at their costs; for,
it is argued, if people spend on consumption goods less than
the whole of their income, i.e. less than the total cost of pro-
ducing consumption goods, the price of consumption goods
must fall below their cost of production.

L et us expound this argument by continuing the numerical
example used above. Let us suppose that an amount of
consumption goods is produced in a particular year, the total
costs of which are £600, and that £600 is distributed directly
or indirectly in wages, rents, interests, and profit, and is
.available to be spent on these consumption goods. The argu-
ment which we have to consider is that, if those receiving
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this income of £600 decide to spend only part of it—say
£400—on consumption goods, and to save the remaining
£200, then oply £400 will be spent on goods which cost £600
to produce. - In these circumstances it would appear that the
total amount spent on consumption goods cannot cover the
cost of producing them, even though sufficient purchasing
power is being distributed as income to cover their costs;;

But thereisstill no reason why the economic system should
not be made to function successfully. For if people are saving
£200 of their incomes, it should be possible for manufac-
turers who control industrial concerns to borrow the £200
to spend on capital goods in order to develop their concerns.
If thisisbeing done, then thereisno reason why consumption
goods should be sold at prices below their cost of production.
For, if ,£200 isborrowed th|syear and spent by manufacturers
on additional capital goods' to develop their capital equip-
ment, those persons who manufacture these additional capital
goods will receive £200 in the course of the year as wages,
rent, interest, or profit, and they can spend this sum on
consumption goods. Again we must conclude that there is no
inherent reason why expenditure on consumption goods
should fall below the total cost of producing them, even if
consumers save part of their income* The system will
work so long as sufficient is borrowed for expenditure on
additional capital goods.

If the foregoing argument is correct we have shown that the
present economic system may distribute sufficient purchasing
power to cover thetotal cost of producing consumption goods,
even if people save part of their income. But we have not
attempted to prove that it must always do so; indeed, in face
of the recent depression such a contention woul d be nonsénse.
It is quite possible that consumption goods costing £600 are

! By the annual expenditure on additional capital goods is meant that
part of the annual amount spent in purchasing machines, factories, raw
materials, & ¢, which is not required simply to replace and maintain the
machines, factories, raw materials, & c. which are worn out in the course
of the year's production. In other words, it means the amount spent in the
year on increasing the community's stock of capital goods.
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produced thisyear and that the manufacturers of these goods
arereceiving only £500 for their sale. Then thetotal amount
distributed directly or indirectly in income in respect of the
production of these goods will only be £500. There is no-
thing impossible or, indeed, improbable in such a situation
in which the producers of consumption goods will not be
covering their total cods.

The argument and example of the last pages help to show
how it can be ensured that sufficient is spent on consump-
tion goods to cover the total cogts of their production. The
producers of consumption goods may themselves spend on
consumption goods less than is sufficient to cover their codts.
But this deficiency of expenditure can be made up, if a
sufficient amount is borrowed and spent on additional capital
goods. For if the producers of capital goods have large enough
incomes, their expenditure on consumption goods will make
good the deficiency. Thus suppose that there is an output
of consumption goods costing £600 and that the producers
of these goods, because they wish to save part of their income,
will only spend £400 themselves on the purchase of con-
sumption goods. Then, in order that £600 in all should be
spent on consumption goods, a further £200 must be spent
on them by other people. In other words, the producers of
additional capital goods must be receiving a sufficient income
to cause them to spend £200 on consumption goods. If the
producers of additional capital goods wish themsalves to save
one-third of their incomeand to spend only two-thirdsof it on
consumption goods, then in order that £200 should be spent
by them on consumption goods they must be receiving £300
for the sale of additional capital goods. | f, instead of £300, only
£270 were being spent on additional capital goods, then the
producers of additional capital goodswould be receiving only
£270, of which they would be saving one-third or £90 and
spending two-thirds or £180 on consumption goods. In this
caxe the total expenditure on consumption goods, costing
£600 to produce, would only be £580, of which £400 repre-
sents expenditure by the producers of consumption goods
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and £180 expenditure by the producers of additional capital
goods.

'QThis analysis enables us to conclude that” there are only
two fundamental waysin which the total expenditure on con-
sumption goods can be made to increase: either more must
be spent on additional capital goods; or else, without any
diminution in the amount spent on additional capital goods
and so without any diminutionintheincomesof theproducers
of these goods, income receivers must spend a larger pro-
portion of their income on consumption goods. L et us take as
an illustration the numerical example which we have already
given. Suppose that consumption goods costing £600 are
being produced, and that £270 are being spent on additional
capital goods, and suppose further that the producers of
consumption goods are spending £400 and the producers of
additional capital goods are spending £180 on consumption
goods. Then the total expenditure on consumption goods is
£580. There aretwo waysin which this expenditure on con-
sumption goods may be increased by £20. In thefirst place,
if expenditure on additional capital goods and so the incomes
of the producers of these goods could be increased to £300,
they would spend £200 instead of £180 on consumption
goods (if they continued to spend two-thirds of their income).
Secondly, suppose that the amount spent on additional capital
goods remained unchanged at £270; if now the producers of
consumption goods spend £410 instead of £400 of their
income on consumption goods and if the producers of addi-
tional capital goods spend £190 instead of £180 on consump-
tion goods, then the total expenditure on consumption goods
would be increased from £580 to £600 and this would be
suff|C| ent to cover the cost of producing these goods.

(I n order that the problem of unemployment may be solved
it is necessary that the total amount spent on the community's
output of consumption goods or of additional capital goods
should be great enough to induce the manufacturers of
these goods to extend their output until they have absorbed
the unemployed resources of the community, If, therefore,
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there is unemployment, it is necessary to do one of three
things.

(@) More money must be spent on additional capital goods.
This will directly increase the money demand for additional
capital goods, will raise their price in relation to their cost of
production, and will induce the manufacturers of these goods
to employ more men to increase their output. But as we
havejust shown it will do more than this. It will increase the
total incomes of those producing these goods, and if it is not
accompanied by a rise in the proportion of income saved it
will also cause expenditure on consumption goods to rise.
This in turn will raise the price of consumption goods in
relation to their costs and will induce the manufacturers of
consumption goods aso to employ more men to increase
their output. Chapters Il to V of this Part are devoted to a
discussion of the ways in which expenditure on additional
capital goods can be increased.

(b) People must be induced to spend a larger amount on
consumption goods without there being any corresponding
reduction in the amount spent on additional capital goods.
Measures designed to bring this about are discussed in
Chapter VI of this Part.

(c) It is equally clear that a reduction in the cost of pro-
duction per unit of output of consumption goods or of addi-
tional capital goods will increase the profit of manufacturers
and induce them to employ more men to increase their out-
put, provided that such a reduction in costs of production is
not accompanied by a similar reduction in the total amount
spent on consumption goods and on additional capital goods.
The possibility of measures of this kind is discussed in
Chapter V 1| of this Part.



THE RATE OF INTEREST AND EXPENDITURE ON
ADDITIONAL CAPITAL GOODS

E concluded in the last chapter that an incréase in
the amount spent on additional capital goods would
indirectly increase the demand for consumption goods. In
this chapter it will be shown that afall in the rate of interest
will increase the total amount spent on additional capital
goods, so that if it is possible tolower the rate of interest it
will be possible thereby to increase the demand for every
type of commodity. Expenditure on capital development
may be divided into three groups. In thefirst place,manu-
facturersjnayspencLiaoneyon new machinery or plant to
extend their existing equipment or to set up a new firm.
Secondly,the sate, local authorities, or other public bodies
may spend money on the development of the capital equip-
ment necessary for the provision of such communal services
as prisons, hospitals, schoals, or roads. Thirdly, individuals
may spend money on new capital goods, such as houses,
which will serve their needs directly in the future)
L et us suppose that a manufacturer has to decide whether
it is profitable for him to borrow money in order to put in a
new machine to develop hisbusiness. He will have to consider
two things before coming to a decision:

(i) what differenceit would make to the profitability of his
busnessif hehad the new machine, and.

(ii) at what rate of interest he can borrow the money to
instal the new machine.

(i) If he had the new machine he could produce more, and
could therefore expect to receive a larger amount of money
for his sales Let us suppose that if he had the new machine
he could so increase his output that he would receive £50
more each year for the sale of his product. At the same time
he will have to spend more on raw materials, on wages, and on
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repair and depreciation of the new machine each year.
Suppose that these additional costs will amount to £45 a
year. Then hewill make anet additional profit of £5 ayear.
| f the machine costs £100 to purchase and instal, he will make
arate of profit on the cost of the machine of 5 per cent, per
annum.

(ii) Onthe other hand, he will have either to borrow the
money to buy the machine or esebuy it with his own money,
which he could otherwise have lent at acertain rate of interest.
If therate of interest at which money can be borrowed and lent
is6 per cent, per annumitwill clearly beunprofitablefor him
to instal the machine. But if the rate of interest is 4 per cent,
per annum, it will pay him to instal the machine, since he can
make a profit of 5 per cent, per annum on £100 borrowed at
4 per cent, per annum. We now come to a conclusion of
fundamental importance :A fall in the rate of interest at which \
money can be borrowed, or a rise in the rate of profit which
can be expected on any capital development, will cause an
increase in the amount of additional machinery and plant which
a manufacturer will find it profitable to install)

In any firm there are probably at any one time a num-
ber of different ways in which it would be possible for the
manufacturer to extend his plant. Some extensions may
be reckoned to earn a high rate of profit; others may be
reckoned to earn a slightly lower rate of profit, and so on.
For this reason, as the rate of interest falls, more extensions
will become profitable and more money will be spent on
capital development. And in this connexion it is important
to realize that a business, even if it is doing so badly that it
is not employing all the capital equipment which it already
posseses, may find it profitable to invest in new capital
equipment if the rate of interest is sufficiently low. Such a
business will not, of course, find it profitable to invest in
machinery of the kind which it already possesses, but with a
low rate of interest it may findit profitableto invest in machi-
nery of an entirely new type. For instance, in adepressed coal
mine much equipment may be lying idle, but it may be
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possible to invest in mechanical coal-cutters which the mine
does not already possess. If the owners of the mine expect
to make 3 per cent, on an investment in thistype of machinery”
it will pay them to do so as soon as the rate of interest falls
below 3 per cent, even though it may not pay them to use
fully the other types of equipment which they already possess.

A similar argument will apply when considering whether
to set up a new company or anew firm.; The promoters of a
new company must first compare the rate of profit to be
expected upon the new company's capital with the rate of
interest at which money can be lent or borrowed; and as the
rate of interest fallstherewill be alarger and larger number of
industries in which it becomes profitable to spend money on
new capital goods for the formation of new business units)

The second type of expenditure on capital goods is also
dependent upon the rate of interest. In the modern world
public authorities must necessarily undertake a large amount
of expenditure on capital development which cannot be left
to private enterprise. Roads, schools, prisons, battleships,
street-lighting, drainage, and water supply are instances of
such expenditure. In some cases it is impossible to asess
the rate of profit which the authority concerned can make on
the investment. It is, for example, not easy to say what rate
of profit the state expects on the erection of a new prison or
lunatic asylum. In other cases for purposes of socia policy
the actual rate of profit which could be earned on the invest-
ment is deliberately neglected, although it is capable of being
reckoned. A new school, if it were run simply as aprofit-
making institution, would earn a definite rate of profit, but,
for reasons at the moment irrelevant, this consideration is
not taken into account. Nevertheless, the amount which
public authorities spend on such capital development is very
largely affected by the rate of interest at which money can be
borrowed; for a fall in the rate of interest will reduce the
future burden on the rates, which is necessary to meet the
interest on the money borrowed for any particular scheme of
development.)
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As an example of the third type of expenditure on capital
development, namely expenditure on capital goods which
provide direct services to individuals, we may take expendi-
ture on private houses. Here again the rate of interest will
be very important in deciding the amount of expenditure
undertaken, whether the building of the house is undertaken
by a public authority, by a speculative builder, or by the
individual householder himself. Suppose that it costs £100
to build a one-room house, £200 to build atwo-room house,
£300 to build a three-room house, and so on. (It is not
pretended that these figures are realistic; they are chosen
merely to provide a simple illustration of the principle
involved.) If an individual can borrow money from a
building society at 10 per cent, per annum or if he himself
can lend money at 10 per cent., then each room will cost him
£10 ayear in interest, since he must borrow £100 at 10 per
cent, or refrain from lending £100 at 10 per cent, for each
room in his new house. If, however, the rate of interest
isonly 5 per cent., then he must pay ininterest to thebuilding
society or give up in interest on his savings only £5 a year
for each room. Thus the lower the rate of interest the greater
will be the number of people who can afford to build them-
selves houses and the larger will be the size of the houses
which are bU|It)

The effect is the same if the house is built by a public
authority or by aspeculative builder. If the public authority
or the speculative builder decides to build athree-room house
costing £300 they must either borrow the £300 or refrain
from lending to others £300 which they have saved. If the
rate of interest is 10 per cent, then the building of the house
costs them £30 ayear in interest, and in order that they shall
find it worth while to build the house they must let it at a
rent which will cover this £30in annual interest. But if the
rate of interest were only 5 per cent., then it would be worth
their while to build the house costing £300 so long as they
could let it at a rent which covered £15 a year in interest.
Thusthe lower the rate of interest, the lower will be the rents


file:///yhether

16 THE RATE OF INTEREST AND EXPENDITURE ON

at which new houses can profitably be let. But the lower the
rents of houses, the more houses people will wish to hire and
the larger will be the houses which they can afford, so that a
fall in the rate of interest is bound to increase the total
amount spent on house construction. This argument is not,
of course, seriously modified if the state or public authorities
subsidize the cost of houses. For if a given subsidy is paid,
it will cover part of the cost and so part of the rent of the
house. But it still remains true that, the lower the rate of
interest, the lower will be the rent at which the subsidized
house can be let to cover that part of the cost of its construc-
tionwhichisnot already met by the subsidy.

We have thus shown that a fall in the rate of interest will
increase expenditure on capital development of every kind.
But the effect of changes in the rate of interest on the total
expenditure on goods is cumulative, so that this form of
control is more effective than is apparent at first sight. If
there is a reduction in the rate of interest at which money
can be borrowed, then more money will be spent on capital
development. But thiswill not only increase the demand for
additional capital goods but will also increase the incomes of
the producers of these goods. These producers may save
part of their increased incomes, but part they will spend on
consumption goods. But this is not the end of the story.
Theproducersof consumption goodswil | bereceiving greater
incomes; and, though they may save part of their increased
incomes, they will in turn spend part of the increase in their
Incomes on consumption goods. Thus a secondary increase in
the demand for consumption goods will take place, which will
again increase the incomes of those producing consumption
goods, part of which may be spent on consumption goods,
causing a tertiary increase in the demand for such goods.
I n this way the demand for consumption goods will increase
cumulatively by a series of ever-diminishing increases in
demand, leading to increased incomes and increased ex-
penditure. Such increases in expenditure on consumption
goods will have a further effect upon the demand for addi-
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tional capital goods, for the increased expenditure on con-
sumption goods will raise the price at which such goods can
be sold and so will raise the profit which can be made on the
use of capital for the production of consumption goods. The
result of thiswill be a further increase in the amount which
it is profitable for the producers of consumption goods to
spend on capital development, and the circle of increasing
expenditure and profits will be started again.

These cumulative effects make the rate of interest a very
important instrument in controlling the total demand for
commodities. However complex these reactions may be,
one important concluson can be drawn from our analysis,
a fall in the rate of interest will always tend to increase the
demand for capital goods and consumption goods. |f, there-
fore, the rate of interest can be lowered whenever there is
unemployment, we shall have found one effective way in
which total expenditure on capital development and on
consumption goods can be adjusted to maintain full employ-
ment. In the next chapter we show that the rate of interest
can be lowered by appropriate banking policy.

4284
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THE FUNCTION OF THE BANKS

E may best show how the banks can control the rate of

interest by discussng the English banking system..
Other banking sysems differ from the English system
in their conventions and legal restrictions, but the essential
features are much the same everywhere.

We shall s later that it is through their control of the
amount of money that the banks control the rate of interest,
and it is necessary, therefore, to sse how the English banking
system can control the amount of money in existence. This
we can do by examining the balance-sheet of a bank. A
bank's balance-sheet, like the balance-sheet of any other con-
cern, is bound to balance; that is to say, it is drawn up in
such a way that the items on the assts side of the account
are exactly equal to the items on the liabilities sde. The
liabilitiesof an ordinary joint-stock bank, such astheMidland
Bank, are composed of—

(i) Capital. Thisisthe money which has been borrowed
for the formation of the bank and which the bank
therefore owes to the subscribers,

(it) Surplus. Thisis the profit made by the bank but not
yet distributed in dividends to the owners of the
bank's capital. Thisitem again is a liability, because
the bank owes this money to the owners of the bank's
capital. It isthisitem which must be adjusted to make
the bank's balance-sheet balance. If an asst of the
bank—e.g. a loan which the bank has made and which
is therefore owed to the bank—disappears because
the bank's debtor goes bankrupt, then the bank will
lose so much money, and the bank's surplus will be
written down on the liabilities sde of the account
when the assts of the bank are written down by the
loss of this loan.
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(iii) Deposit Liabilities. This is money which members

of the public have deposited with the bank and which

the bank therefore owes to the public. This third

item in the liabilities of the bank is much the most

important both in size and also in its effect upon the
economic system.

The asts of the bank can be divided into two main heads,
which require a number of subdivisions.

(i) Cash. Thebank will hold a certain amount of cash in
order to meet the requirements of any of its depositors
who wish to change the money they have deposited
with it into cash. The bank counts as cash not only
the notes and coin in its tills, but also its deposits
with the Bank of England, since it can cash these
deposits at a moment's notice. An ordinary joint-stock
bank in this country holds an amount of cash equal to
approximately 10 per cent, of its depodt liabilities to
its customers, because practice has shown that if this
sum is held in cash the bank will always be able to
cash any amount of its deposit liabilities that may be
required at any one moment and still have a large
margin of safety—although if everybody wished to
cash all their deposits at the same time, the bank would
be in a position to meet only one tenth of its liability,

(ii) Loans. The rest of the money lent to the bank—i.e.
that amount of its capital, its surplus, and its deposit
liabilities which it does not keep at hand in cash—the
bank will lend to othersto earn interest. These loans
may take many forms. Some may be made for very
short periods to other financial institutions. Some will
be lent to the government by the purchase of govern-
ment securities; these may take the form either of
Treasury Bills, which are promises made by the
government to pay a certain sum of money in a few
months' time, or of long-term government securities
such as 'Consols or 'Conversion Loan', which are
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promises to pay a certain amount of interest every
year, together with the promise in some cases to pay
back the sum borrowed after a definite term of years.
Other loans by the bank may take the form of bills
'discounted for' or bought from traders, these being
promises on the part of some traders to pay tertain
ums in a few months time. Finally the bank will
have'advanced' certain sumsto producer s, thesesums
being direct loans at a certain rate of interest to enable
the producers to carry on their business.

What has been said is true not only of onejoint-stock bank
but of all banks. We may therefore draw up a combined
balance-sheet of all the ordinary commercial banks, of which
in England the 'Big Five'—Lloyds, the Midland, Barclays,
the Westminster, and the National Provincial—are the most
important. Such a combined balance-sheet is shown in
roundfiguresin Tablel. It will be observed that the banks
are represented as keeping 10 per cent, of their depost
liabilities to customers covered with assts in the form of
cash.

TABLE I
A Combined Balance-Sheet of the Joint-Stock Banks
Liabilities Assets
(£ millions) (£ millions)
(@) Capital . . 75 | (d) Cash
(b) Surplus . 25 (i) Notesand Coin . 100
(c) Deposits . . . 2,000 (i) Balancewith Bank

of England . 100
(e) Short-term loans to
other financial insti-

tutions . . .100
(/) Discounted bills . 400
(9) Investments . . 400
(h) Advancestoindustry . 1,000

£2,100 £2,100

To complete our picture of the banking system it is neces
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sary to discuss the Bank of England. The Bank of England
has to regulate the issue of bank-notes, which form the main
part of the cash used by the country in its transactions; it is
the government's banker in the sense that the government
keeps its deposit account with the Bank of England; and,
finally* as we have already seen, it holds the balances, which
the joint-stock banks have deposited with it as part of their
cash reserves, and which we have represented in (d, ii) of
Table | as being £100 millions. The Bank of England is
divided for the purpose of its account into two departments,
the first being the Issue Department, which is concerned
simply with the issue of notes, and the second the Banking
Department, which is concerned with the rest of its business.
By law the Bank of England is allowed to print and issue
from its Issue Department an amount of notes equal in
value to the amount of gold which it holds plus a fixed sum
of £260 millions. This fixed sum is called the Fiduciary
Issue, and is backed by government securities. Thus if the
Bank of England holds £190 millions of gold, it may issue
notes equal to £190 millions plus £260 millions, or £450
millionsin all. On the assts sdein the Issue Department
the bank will show £190 millions in gold and £260 millions
in securities, which together will cover the £450 millions
notes issued, which sum will appear on the liabilities side in
the Issue Department. But not all of these notes will be 'in
circulation', i.e. in the hands of the public or of other banks,
if £400 millions of notes are in circulation, £50 millions will
remain in the hands of the Bahk of England, issued from
the Issue Department but not yet circulating in the hands of
the public. These £50 millions notes being a liability of the
Issue Department, will bepaid intothe Banking Department,
where they will be held as a cash asst, with which the Bank
can cash its depodit liabilities to the government or to the
other banks. The other assts of the Banking Department
will be made up of Discounted Bills and Securities. On the
liability side in the Banking Department will appear the
Bank's Capital, its Surplus or undistributed profits, and
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finally its Deposit Liabilities, whether these be to the govern-
ment, the commercial banks, or to others. The Bank of
England's balance-sheet is illustrated in Table IL

TABLE Il
A Balance-Sheet of the Bank of England

ISSUE DEPARTMENT

Liabilities Assets
(£ millions) (£ millions)
(@) Notes issued: (e) Gold . . .190
(i) in circulation . 400 (/) Securities held against
(i) held in the Banking Fiduciary Issue . 260
Department . 50
£450 £450
BANKING DEPARTMENT
(b) Capital . . . 15 (g) Notesissued but not in
(c) Surplus . . . 5 circulation . - 50
(d) Deposit Liabilitie (h) Discounted bills . 10
(i) to the government 30 (i) Securities. , . 120
(11) to the banks . 100
(1ii) toothers . . 30
£180 £180

We are now in a position to se how the Bank of England
can control the amount of money in existence. If it wishes to
increase the-amount of money, it will purchase securities
from the public on the stock exchange. Let us suppose that
the Bank buys £1 million worth of securities on the stock
exchange; it will pay for these by creating a deposit on which
the sdler of the securities can draw for payment. Thus thel
value of the securities held by the Bank of England on the)
asets dde of the Banking Department will go up by £1)
million, and at the same time its deposit liabilities will go u
by a smilar amount; items (d, iii) and (1) in Table Il will
both go up by £1 million. But those who have sold the
securities will in all probability bank with the joint-stock
banks, and in this case they will pay by chegue the deposit,
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which they now hold in the Bank of England, into their
accounts with the joint-stock banks. The effect of this pay-
ment is to increase the deposit liabilities of the joint-stock
banks by £1 million, since those who have sold the securities
in the first place have deposited this sum with thejoint-stock
banks; at the same time the deposits of the joint-stock banks
with fhe Bank of England go up by the same amount, since
the £1 million deposit with the Bank of England has been
paid to the joint-stock banks. The effect of this payment on
the Bank of England's account is therefore simply to decrease
the Bank's deposit liability to the public (item (d, iii) of
Table 11) by £1 million so that it falls to its previous figure,
while the Bank's deposit liability to the joint-stock banks
(item (d, ii) of Table I'1) rises by £1 million. The effect on
the joint-stock banks' account is, however, more important.
The deposit liabilities of the joint-stock banks to the public
will have risen by £1 million and their cash assets in the
form of deposits with the Bank of England will have risen
by a similar figure; items (c) and (d, ii) in Table I will both
have risen by £1 million. We saw, however, that the joint-
stock banks usually keep a proportion of 10 per cent, of their
deposits covered by cash assets; but in this new situation
they will be holding cash equal to a larger proportion of
their deposits than 10 per cent. For the proportion would
only remain 10 per cent, if their deposit liabilities rose by
ten times as much as their cash assets.

In order to reduce their reserve ratio to 10 per cent, again
thejoint-stock banks will themselves attempt to lend more or
will invest their spare cash in securities. |f the joint-stock
banks increase their loans or their holding of securities, both
their assets and their deposit liabilities will be increased; for
they will pay for the new securities—or will make the new
sums which they lend available to the borrowers—by adding
these sums to the deposits of those who are selling securities
to them or borrowing from them. So long as people do not
wish to cash any of these new deposits but only to make
cheque payments, the joint-stock banks will not lose any of
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their extra cash assets. |n these circumstances they will go
on lending more or buying more securities until the increase
in their deposit liabilities is £10 millions, or ten times the
increase of £1 million in their cash assets. In other words,
they must buy securities or make new advances to the sum of
£9 millions. ‘

It has been shown that if the Bank of England buys £1
million securities, the joint-stock banks will increase their
deposit liabilities by £10 millions and their advances or their
holding of securities by £9 millions. But this is only true
with two important provisos. In the first place the joint-
stock banks can nullify the action of the Bank of England by
allowing their reserve ratio to rise, when a purchase of securi-
ties by the Bank of England increases their cash reserves.
In this case their deposit liabilities and their own holding of
securities need not rise by the extra £9 millions required to
keep their reserve ratio constant.

In the second place the public may offset the effect of the
Bank's action, if it cashes part of its deposits with the joint-
stock banks. If the public decide to cash £1 million of their
deposits, the joint-stock banks must pay out £1 million in
notes and at the same time can cancel £1 million of their
deposit liabilities to the public; items (c) and (d, i) in Table |
will fall by £1 million. This in itself will reduce the reserve
ratio of the joint-stock banks below 10 per cent., and to pre-
serve this ratio they must reduce their deposit liabilities by
selling securities or demanding the repayment of loans worth
£9 millions. The Bank of England cannot prevent people
from cashing their deposits with the joint-stock banks, but
it has the technical power to offset any action of this kind by
the public. For so long as there are no limits to the amount
of securities which the Bank of England can purchase, it can
increase the cash reserves of the joint-stock banks by more
than the amount of cash withdrawn by the public.

But a limit may be set to the amount of securities which
the Bank of England can purchase, if the amount of notes
which it can issue is legally restricted. For suppose that the
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public cash part of their deposts with the joint-stock banks
and that the Bank of England offsgts this by purchasing
securities. When the joint-stock banks pay out cash to their
depositors, their holding of notes (item (d, i) in Table I) will
fall; and when the Bank of England purchases securities, the
balances of the joint-stock banks with the Bank of England
(item (d, ii) in Table I) will rise. But thejoint-stock banks
will wish to hold a certain amount of their cash in the form of
notes, and when their holding of notes falls and their balances
with the Bank of England rise, they will probably cash part of
these balances. This will cause the Bank of England's
deposit liability to thejoint-stock banks ((d>ii)in Table 1)
to fall, and will reduce by the same amount the notes held by
the Bank of England as an asst in its Banking Department
(item (g) in Tablel 1'). But asthe Bank of England islegally
allowed to print only an amount of notes equal to £260
millions plus the amount of gold held by the Bank, and as
the issue of notes from the Issue Department is always the
maximum legal issue, the Bank cannot put more notes into
circulation than it holds in the Banking Department. If,
therefore, the public draws notes from the joint-stock banks,
which in turn draw notes from the Bank of England, the
Bank of England cannot allow this to go beyond a certain
point. In consequence the Bank of England may be unable
to increase the amount of money by buying new securities
in a situation which really requires an increase in the amount
of money, simply because it knows that if it did so the public
would want to hold more notes and that it could not provide
extra notes without exceeding the maximum legal issue.

We may conclude that if the Bank of England is to have
full power to control the amount of money in all circum-
gances, it must be assured of two things. In the first place,
it should be certain that the joint-stock banks will not con-
siderably increase or decrease their cash reserve ratio; other-
wise a purchase or sale of securities by the Bank of England
may be offset by an increase or decrease in the reserve ratio
of the joint-stock banks. In the second place, the Bank of
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England should be free from any legal restriction on the size
of the note issue. These two conditions could probably be
fulfilled with relatively little change in the present banking
system. In the next chapter we shall revert to the question
of the reforms which are necessary to givethe Bank of England
full control over the amount of money. At the moment we
shall assume that the Bank of England has full control over
the amount of money, and shall proceed to show how this
control can be exercised in order to raise or lower the rate
of interest. :

We have already seen that if the Bank of England wishes to
increase the amount of money it will buy securities and that
in consequence of this the joint-stock banks will purchase
securities or extend their advances to industry to prevent
their cash reserve ratio from rising. The purchase of
securities by the Bank of England and by the joint-stock
banks will cause the rate of interest to fall. The increased
demand for securities on the stock exchange will raise their
price. For the banks can only induce people to sell securities
by offering a higher price for them. A rise in the price of
fixed interest securities is equivalent to a fall in the rate of
interest, at which money can be lent or borrowed. This can
be best explained by means of an illustration: 2% per cent.
Consols are a government security, which gives their owner
£2%2ayear for every block of these securitiesworth nominally
£100. Iftheprice of thissecurity nominally worth £100 falls
to £50, one could obtain an income of £2 10s. a year by
investing £50 in Consols; in other words the rate of interest
would be 5 per cent, per annum. If the price of these
securities rose from their nominal value of £100 to £200,
then one would have to pay £200 to obtain an income of
£2 10s. a year; or the rate of interest would have fallen to
1%4per cent.

The purchase of government securities by the banks with
newly created money will, as we have shown, directly raise
the price of these securities and so lower the rate of interest
yielded by them. But such action will indirectly lower the
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rate of interest on ofher forms of security. Suppose that the
yield on government securities is 5 per cent, and theyield on
industrial securitiesis 6 per cent. If the banks now purchase
gover nment securitieswith new money, and so drive up their
price, so that the yield on them falls to 4 per cent, this will
|nd|rectly raise the price of and lower the yield on industrial
securities. The people who have sold the government
securities to the banks for new money will probably not wish
to hold all this money idle in the form of deposits with the
banks, where they obtain a relatively low rate of interest.
They will seek to purchase securities with the money and
may be tempted to purchase industrial securities which still
yield 6 per cent, in place of the government securities, on
which the yield is now only 4 per cent. This purchase of
industrial securities will raise their price and so lower the
rate of interest yielded by them. But now the people who have
sold industrial securities will be holding the new money, and
they in turn will not wish to hold it idle but will purchase
other industrial securities, the price of which has not yet
risen and theyield on which is still relatively high. Thus by
a series of repercussons the price of all securities will rise in
harmony with the price of government securities, and the
rate of interest on industrial securities, i.e. the rate of interest
at which industrialists can borrow by the issue of new secur-
ities, will fall.

Thejoint-stock banks can increase their deposts not only
by buying securities but also by lending more in direct
advances to industry; and in order to induce people to borrow
more they must offer to lend at lower rates. So that in this
case again an increase in the amount of money can only take
place if the banks lower the rate of interest, though it will be
the rate of interest on advances to industry and not on govern-
ment securities which is directly affected. A lowering of this
rate of interest will probably not cause a very considerable
increase in industrial borrowing directly from the banks.
For industrialists borrow from the banks mainly to finance
their holding of stocks of finished goods, of raw materials,
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and of goods in process of manufacture rather than for
extensions of their machinery or plant. The amount of stocks
held by industrialists is probably little affected by the rate of
interest at which they can borrow money from the banks for
this purpose, but is mainly dependent upon the demand for
their products. Theinterest paid by industries on the money
which they have borrowed to purchase stocks is usually only
a small proportion of their cogs of production, and a fall in
the rate of interest on such loans will have little direct effect
upon the amount which they will borrow. When, therefore,
the banks increase the amount of money, they will have to
rely in the first instance.mainly on the purchase of securities.
But when this action has caused the rate of interest on long-
term industrial securities to fall, it will stimulate expendi-
ture on capital development and will increase the demand
for capital goods and for consumption goods in the way
described in the last chapter. When this happens, manufac-
turerswill have an incentive to produce more and will there-
fore wish to borrow more from the banks to hold larger
gsocks. Thus, indirectly, an increase in the amount of money,
brought about in the first place by a purchase of securities
by the banks, will after a time enable the banks to lend more
in direct advances to industry.

If the argument of the preceding chapters is correct the
primary object of the Bank of England in times of general
unemployment should be to purchase securities, in order to
reduce the rate of interest and so to stimulate expenditure on
capital development.® This involves a revison of many
popular and orthodox ideas about monetary policy. Much
greater and mor e sudden variations in the rate of interest may
be necessary than have been usual in the past, if economic
policy is to maintain a high level of employment. A very
great deal can be done not only by the actual policy adopted

1 It must be remembered that in fact the policy of the Bank of England
will vitally affect economic and financial relations with other countries.
In Part V we shall conclude that even when these effects are considered

the primary object of the Bank of England's policy should be that stated
here.



THE FUNCTION OF THE BANKS 29

by the Bank of England but by public explanation of the
object of thispolicy. Therate of interest on securities always
approximates to the rate which people expect to rule in the
future. If they expect the rate of interest on securities to be
5 per cent, in thefuture, it will be difficult to lower the rate
much below this figure, even if the banks purchase very
large amounts of securities; for as soon asthe price of securi-
ties rises so that the yield on them is appreciably below 5
per cent., people will sdl securities in large amounts to the
banks. They will then hold idle deposits of money in the
expectation that yieldswill rise and security prices fall again
in the near future, so that the securities can be bought back
again at aprofit. TheBank of England can, to alarge extent,
meet difficulties of this kind by making its intentions clear.
Suppose, for example, that a dump has started: the Bank
might state publicly and in unambiguous language that it was
determined to reduce yields on securities rapidly from a
5 per cent, toa 3 per cent, bass, that it would almost certainly
not allow yields to rise above 3 per cent, in the near future
and would reduce them still further, if such action proved
necessary to absorb labour; that it had the power to reduce
interest rates by increasing the supply of money; that it
would increase the supply of money, however great the
increase might have to be, in order to achieve its object; and
that this was practically the sole object of its present policy.
Such a declaration would cause people to adjust their ex-
pectations about interest rates much more easly, and would
greatly diminish the extent to which the banks would have
to purchase securities to lower interest rates by a certain
amount.
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THE CONTROL OF BANKING POLICY

E have concluded that the banks should increase the

amount of money and lower interest rates when there
IS general unemployment. In this chapter we shall discuss
the degree of control which the state must exercise over the
banks to ensure that this policy is carried out. In particular
we must decide whether it is necessary to nationalize the
Bank of England or the joint-stock banks. There are three
arguments which can be advanced in favour of the national-
ization of the banks; these arguments must be clearly dis-
tinguished, for only one of them is relevant to our present
problem.

The first argument is that it is wasteful and inefficient to
havefive large separatejoint-stock banks, eachwith a separate
office in each locality. It is argued that if the banks were
nationalized and all the banking business in each locality
were concentrated in one establishment, the business
of banking could be carried out at a smaller cost, since a
smaller number of buildings, clerks, & ¢, would be needed
to carry out the same total amount of business. This argu-
ment applies to many other forms of business. It is equally
arguable that there are too many separate shops in a given
locality, or too many separate concerns producing electric
fittings for these fittings to be produced as efficiently as
possible. These arguments may be valid, but they have no
direct connexion with the adoption of a banking policy de-
signed to prevent unemployment. Such arguments will be
examined in Part | | , but they are irrelevant here.

Secondly, it is argued that the banks make unduly large
profits and should therefore be owned by the state, to whom
such income should belong. This argument again may be
true, but it applieswith equal force to the national ownership
of the capital invested in any profitable industry. It will be
examinedinPart | I | ,inwhichthedistributionofincomeis
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discussed. The argument has no direct connexion with the
guestion whether the banks can be made to carry out the
policy already suggested for the prevention of unemployment.

Thirdly, it isargued that unless the banks are nationalized
it will be impossible to ensure that they adopt the policy of
expansion, which is necessary to prevent unemployment.
It isthis argument with which we are now concerned.

It is, of course, essential that in times of unemployment
the Bank of England should adopt the appropriate policy of
purchasing securities and of announcing to the public its
intention to reduce the rate of interest. It is probable, how-
ever, that the Bank of England would with its present con-
stitution adopt any policy upon which the government
insisted; and it must not be forgotten that in order to cure
unemployment by banking policy it does not matter at all
who controls or owns the Bank of England or who receives
any profit made by the Bank. All that mattersiswhat policy
the Bank adopts in the purchase and sale of securities. |f
the Bank of England will adopt the policy of the gover nment,
there is no reason to change its constitution for our present
purpose. |f, however, the Bank of England should refuse to
adopt the government's monetary policy, then the govern-
ment must enforce its policy by taking the power to appoint
the governor and directors of the Bank. As a first essential
point we must assume that the Bank is either willing to adopt
the appropriate monetary policy or that the government is
in a position to insist upon the adoption of this policy.

We are left with the more difficult question whether the
Bank of England isitself in a position to enforce its monetary
policy. There are four possble difficulties which the Bank
of England may encounter. It may be prevented from carry-
ing out this policy—

(a) because of its effects upon the foreign exchanges and
its gold reserves,;

(b) by the legal restrictions upon its right to issue notes,

(c) by the action of thejoint-stock banks;



32 THE CONTROL OF BANKING POLICY

(d) by the fact that this policy would make it impossible
for the banks to cover their cods.

The first difficulty cannot be discussed here, because it is
impossible to deal with the effects of internal monetary policy
upon the rate of exchange and upon the amount "o gold
exported from the Bank of England without a full discusson
of international economic problems. An attempt to meet this
point will be made in Part V of this book.

The second difficulty we have already pointed out in the
previous chapter (pp. 24 and 25): An expansion in the amount
of money might cause the public and thejoint-stock banks to
wish to hold an amount of notes greater than the maximum
legal issue, and in this case the Bank of England would be
forced either to break the law or to abandon its policy of
expanson. The Bank of England is, however, allowed by
law to issue a greater amount of notes for a certain period of
time without the sanction of Parliament, if it obtains the
permission of the Treasury. But in the modern world any
legal restriction on the power of note issue is an anachronism.
For there is now little real difference between notes issued
by a bank and a bank's deposit liabilities. Both are forms
of money held by the public, used for different types of pay-
ment, and both are liabilities of the bank. If it is the main
function of the banks to create more money when general
unemployment existss—whether in the form of notes or of
deposits—the maintenance of special laws relating to the
note issue is pointless. The smplest solution would be to
restrict the right to issue notes to the Bank of England, but
to give it complete legal freedom in the amount issued, and
simply to ensure that it varied the amount of money in such
a way as to maintain a high level of employment. If this
wer e done, any cashing of their deposits by the public, which
led to a fall in the joint-stock banks* reserves of notes, could
be offset by a purchase of securities by the Bank of England
with new notes, which would be paid into the joint-stock
banks.



THE CONTROL OF BANKING POLICY 33

Thethird difficulty isthat the policy of the Bank of Eng-
land may be offset by thejoint-stock banks, if they vary the
proportion between their depost liabilities and their cash
reserves. For,aswe sawin Chapter | | | (p. 24), if thejoint-
sock banks allow their cash reserves to increase without
appropriately increasing their deposit liabilities they can off-
st any purchase of securities by the Bank of England. It
would not be necessary to socialize the joint-stock banks, so
long as it could be ensured that they do not allow their cash
reserveratiotovary very greatly; thisassurance might be ob-
tained by simple agreement with these banks, sinceit is their
normal practiceto maintain fairly constant reserve ratios; or
if this was not possible, the same result might be achieved by
legidation requiring the joint-stock banks to provide daily
figures of their deposits and cash reserves and by imposing
heavy taxation on any bank which allowed its reserve ratio
to exceed, say, 12 per cent, or fall below, say, 9 per cent, for
mor e than a certain number of consecutive days.

The final difficulty which might stand in the way of
the adoption of the proper monetary policy by the Bank
of England is the possibility that it would make the banks
unable to cover their cogs The banks are bound to incur
considerable running expenses, and can only meet these
expenses by the difference between the yield which they earn
on their asss and the interest which they pay on money
deposited with them. If interest rates are reduced to a very
low figure it might become impossible for the banks to meet
these expenses. Moreover, if the banksare properly pursuing
the policy of buying government securities during a slump,
even if their price is already high, they may be involved in
some capital loss due to these transactions. For, as we shall
argue in Chapter VIII of this Part, the banks should sell
government securities and raise interest rates, if the demand
for labour increasestoo much; and the banks may ther eforebe
obliged to sdll at alow price, when the rate of interest is high,
government securities which they had bought at a high price.

These difficulties are to some extent illusory. For, in the

4284 D
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first place, if the banks purchase a large volume of securities,
the fall in their income due to low yields on securities will
be counterbalanced by the fact that they are earning this
yield on a larger number of securities;, and their expenses
will certainly not increase in proportion to the increase in
their holding of securities. In the second place, when the
banks start to purchase securities in order to lower interest
rates, they may at first purchase securities at a relatively low
price; it is only during the later stages of such a policy of
monetary expansion that they will probably be obliged to
purchase securities which already stand at a high price.
And when the banks start to sell securitiesto prevent aboom,
they may at first sell securities at a relatively high price and
only in the later stages of a period of contraction will be
obliged to sell securities at an abnormally low price. It is
therefore by no means certain that they will, on the whole, be
involved in serious capital losses due to these transactions.

If the banks areinvolved in serious difficulties of thiskind,
they should be encouraged by agreement among themselves
to counterbalance these losses by reducing the rate of interest
which they pay on their deposit liabilities, and even by
levying bank charges on all money deposited with them.
Such action may cause people to buy securities with their
deposits instead of keeping money deposited with the banks,
and thiswill help in raising the price of securities and lower-
ing interest rates. This policy can only lead to any difficulty
if it causes people to hold notes instead of deposits; and if
this occurs to any considerable extent the banks must lower
the charges levied on deposits. If the banks cannot meet
their expenses by these means, it would be better for the
government to subsidize their costs on" approved principles
rather than to abandon the desired financial policy. Such an
eventuality is probably remote.

In short, the banking policy suggested in the previous
chapter can be carried out provided that the following condi-
tions are fulfilled. The Bank of England must be freed from
any restrictions limiting its note issue which are incom-
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patible with the required degree of monetary expansion; the
joint-stock banks must be prevented from varying their cash
reserve ratios very considerably; in the remote contingency
that this policy makes it impossible for the banks to cover
their costs the government should subsidize them during
such aperiod.

On the other hand, the nationalization of the bankswould
not impede the prosecution of this policy, and could, indeed,
only aidit. Forif all the bankswere nationalized and formed
into one state monopoly, three of the difficulties discussed
above would be capable of direct and immediate solution.
In the first place, all the money in the hands of the public
would now take the form either of deposits with the state
bank or of notes issued by the state bank; and the state bank
could be freed from all legal distinctions between its deposit
liabilities and its note liabilities. If this were done, the
cashing of deposits by the public would have no effect on the
total amount of money. Secondly, it would no longer be
possible for variations in the joint-stock banks' cash reserve
ratio to affect the total amount of money. For a single state
bank could through its own purchases and sdes of securities
control thetotal amount of money directly; itwouldnolonger
rely upon the indirect effects of its action upon other banks.
Thirdly, a state bank could concentrate solely on exercising
the desired control of interest rates through varying the
total supply of money. It would attempt to cover its costs
by lowering the rate of interest which it offered to pay on its
deposit liabilities; but the effect of banking action on the
total volume of industrial employment is so important that
the making of a profit should be a secondary consideration.
If the state bank in any period could not carry out the re-
quisite monetary policy without making aloss, it would be
necessary for the state to meet this loss from the Budget.
As we have seen, any loss is improbable and would, in any
case, not be very considerable; and such a loss is a small
price to pay to cure unemployment.

We may conclude that the socialization of the bankswould
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in certain respects simplify the adoption of the proper
monetary policy. But the proper monetary policy can be
carried out with a minimum of change in the present legal
position of the banks. Two moralsareto be drawn from this
conclusion. In thefirst place, the question of the nationaliza-
tion of the banks must be decided largely on grounds other
than those which are relevant here. In many respects the
case for the nationalization of the banks is the same as the
cax for the nationalization of any other industry; this case
isexamined in Parts1l and | 1 | . Secondly, it isnot necessary
to wait for any change in the legal position of the banks
before banking policy is used vigorously for the prevention
of unemployment. Indeed nothing is more important than
the realization that for this purpose it does not matter who
owns or controls the banks; all that matters is what policy
they pursue.
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THE PLANNING OF PUBLIC WORKS

T may be thought from what has already been said that

no action other than the monetary action already described
will be necessary to preserve a high level of employment.
This is probably not the case; for there are other important
features of a slump, which we have not yet noticed. It is
appropriate to outline the course of a slump in order to see
why it is not always certain that the monetary authorities
can prevent it merely by lowering interest rates.

Let us suppose that for some reason or another—e.g.
because some particularly important work of capital develop-
ment is completed—there is an initial fall in expenditure on
capital goods. This decrease in expenditure on capital goods
will mean that their price begins to fall. The fall in the
incomes of those producing these capital goods will mean a
decrease in expenditure on consumption goods, so that the
price of consumption goods also falls. For the same reason
industry as a whole will become less profitable, so that the
price of ordinary shares will fall. But this downward move-
ment in all money prices will itself cause a strong incentive
to reduce money expenditure still further; for when prices
are falling every one will wish to postpone expenditure and
to hold money in anticipation that goods can be purchased
morecheaply inthefuture. In particular, merchantswill sell
stocks of goods and will postpone their replacement, since
they are falling in money value. Companies will postpone
investment in machinery, both because industry is less pro-
fitable and because they expect to be able to purchase
machines at a lower price in the future. Private individuals,
since the price of ordinary shares is falling, will sell shares
and hold money instead, and may postpone their purchases
of durable consumption goods such as motor-cars in the hope
that they will become still cheaper. All these factors will
add still further to the fall in prices.
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The depresson might possbly have been prevented at
the outset, if the banks had immediately lowered interest
rates sufficiently. For such a lowering of the rate of interest
at which persons can borrow would tend to induce them to
start borrowing money for further capital developments.
But there are three reasons why banking action designed to
lower interest fates may not be sufficient alone. In the first
place, the purchase of securities by the banks will only affect
the rate of interest on industrial securities after a lapse of
time(cf. Chapter I 1 | ,pp.26and 27), so that someimmediate
diminution in expenditure on capital development will be
hard to avoid. Secondly, even if interest rates all fall at once,
it will take time for businessmen to plan new development
schemes, which have now become profitable. Thirdly, if
for either of the previous reasons the banking policy does
not have an immediate effect on expenditure on capital goods,
prices will begin to fall; and as soon as prices begin to fall,
the rate of interest itself will lose much of its power of control
over the amount spent on new capital goods. People will
postpone expenditure on capital development, even if the
rate of interest is low; for they will expect to be able to instal
the equipment at alower cos inthefuture. When commodity
prices are falling, merchants will be unwilling to hold large
gocks of goods even if the rate of interest at which they can
borrow money is very low; in the expectation of a fall in
money prices they will postpone their orders for goods and
reduce their socks to a minimum.

But if at this point public authorities decide to borrow for
public works and so spend more on capital goods, they will
thereby stop thefall in the price of capital goods. Such action
will maintain expenditure on consumption goods by those
producing capital goods, and will therefore stop thefall in the
price of consumption goods. Such extra expenditure on
public works should be undertaken on a sufficient scale to
prevent prices falling. It need only lagt sufficiently long to
enable the banks by lowering interest rates to stimulate
expenditure by ordinary private business again, and then the
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expenditure on public works can be diminished, as that of
private busness increases. There should, therefore, be
large schemes of capital development planned beforehand
in such a way that they may be immediately speeded up as
soon as a dump starts. As far as possible capital expenditure
on prisons, hospitals, schoals, asylums, waterworks, drain-
age, afforestation, telephones, housing, town and regional
planning, docks, harbours, railways, roads, tramways, bus
services, gas, electricity, and any other services under public
control should be planned ahead by the public authorities.
These plans should be so devised that the maximum amount
of expenditure can be undertaken immediately or—perhaps
at some inconvenience—put off to a later date.

This does not involve inventing jobs which would not
otherwise be undertaken. The reduction of interest rates by
monetary policy should be the main permanent instrument
of control, and increased expenditure on public works above
the normal should be regarded as only a temporary measure.
It may be, for instance, that full employment is being main-
tained with a rate of interest of 5 per cent, and with an
expenditure of £100 millions a year on public works. |If,
however, the normal amount which public authorities would
spend on public works, if they were not concerned with the
effect upon employment, is only £50 millions, then the rate
of interest is too high. For the public authorities must in
this case be speeding up their plans or simply creating relief
works to maintain an expenditure of £100 millions, and they
must continue to do so until the rate of interest is lowered.
In this situation the banks should increase the amount of
money and reduce the rate of interest, thereby stimulating the
amount of capital development undertaken by private busi-
ness and also raising the 'normal’ figure of public works
expenditure; for, as we saw in Chapter 1l of this Part
(p. 14), normal expenditureon capital development by public
authorities will be stimulated by a fall in interest rates. As
capital development undertaken by private enterprise is

“stimulated, the expenditure on capital development by public
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authorities may be reduced towards the normal level. There
must, therefore, be careful co-ordination between monetary
policy and public works policy. As soon asa depression starts,
the public authorities should speed up their expenditure
sufficiently to prevent it; and the monetary authorities should
lower the rate of interest, and should continue to do so as
long as expenditure by public authorities has to be maintained
at afigure above the normal. ' '

We must examine the effect of this policy on the budgetary
position of public authorities. We have argued that the ex-
penditure, which public authorities would normally under-
take over aperiod of years, should be so distributed over those
years that more than the'normal amount is being undertaken
at one time and less than the normal at another. There is
bound to be some disadvantage and some cogt to the com-
munity in spreading this expenditure unevenly; and we have
suggested that public authorities should spend more in bad
times, when it is difficult for them to raise money by taxation,
and less in good times, when it is easy for them to obtain a
budget surplus. We must now face this problem. Granted
that public authorities should spend more in bad and less in
good times, how are they to raise the necessary funds in
bad times and what should be their budgetary policy in good
times?

By spreading their expenditure over a period of years in
the way suggested, there will be certain economies in the
actual cost of the work undertaken, to be st against the
disadvantages of not spreading their expenditure exactly as
they would otherwise have done. When times are bad, prices
arelikely to be lower than when times are good; for the money
demand for goods in general is lower in bad times than in
good times. They will therefore be buying on a large scale
when prices are low, and buying little when prices are high,
so that the cost of the public works undertaken over a period
of years will be less than it would have been, if the develop-
ment were undertaken at a steady rate. It must be recog-
nized, however, that the more successful their policy, the
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less important will this economy be. .| f the policy is com-
pletely successful in preventing sumps and booms, there will
be no considerable fluctuations in total expenditure, and so
no fall in prices when the public authorities expenditure is
above the normal, and no rise in prices when the public
authorities expenditure is below the normal. There is
another economy which they will gain in any case. If the
monetary authoritieS are properly lowering interest rates in
bad times and raising them in good times, the public autho-
rities will be in a position to borrow money on better terms
in bad times than in good times. From thefinancial point of
view they should borrow for their works in bad times, when
they can do so cheaply, and should use any surplus funds
which they may have in good times to pay back what they
have borrowed; for in good times, when the rate of interest is
high, the price of fixed interest securities will be low and the
public authoritieswill be able to buy back their own securities
at the lowest possible price.

This policy has other advantages, and to develop the
argument we must discuss budgetary problems in somewhat
more detail. The receipts of any public authority can be
divided into three heads:

(a) its receipts from taxation;

(b) itstrading profit on any concerns which it owns—e.g.
the profit from Municipal Trams or the profit on the
Post Office—and

(c) the amount which it borrows, which we will call its
Budget Deficit.

A public authority's expenditure can also be divided into
three heads:

(a) its current expenditure on the maintenance of existing
services;

(b) its expenditure on capital construction; and

(c) the repayment of any sums which it has borrowed in
the past, which we will call its Budget Surplus.
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A public authority's current expenditure includes expendi-
ture on interest on any sums borrowed in the past, on defence,
on education, on police, on unemployment benefit, & ¢, in so
far as this expenditure does not involve capital development.
Its capital expenditure includes all expenditure on capital
development, such as the construction of new roads.

A public authority's tax receipts and trading profit will
automatically fall in bad times. The receipts of the govern-
ment, for example, from income tax and surtax do not
depend soldy upon the rate of tax levied on each pound of
income, but also upon the amount of income that there is to
be taxed, so that in a period of bad trade when money in-
comes have fallen to a low figure, the receipts from these
taxeswill be low. At the sametime the government's current
expenditure will automatically rise in bad times. For ex-
ample, expenditure on relief directly or indirectly caused by
unemployment is an important item in the budgets of the
government and of local authorities, and this sum will rise
in bad times. This may be offset to some extent by the fact
that in bad times prices are likely to be lower thin in good
times, so that economies may be achieved in some items of
current expenditure by purchasing at lower prices. Experi-
ence shows that in bad times most public authorities find it
at the same time more difficult to raise revenue by taxation
or by trading, and also more difficult to resst claims for
increased current expenditure.

In spite of this we have suggested that capital expenditure
should be at its highest in bad times, so that the authority's
budget surplus will fall to a low figure or be turned into a
deficit. Thisis, in fact, a sound policy even from the purely
budgetary point of view. A temporary increase in capital
expenditure by public authorities may be necessary to prevent
a depression; and, we have argued, the prevention of a
depresson will itself prevent a fall in public authorities
ordinary revenue and arisein their current expenditure. If
an increasein capital expenditure causes revenue to be greater
and current expenditure to be less than it otherwise would
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have been, the real cost to the budget of the increased capital
expenditure is the sum necessary for this expenditure minus
therisein revenue and thefall in current expenditure, dueto
the increased trade activity caused by the capital expenditure.
From the strictly budgetary point of view the government,
when it is contemplating the expenditure of an additional
£10 millions on houses, should subtract from this cost the
decrease in its expenditure on unemployment relief and the
increase in its receipts from income-tax, due to the fact
that this extra expenditure will increase employment and
taxable income. In this respect the government's budget
differs from that of anindividual. If M r. Smith spendsmore
on developing his business, he may indirectly increase the
amount spent on his own product, and so the size of his own
income, by increasing the purchasing power of those who
are employed on the development work. But since Mr.
Smith's product is only one among a very large number on
which the increased purchasing power may be spent, he will
quite rightly neglect this as of no importance in his calcula-
tions. But the government knowsthat for every extra pound
of income its tax receipts will rise and that for every extra
man employed itsexpenditurewill fall, and it should therefore
take account of the increased tax receipts and reduced ex-
penditure on unemployment relief, which will be caused by
its capital expenditure. The cos to the budget of increased
public works expenditure is less than the actual sum which
must be spent directly on these works.

Granted that expenditure on public works should be
increased in bad times, why should the necessary funds not
be raised by taxation, e.g. by raising the income-tax from
45. to 55. in the pound, instead of by borrowing? T he answer
is that.if these extra funds are raised by additional taxation,
the taxpayers may meet this burden by reducing their ex-
penditure on consumption goods. In as far as this happens,
nothing will be achieved by the public works policy; for
the increased expenditure by public authorities will be offset
by the diminished expenditure of private individuals on
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consumption goods, and the total demand for commodities
will remain unchanged. It is also possible that the higher
rates of taxation will diminish the net return which can be
expected on business extensons and so discourage private
individuals from borrowing money for expenditure on capital
development.! If the public authorities raise the necessary
funds by borrowing, these disadvantageous effects can be
avoided, provided that the banks prevent any rise in interest
rates. For, provided that interest rates do not rise, private
individuals will have no incentive to contract their expendi-
ture on capital development; and since they are not being
taxed, they will not restrict their expenditure on consump-
tion goods.

Public authorities should therefore plan their budgets so
that in years of full employment their receipts from taxation
and from trading profits are sufficient to cover both their
current expenditureand their 'normal’ expenditureon capital
development and to leave that budget surplus, which on other
groundsit is considered proper to devote to debt redemption.
While a public authority can properly plan to reduce its
debt at a certain rate over a period of good and bad years, it
should allocate a large sum to debt redemption in good years
and should be willing, if necessary, to face a budget d i tin
bad years.

At present the government budgets for the same Sinking
Fund (i.e. for the same budget surplus for debt redemption),
in good yearsand bad yearsalike—though thefor ce of circum-
gances has made it impossible for this to be maintained:
during the last depression. We have shown that the govern-
ment should budget for a large surplusin good times and for
a small surplus or for a deficit in bad times. If the surplus
of good times is sufficiently great, the debt will be reduced
just as quickly in thisway; and at the same time the govern-
ment will be pursuing a policy which is more easly main-

! The effect of a high rate of income-tax in diminishin the incentive
end money on capital development is discussed in Part , Chapter
5? pp. 238 and 239).
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tained (since a surplus is more easly achieved in good times),
and which will be most effective in preserving a high level
of employment. |f the banks lower interest ratesin bad times,
the government will be borrowing new money or buying up
its own securities on a small scale when interest rates are low
and the price of its securities are therefore high; and it will
be buying up its own securities on a large scale, when interest
rates are relatively high and the price of its securities are
therefore low. A given sum spent on debt redemption over
a period of years on this principle will therefore reduce more
debt than if it were spread evenly over good and bad years.
It should be possible to devise a scheme by means of which
this principle would operate automatically. For example,
the high sum of £100 millions a year might be s#t asde in the
budget to be used either for debt redemption or for public
works. The whole of this sum would be spent on debt
redemption when unemployment fell below a certain stan-
dard figure; but as unemployment rose above this figure part
of this £100 millions would be used for public works. The
proportion of the £100 millions to be used for public works
would rise on a fixed scale with every rise in the percentage
of workers, who were unemployed.

We have now shown the necessity for the planning of a
certain amount of capital development in such a way that it
can be postponed or speeded up as circumstances require.
The state must provide some incentive for the planning and
execution of development on these principles. For these
purposes a National Investment Board should be set up with
the following duties and powers:

(a) The National Investment Board should require that
all bodies—such as local authorities, public utility concerns,
and socialized industries—over which the state exercises
control, should plan their capital development for some years
(e.g. three to five years) ahead. The plans for the more
distant years cannot be as detailed or as definite as those for
the immediate future, and they would continually be sub-
jected to detailed and even fundamental alteration. The
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gover nment should itself plan ahead its own expenditure on
capital development, and should inform the National I nvest-
ment Board of these plans.

(b) The National Investment Board should invite any
private industries of importance to co-operate in the scheme
by planningtheir development ahead for a period of yearsand
by supplying to the Board information about the sze and
nature of these plans,

(c) Each body or industry co-operating in the scheme
should be requested to plan its development on the assump-
tion that therewill befull employment in the future and the
full normal purchasing power associated with full employ-
ment. For if the government is successful through its banking
and public works policy in preventing depressions, this
assumption will bejustified. This does not mean that each
body should assume that there will be no fluctuation in the
demand for its services or its product; each body must judge
in what way changes in taste, in population, or in the cost of
alternative services, will affect the relative demand for its
own product. But they should plan for that development
which would bejustified in the absence of a general depression
of trade activity. At first it may be difficult to get bodies to
accept this principle. But it is desirable that it should be
adopted asfar aspossible, sinceit will help greatly to stabilize
at the proper figure the amount which people plan to spend
on capital development. The more vigorousy and success
fully the state prosecutes the different policies suggested in
this Part to preserve a high level of employment, the more
readily will different bodies plan their future expenditureon
this assumption.

(d) Assuming that full consumers purchasing power is
maintained, the amount of capital development that any
concern will undertake depends upon the rate of interest at
which money can be borrowed. We have seen in Chapter |1
of this Part that thisistrue not only of industries producing
goods for sale, but also of public authorities providing com-
munal services. Each body in preparing its plans should
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indicate to the National Investment Board at what rates of
interest the different parts of its plan would be worth under-
taking, so that the Board can know how much development
would be undertaken at 5 per cent, interest rates, how much
more if the rate were only 4% per cent., how much more if
the rate fell to 4 per cent., &c. For it can then inform the
banking authorities how much the rate of interest must be
lowered to stimulate expenditure on capital development by
acertain amount. In Chapter VIII of Part | | (p. 194) we
shall discuss the principles upon which public bodies in
charge of socialized concerns should assess the rates of interest
at which different blocks of capital development arejustified,;
and we shall conclude that the socialization of monopolistic
concernswill help to reduce unemployment, because from the
community's point of view a larger expenditure on capital
development by such concerns isjustified at the current rate
of interest than would be undertaken if they were left in
private control.

(e) The amount of capital development undertaken in any
oneyear can bevaried in another way. For example, with the
rate of interest at 4 per cent, or lower it might be worth while
spending £300 millions on the electrification of the railways.
It would still remain to decide whether £100 millions should
be spent each year for three years or £60 millions each year
for fiveyears. Each body should be required to draw up its
plans in such away that the expenditure worth undertaking
at any given rate of interest is as far as possible capable of
being concentrated on a few years or spread over a number
of years. The National Investment Board should be in-
formed of the extent to which such variations can be made,
and will then be in a position to vary the amount of money
spent on capital development by recommending the post-
ponement or speeding up of such expenditure.

(f) Finally some inducement must be offered to those
bodies, which are not in the direct control of the state, to
plan and executetheir capital development on these principles.
As the state already subsidizes the cost of certain services
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provided by local authorities, such subsdies might well be
made conditional upon the planning of development on these
principles. The principle of such subsidization might be
extended. For example, the government might empower the
National Investment Board to remit in whole or in part the
income-tax payable by companies on that part of their
profits which they put to reserve funds, if these companies
will plan their development on these principles. Or the
gover nment, through the National Investment Board, might
on certain conditions give a state guarantee of the interest
on loans contracted by bodies, which were willing to plan
their development on these lines, and thus enable them to
borrow at the lowest possble rates of interest. All industries
which are directly controlled by the state can be required to
co-operate in this scheme; and an important argument in
favour of the socialization of industries is that it would help
to cure unemployment by giving the state this extra power of
control over expenditure on capital development. Other
arguments for and against the socialization of industries are
examined in Parts Il and | | | ; this chapter presents an
argument in favour of the socialization of those industries,
whose expenditure on capital development is large, if the
state cannot obtain sufficient control over the volume of
expenditure on capital development by other means.



Vi

DIRECT CONTROL OF EXPENDITURE ON
CONSUMPTION

E have already argued in Chapter V, p. 38 above,

that banking action alonewill probably not be sufficient
to prevent unemployment; and it was for this reason that we
advocated in the last chapter the planning of expenditure on
capital development by public authorities in such a way that
this block of expenditure could be speeded up as soon as a
slump started. But there is reason to believe that even the
combination of appropriate banking policy and planned
public works expenditure may not be sufficient to cure the
problem entirely. In thefirst place, the state may not be able
to control asufficiently large volume of expenditure on capital
development, unless it socializes a large number of indus-
tries. Secondly, even if the state has full control over alarge
volume of capital development, it will not be possible to
plan that development in such a way that all of it can be
postponed or speeded up at will. For example, drains must
be put in when new houses are built, and new houses must
be built in a locality when new houses are needed there; it
may not, therefore, be possible to postpone or speed up
expenditure on drainage systems at will to any great extent.
Thirdly., some time may elapse between the decision to speed
up or postpone public works expenditure and the consequent
change in expenditure itself. Contracts for a particular
scheme of work may have been made ahead, and in any case
some time must elapse before the technicians concerned can
alter their arrangements for carrying out the work. These
arguments can be exaggerated. The state through different
public authorities could aready control a large volume of
expenditure on capital development, and, if a determined
effort were made, a large part of that development could
undoubtedly be planned in the desired way.

4284 £
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But it is still possble that unemployment cannot be com-
pletely solved on these lines. This chapter is therefore
devoted to the discussion of athird and less orthodox method
of controlling the total volume of expenditure. The two
methods which we have already discussed—namely, banking
expansion and the expansion of expenditure on public works
—can only fail because of a time-lag in their application or
in the effect of their application. If thereis such a time-lag,
prices and profitswill start to fall; and, as we have seen, once
prices and profits have started to fall, it may be very difficult
to prevent the further development of a sslump. But thereis
one form of expenditure which should be capable of almost
ingantaneous expansion, and that is the purchase of con-
sumption goods by individuals.

If, as soon as a sump started, people were given a certain
amount of money to spend in any way they liked, the increase
in expenditure would probably be immediately effective.
We shall discuss later in this chapter how schemes of this
kind might be organized. For the moment we can imagine a
smple method, in order to examine the main effects of such
a scheme. Suppose then that as soon as a dump darts the
gate prints new notes which it hands over to people to spend
as they like, and that as soon as total money expenditure on
commodities rises excessively' the state levies extra taxes,
which it uses to redeem and destroy the notes which it has
issued. The effect of such action would be to prevent any
falling off in the demand for consumption goods during a
slump, even if the total amount spent on capital goods fell
off. For this new expenditure by consumers would offset
the fact that the producers of additional capital goods were
receiving smaller incomes from the sale of their products.
But if expenditure on consumption goods does not fall off,
then their prices will not fall and the profitability of their
production is maintained; for these reasons the dump will
not be intensified by falling prices and by the diminishing

! In Chapter VII1 of this Part we shall explain what is meant by an
excessve rise in total money expenditure.
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profitability of industries producing consumption goods,
which would normally remove all incentives for capital
development in a time of slump. Conversdly, if total money
expenditure rose excessvely, consumers incomes would be
taxed and the money proceeds of the tax cancelled, so that
an excessve rise in expenditure on consumption goods would
beavoided, even if the total amount spent on additional capital
goods, and so the earnings of the producers of these goods,
could not be prevented from rising. But since the demand
for consumption goods would not rise, their prices and the
profitsto be madein their production would not rise. Thusa
cumulative rise in total money expenditurewould be avoided.

If this policy is adopted, the other policies which have
been suggested in this Part will be made more effective.
Both banking policy, by which the rate of interest is con-
trolled, and the policy of planned public works expenditure
aim directly at increasing the total amount spent on capital
goods. If the total amount spent on consumption goods is
directly stimulated, this will increase the profitability of the
industries producing consumption goods, and will make
capital development in these industries more profitable. For
this reason the direct control of expenditure on consumption
goods will make the control of expenditureon capital develop-
ment by banking and public works policies mor e effective.

L et us outline two schemes by which a policy of granting
direct credits to consumers might be carried out. In the
first schemeit is suggested that the consumers credits should
be given to the unemployed to spend. For this purpose all
the able-bodied unemployed would be brought under a single
Unemployment Assstance Board, and no distinction would be
drawn between those unemployed who are still in insurance
and those who are no longer qualified for insurance benefits.
For the purpose of controlling expenditure on consumption
goods by this scheme, the benefits paid by the Board to the
unemployed should be on as generous a scale as possible.!

! The danger involved in paying benefits on too generous a scale is
discussed in Chapter V111 of this Part (p. 78).
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In Chapter VIII of this Part (pp. 75-7) it will be argued
that it is inadvisable to reduce unemployment by monetary
measures alone below a certain volume, which will be called
the 'standard’ volume of unemployment. To finance the
unemployment asssance suggested above, this 'standard*
volume of unemployment should be asssssad on the principles
outlined in Chapter VII1 of this Part. Contributions should
be levied from all employed workers and from all employers
according to the number of workers they employ, as in the
existing Unemployment Insurance Scheme; but these con-
tributions should be levied at such rates that they would raise
just sufficient funds for the Unemployment Assistance
Board to cover the expenditure on unemployment assstance,
if there were only the 'standard’ volume of unemployment.
The gate should make no contribution from the budget to
the funds of the Unemployment Assistance Board. When the
volume of unemployment rises above the 'standard' and the
ordinary receipts of the Board are no longer sufficient to
cover its payments of benefit, the difference would be
financed by new notes issued by the Bank of England and
covered by a non-interest bearing debt of the Unemploy-
ment Assistance Board to the Bank of England. When, on the
other hand, unemployment falls below the 'standard' volume,
the normal receipts of the Unemployment Assistance Board
will be in excess of its payments of unemployment benefit,
and the excess of its receipts would then be used to pay off
with notesits debt to the Bank of England; these noteswould
then be cancelled. If at any time the total indebtedness of the
Board to the Bank of England had been repaid, any further
excess of receipts over expenditure could be used by the
Board to accumulate a reserve holding of notes. These notes
would bewithdrawn from cir culation and would be available,
as soon as unemployment rose above the 'standard' volume, to
finance the difference between the receipts and the expendi-
ture of the Board without increasing the note issue of the
Bank. If this proposal were adopted, it would be necessary
to amend the existing law relating to the note issue of the
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Bank of England. But we have already suggested that all
legal restrictions of the note issue should be abolished; and
no further monetary legislation would be required.

By giving the unemployed generous unemployment benefit
and financing this benefit in such a manner that it does not
reduce the purchasing power of other individuals, expenditure
on consumption goods will not fall during' a slump as much
as it would otherwise have done. If the funds for unem-
ployment benefit are raised by taxation, the expenditure of
taxpayers on consumption goods is likely to be reduced to
some extent. If the funds for this purpose are borrowed in
the ordinary manner by the sde of new securities at the
current rate of interest, interest rates may be kept at a higher
level than is desirable, unless the securities are bought by the
banks with new money created for that purpose; and in any
case the Unemployment Assistance Board will pile up a debt
on which interest has to be paid in the future, although the
debt is not backed by any asset which yields a return. The
proposed scheme not only avoids these difficulties, but aso
provides automatically an increasing cash reserve for the
joint-stock banks as long as there is excessive unemployment,
%0 that they will be able to extend their loans, advances, and
investments and so lower interest rates without any fall in
their cash reserve ratio. The new notes paid to the unem-
ployed will, as they are spent, be paid into the banks by the
firms receiving them, and this will raise the cash reserves of
the joint-stock banks. The scheme will have similar ad-
vantages if the total volume of money expenditure rises
excessively so that unemployment falls below the 'standard’
volume. As more labour is employed, expenditure on
consumption will not be excessively increased, since the
expenditure of wages will only take the place of the expendi-
ture of the unemployment benefit; and this reduction of
expenditure by the unemployed will not be offset by lower
taxation and so by increased expenditure by the taxpayers.
Moreover, so long as the receipts of the Unemployment Assis-
tance Board are in ekcess of its expenditure, the difference
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will cause a drain of notes from circulation and from the
cash reserves of thejoint-stock banks, and this will force the
joint-stock banks rapidly to restrict the amount of money
and to raise interest rates.

It may be thought that the above proposals will lead to
inflation. The kind of inflation that occurred in Germany
after the War, caused by an attempt on the part of the
government to finance its ordinary expenditure by printing
new notes, is to he avoided at all costs, but the proposals
outlined above cannot lead to similar results. So long as
there is a large amount of unemployed labour and of idle
capital, the total amount of money spent on goods should
be increased; for, while increased expenditure on goods will
cause some rise in prices, yet, so long as considerable un-
employment exists, asmall risein pricewill makeit profitable
to produce on a much larger scale. On the other hand, an
increase in the total amount of money spent on goods is to be
avoided when there is no serious unemployment of labour
and capital; for in these circumstances the increased money
expenditure can only cause pricesto rise.

In this respect the foregoing proposals must be sharply
distinguished from an attempt to finance an ordinary budget
deficit by inflationary measures. For if a government
finances a permanent budget deficit by printing more paper
money, this must lead to progressve and inflationary rises
in prices, as soon as all factors of production are employed.
But these other proposals cannot lead to a progressive infla-
tion of prices. As soon as there is only a 'standard' volume
of unemployment, the issue of new notes will automatically
cease, since the receipts of the Unemployment Assistance
Board will balanceitsexpenditure; and, indeed, if therewere
any further increase in the money demand for commodities
leading to a further fall in unemployment, the proposed
measures would cause a strong deflationary movement
to develop. These proposals are, therefore, designed to
maintain and increase money purchasing power, as long
as srious unemployment exists and as long as such action
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can cause output and employment to increase; and they
will cause equally strong deflationary measures as soon as
the money demand for commodities becomes excessvey
great.

The scheme has been outlined here in itsfinal form. If it
is started when the volume of unemployment is not greatly
in excess of the 'standard' volume, there is no reason why it
should be modified; unemployment benefit can be deter-
mined on the most generous lines and the contributions from
wor kers and employers can be calculated to make the receipts
and expenditure of the Unemployment Assstance Board
balance with a 'standard' volume of unemployment. If,
however, there is a much greater volume of unemployment
at the time when this scheme is started, the final scheme
should be approached by stages, for, as we shall argue in
Chapter VII1 of this Part (pp. 79-82), there are dangers in
reducing unemployment too quickly. If, for example, the
‘'standard’ volume of unemployment was assesed at 5 per
cent, of the employable population, and the scheme were
started when there was 20 per cent, unemployment, the
contributions and benefits might be balanced first of all for
a 15 per cent, volume of unemployment. When this point
was reached, the scales of benefit might be raised or contribu-
tions might be lowered, so that the contributions and benefits
balanced for a 10 per cent, volume of unemployment; and
when unemployment had been reduced to this figure the
scheme might be altered to itsfinal form.

This method of financing consumers credits has two
advantages. In the first place, it gives money income in a
time of ssump to those who need it most, and in the second
place, it provides an automatic guide to determine when
consumers credits should be paid. We shall arguein Chapter
VIl of this Part that the whole object of monetary policy
should be to reduce unemployment to and maintain it at a
certain 'standard’ volume; and this scheme automatically
distributes consumers credits to the unemployed when
unemployment is above the 'standard’, and automatically
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draws in notes from those employed in industry and cances
them when unemployment falls below this 'standard'.

On the other hand, this scheme has one disadvantage. It
is true that with this scheme a labourer's income and ex-
penditure would not be much reduced if he logt his job,
snce his unemployment benefit would take the place of his
wage. But the scheme does not prevent all reductions in
expenditure on consumption goods, because the income and
expenditure of owners of property may still fall in times of
slump. Suppose that for some reason the total amount spent
on additional capital goods falls off. The growth of unemploy-
ment in the industries producing capital goods will no longer
caue any considerable fall in the workers expenditure on
consumption goods. But the fall in expenditure on capital
goods will also reduce the profits made in those industries,
0 that profit makers will spend less on consumption goods.
This will cause a fall in the incomes of those producing
consumption goods, so that the profits earned in industries
producing consumption goods will also be reduced; and in
consequence these profit makers will in turn restrict their
expenditure on consumption goods.

Thus the scheme which we have just outlined would not
remove all fluctuationsin expenditure on consumption goods,
and it is therefore wor th while outlining a method by which
the state could supplement this scheme. When unemploy-
ment rose above the 'standard’ volume, the government
might reduce the rates of taxation and so increase the
spendable incomes of the taxpayers. The difference between
the government's receipts and expenditure could then be
financed by the sale to the Bank of England of non-interest
bearing securities either for newly created deposits or for
newly issued notes. This would increase consumers ex-
penditure by the reduction of taxation without reducing the
government's expenditure. The new money created by the
Bank of England would be paid by the government for its
normal expenditure to persons who would probably deposit
it in the joint-stock banks, and this would swell the cash
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reserves of these banks and so help with the execution of
the proper banking policy. And conversely when the volume
of unemployment fell below the 'standard’, the government
could levy specially high rates of taxation, the proceeds of
which could be used either to repay any non-interest bearing
debt sold in previous periods to the Bank of England, or, if
such debt were already all redeemed, to build up a balance
of idle money either on deposit with the Bank of England or
in the form of notes. By such means consumers* credits of
any desired magnitude could be administered.

A budgetary policy of this kind suffers from two disad-
vantages. First there is no fool proof mechanism to determine
when taxation should be diminished to allow for a budget
deficit or when taxation should be increased to provide a
budget surplus. With the financing of consumers credits
through the payment of unemployment benefit, the creation
or destruction of consumers' income is automatically brought
about, as unemployment rises above or falls below the
'standard’. Consumers' credits should be financed through
the ordinary budget only if the government is likely to have
the power, intelligence, and courage toraise and to lower rates
of taxation at the appropriate time. Secondly, even if the
government had all the necessary knowledge and power to
carry out the policy, there would with present budgetary
arrangements be a considerable time-lag between the decision
to increase or diminish consumers' income and the full effect
of this decision. If there is an annual budget so that rates of
taxation are adjusted only once a year, and if certain taxes
are paid only once or twice a year, the actual rise or fall in
consumers' income effected by the budgetary policy will be
determined a year in advance. If unemployment rose un-
expectedly, consumers' credits could not be arranged till the
next budget; and if unemployment fell, consumers' income
could not be restricted by this means till the end of the
financial year. The great advantage of the finance of con-
sumers' credits through unemployment assistance is that the
benefits are paid each week and the contributions levied each
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week on the workers employed during that week, so that each
week the volume of consumers credits is automatically ad-
justed to the existing volume of employment.

The only way to overcome the disadvantages of financing
consumers credits through a budget deficit is to discover
some taxes, eg. taxes levied on the sale of commodities,
which canbe collected at frequent intervals. The rates of
these taxes might then be fixed on a sliding scale varyingwith
the per centage of unemployment. For example, in any month
in which therewas 20 to 15 per cent, unemployment the rate
of tax on a particular commodity might be 5 per cent, of
the value of that commaodity, while in_any month in which
there was 15 to 10 per cent, unemployment the rate of tax
might be 10 per cent, of the value of the commodity, and so
on with higher rates of tax for lower volumes of unemploy-
ment. Suppose that according to this scale a rate of tax of
20 per cent, would be levied in any month, when the volume
of unemployment was at its 'standard’ level. In this case an
amount of money equal to the yield of a tax of 20 per cent,
on the value of the commodity would be paid into the
Treasury each month for ordinary budgetary expenditure.
In any month in which the actual rate of tax levied was less
than 20 per cent., the difference could be made up by the
sale of non-interest bearing debt to the Bank of England for
newly created deposits or notes; whereas in any month in
which the actual rate of tax levied was above 20 per cent.,
the excess of tax revenue could be used to redeem any non-
interest bearing debt previously sold to the Bank of England
or to accumulate an idle balance of deposits or notes.

A separate Commission might be st up to administer
a scheme of this kind. It would remain the duty of the
Chancellor of the Exchequer to impose standard rates of
taxation in order to present a 'balanced budget' apart from
borrowing tofinancepublic workson the principles examined
in the last chapter. The proceeds of any taxes which could
be collected from month to month would be paid-direct to
the separate Commission, which in turn would pay to the
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Treasury each month a sum equal to the amount which these
taxes would have yielded if they had been levied at the
standard rate. The Commission would, however, levy these
taxes at a rate which varied with the volume of unemploy-
ment; as the percentage of workers unemployed rose, so the
rate of tax actually levied would fall. In order always to pay
into the Treasury a sum equal to the standard rate of tax,
the Commission would supplement the sums actually raised
in taxation with new deposits or notes created by the Bank
of England against non-interest bearing debt of the Commis-
sion, or would use any surplus to reduce its debt to the Bank
of England or to pile up a balance of idle deposits or notes.
If all the rates of taxes on commodities and all the rates of
weekly contributions by employers and workers for national
insurance schemes were varied on this principle, there would
be a power ful weapon to prevent fluctuations in expenditure
on consumption goods. Such a scheme would be free from
all disadvantages; it would still be necessary for Parliament
to impose standard rates of tax that would balance the budget,
and the actual rates of tax levied would be quickly adjusted
to changes in the unemployment situation.

At the end of Chapter | of this Part we concluded that the
total amount of money spent on consumption goods could
be increased in either of two ways—by an increase in the
total amount spent on additional capital goods unaccom-
panied by any rise in the propdrtion of income saved, or by
a fall in the proportion of income saved unaccompanied by a
fall in the total amount spent on additional capital goods.
It is possible for the state to induce people to spend a larger
proportion of their income. For example, by heavy death
duties or by heavy taxes on the accumulation of capital above
a certain figure the state could make it unprofitable to save
so large a part of income. Moreover, therich save not only
a larger amount, but also a larger proportion of their income
than the poor. For thisreason any increase in the equality of
distribution of income will cause a fall in the proportion of
income saved, by transferring income from those who save
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a large proportion to those who save a small proportion of
it. In Chapter 1V of Part | I | we shall discuss the effect of
different forms of taxation upon the distribution of income
and so upon the proportion of income which is saved. Here
itisonly necessary to point out that by redistributing income
through taxation the state can incidentally control the total
volume of expenditure on consumption goods. If a situation
arises in which there is permanent unemployment, which
cannot be cured by lowering interest rates through banking
policy because no practicable fall in interest rates will stimu-
late sufficient expenditure on capital goods, then the only
permanent cure of unemployment is to reduce the proportion
of income which is saved. In thése circumstances, therefore,
a more equal distribution of income may be necessary, in
order to stimulate expenditure on consumption goods suffi-
ciently to cure unemployment. Whether this situation has
ever arisen can only be discovered by adopting the banking
and public works policies which we have examined in this
Part, and so seeing whether or not they are sufficient to cure
the problem. Methods of obtaining a more equal distribu-
tion of income in order to stimulate expenditure on ‘con-
sumption goods are discussed at length in Part | | |, wherewe
shall examine thisand other reasonsfor redistributing income.



VI
WAGES AND UNEMPLOYMENT

AT the end of Chapter | of this Part it was suggested that
-Hiunemployment might be cured by one of three methods:

(a) by stimulating the total expenditure of the community
on capital development;

(b).by increasing expenditure on consumption goods
without any diminution in expenditure on capital
development; or

(c) by reducing money cogt of production without allowing
any diminution in total money expenditure on capital
goods or consumption goods.

We have now discussed the two first methods;, and in this
chapter we shall discuss the possibility of curing unemploy-
ment by reducing money costs of production. Our discussion
will be confined to reductions in money wage-costs because, as
we shall show, it isthereal wage-rate which isof importancein
determining the volume of employment.

At first sight it seems possible to argue that a reduction
in wage-rates will reduce unemployment because it will make
labour cheaper to the employer, who will therefore employ
more persons. But one might also argue that a reduction in
wage-rateswill increase unemployment, because it will reduce
the purchasing power of labour and thereby reduce the
demand for goods-and so the demand for labour. It is clear
that one at least of these arguments must be wrong, and to
judge between them we must distinguish between the many
meanings of the phrase 'a reduction in wages. For this
purpose a clear distinction must be drawn between— .

1. the money wage-rate,
2. the money wage-bill,
3. thereal wagerate, and
4. thereal wage-bill.
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1. By the money wage-rate is meant the amount of money
.paid to a man for working a particular period of time (e.g. a
week). Thus the money wage-rate may be £2 for a man's
work for a week.

2. The money wage-bill means the total amount paid in
wages in a period of time (e.g. a week). This quantity de-
pends upon the money wage-rate and the number of people
employed. If 10 million people are employed for a week at
a weekly wage-rate of £2, the money wage-bill for the week is
£20 millions.

3. The real wage-rate means the amount of commodities
that can be bought with the money wage-rate, or in other
words, the amount of goods which a man earns for a week's
work. It depends, therefore, upon the money wage-rate and
the price of commodities. It will be doubled by a doubling
of the money wage-rate or by a fall of prices to half their
previous level.

4. The real wage-bill means the amount of goods that can
be bought with the money wage-bill and is equivalent to the
total amount of goods which wage-earners can buy. Thereal
wage-bill will beincreased either by arisein the money wage-
bill or by a fall in the prices at which commaodities can be
bought. -

A 'reduction in wages usually means a reduction in the
money wage-rate, eg. a reduction from £2 to £1 10s. in the
wage paid for one man for a week's work; but it does not
necessarily follow from this that the money wage-bill, the
real wage-rate, or the real wage-bill will fall. Suppose that
there were a reduction in the money wage-rate from £2 to
£1 10s, and that in consequence of this 15 million instead
of 10 million people were employed; then the money wage-
bill would rise from £2x10 millions or £20 millions to
£1Y%x 15 millions or £22% millions. We cannot simply argue
that a reduction in the money wage-rate will cause a fall in
the money income, which wage-earners have to spend; for
if it did cause a sufficient increase in employment, the money
wage-bill would, in fact, increase. But supposethat thereduc-
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tion in the money wage-rate caused an increase in employ-
ment but so small an increase, that the money wage-bill fell;
for example, suppose that in consequence of a fall in the
money wage-rate from £2 to £1 105., employment increased
from 10 millionsto 12 millions, so that the money wage-bill
fell from £2x 10 million or £20 millionsto £1%x 12 million
or £18 millions. It does not follow that the amount of goods
which wage-earners can buy—i.e. the real wage-bill—has
fallen. For a reduction in the money wage-bill from £20
millions to £18 millions represents a 10 per cent, fall in the
money wage-bill; but if the prices of commodities had fallen
by more than 10 per cent., the reduced money wage-bill
could buy more commodities, so that the real wage-bill or the
real demand of wage-earners for commodities would have
risen. And thereis nothing improbablein this; for a reduc-
tion from £2 to £1 10s in the money wage-rate represents a
fall of 25 per cent, and this might be expected to cause some
fall in cogs and prices. It does not even follow that a reduc-
tion in the money wage-rate will cause afall in the real wage-
rate; if prices fell by morethan 25 per cent, when the money
wage-rate was lowered from £2 to £1 10s—though this may
be improbable—the real wage-rate would have risen.

We have not yet proved what will, in fact, be the result of
areduction in the money wage-r ate; we have only shown that
a reduction in the money wagerate does not necessarily
involve areduction in the money wage-bill, thereal wage-bill,
or even in the real wage-rate. We must go deeper into the
connexion between wages and employment; and to avoid
confuson we shall not normally speak of ' wages or 'wage-
rates but of the money wage-rate, the money wage-bill, the
real wage-rate or the real wage-bill. )

The number of men which any producer will employ
depends upon the real wage-rate which he must pay, or in
other words upon thé connexion between the money wage-
rate which he must pay and the price which he can get for
his product. At any given time a producer will have a cer-
tain fixed amount of plant and machinery; 'but with this
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plant and machinery he can produce more or less by em-
ploying more or less labour. Suppose that our producer is
producing boots, that he must offer a money wagerate of
£2 a week, and that he can sdl his boots at 10s a pair. How
should he decide whether it is worth his while employing
more labour? |f he employs another man, his money wage-
bill will go up by £2 a week. If by employing another man
he can add 5 pairs of boots to his output, he would increase
his receipts by 5x 10s. or £2 10s,, snce he can sdll boots at
10s.a pair. In thiscae hewould find it profitable to employ
another man.' If the producer can sell boots at 10s. a pair and
hire labour at £2 a man a week, heis, in fact, paying a real
wage-rate of 4 pairs of boots a week. It will pay him to
employ an extra man only if the employment of an additional
man adds more than 4 pairs of boots to his output since he
will in that case add something to his own income. We have
come to the important conclusion, that the volume of employ-
ment which a producer will give depends upon the real
wage-rate and the extent to which his output would be
increased if he employed one man more.

Thisisaprinciple of such great importance that it isworth
while studying its implications more fully. A producer with
agiven plant and equipment can produce more by employing
more men with it. But after a certain point if he wishes to
produce more, he must employ more men on the same
machine or on parts of his machinery which are not so
efficient as the parts which he is already using; when this
point is reached, the producer may still be able to produce
mor e by employing more men, but will add less to his output
each time he employs an additional man. This isillustrated

in Table [ 1.

! The student of economics will notice that | am assuming 'perfect
competition'. This assumption is made for simplicity's sake and my
conclusions are not greatly affected by it. For, given the productivity
function of labour and the degree of imperfection both in the labour
market and the market for the product, the volume of employment will
be determined by the real wagerate, and this is the point which | am
making. Imperfect competition is discussed below in Part | | .
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TABLE 111
The Average and the Marginal Product of Labour

A B C D I E
Average Margihal
Men Total product of product of § Real
employed product labour labour | wage-hill

10 200 20 . | ..
11 218 198 18 : 198
12 235 19-6 17 204
13 251 193 | 16 208
14 266 19 15 210
15 280 i8-7 14 210
16 293 18-3 13 208
17 305 17-9 12 204
18 316 17'5 1 198
19 326 17+2 10 190
20 | 335 . 16-8 0 180

The figures in column A represent the number of men
employed. Thefiguresin column B represent the number of
pairs of boots produced a week by the firm in question. Thus
we suppose that when 14 men are employed, the output is -
266 pairs. Column C shows the output per man. This figure
we call the Average Product of Labour. Column D shows
the addition to the output which is caused by employing one
more man; this is called the Marginal Product of Labour.
Thus we see from columns A and B that if 13 men are em-
ployed instead of 12, the output will be increased from 235
to 251, an addition to the output of 16 pairs a week. In other
words, the marginal product of the 13th man is 16 pairs of
boots a week, so that the figure 16 is placed in column D
opposite to the figure 13 in column A. _

The figuresin column D are important from the point of
view of the employer who has to decide whether he should
employ more or less men. For an employer will find it worth
his while to employ more men, if the real wage-rate is lower
than the marginal product of labour and to employ less men
if the real wage-rate is above the marginal product of labour.
For the real wage-rate represents the amount of goods which

4284 F
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the employer must pay to hire one more man—although the
payment is made indirectly in the form of a money wage-
rate having this real value; and the marginal product of
labour represents the amount by which his output would
increase if he employed one more man. It will payan
employer to employ another man, only if the resulting addi-
tion to his output—i.e. the marginal product of labour—is
greater than the real wagerate paid to the extra man em-
ployed. If the price of boots is 4s. a pair and the money
wage-rateis £3, the real wage-rate is 15 pairs of boots a week.
We can ssefrom column D of Tablel | | that in these circum-
gtances the producer will not employ less than 13 men—or
he could add more to his output than to his real wage-bill
by employing one more man; nor will he employ more than
14 men—or it would be possible for him to reduce his out-
put by less than his real wage-bill by employing one less
man.

It isthe marginal product of column D and not the average
product of column C, which is important from the point of
view of deciding whether to give greater or less employment.
It istruethat arisein the average product or output per head
in relation to the real wage-rate will increase the total real
profit which employers can make on each man employed.
And this greater profitability of industry may affect the
willingness of the employers to expand their output in the
future by installing new capital equipment. But it has no
effect upon the employer's immediate decison to employ
more or less men with his present capital equipment. What
Is relevant in this connexion is not the absolute size of the
profit being made, but the possibility that this profit could
beincreased by an increase or by a diminution in the number
of men employed. And, as we have just seen, it is the rela-
tion between the real wage-rate and the marginal product of
labour which determines this.

Column D of Table I | | shows that the real wagerate
must fall in order that more men shall be employed, because
an increase in the volume of employment causes the marginal
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product of labour to fall; but it does not follow that the real
wage-bill will necessarily fall as well. The figures in column
E represent the figuresin column A multiplied by the figures
in column D. We can s from Table 11| that if the real
wage-rate is 18, n men will be employed, since we have just
shown that labour will be employed up to the point at which
the marginal product of labour is equal to the real wage-rate.
The real wage-bill isthe total amount of goods paid in wages,
and in this case will be11 X 18. This figure, 11 X 18 or 198,
is shown therefore in column E opposite to the figure 11 in
column A. -Each figurein column E shows the real wage-bill
that will be paid to the number of men shown in column A
at a real wage-rate equal to the marginal product of labour
shown in column D. At firstin our illustration as the real
wage-rate is lowered (e.g. from 18 to 17) the total amount of
goods paid in wages rises (e.g. from 198 to 204 pairs of boots
aweek). Inthis case the reduction in the real wage-rate will
be more than counterbalanced by the increase in the volume
of employment that would result from it. But after a certain
point in our illustration a reduction in the real wage-rate
will more than offset the increase in employment caused by it,
and the real wage-bill will fall. Thus if the rea wage-rate
is reduced. from 13 to 12, employment will increase from
16 to 17; but thiswould cause afall in the.real wage-bill from
208 to 204.

It is probable that in a depression a reduction in the real
wage-rate would cause arise in the real wage-bill. We know
from statistical information that during the depression be-
tween 1929 and 1932 money wagerates fell much less
severely than commodity prices. This meant that the real
wage-rate had risen; and as we should expect, there followed
areduction in employment. At the bottom of the depression
the real wage-rate was higher than before, so that the man
who could still find a full week's employment got more for
it in real goods than before the depression. But the reduction
in employment had been so considerable, that the real wage-
-bill, i.e. the total amount of goods that wage-earners could
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buy, had fallen heavily. It is reasonable to argue from this
that the opposite process may be expected in a recovery; as
prices rise more quickly than money wage-rates, the real
wage-rate will fall and employment will rise. But just as a
rise in real wage-rates was accompanied by such a fall in
employment during the slump that the total real wage-bill
was reduced, so we may expect a fall in the real wage-rate
during recovery to be accompanied by such an increase in
employment that the total real wage-bill will be increased.
If employers always adjust their present demand for |abour
in such a way that the real wage-rate is neither below nor
above the marginal product of labour, it follows that, if
employment of labour is left in the hands of private enter-
prise, there are only two ways in which the number of
persons employed can directly be made to increase. Either
the marginal product of labour must rise or the real wage-rate
of labour must fall. It isimpossible to increase the marginal
product of labour at will; for the marginal product of labour
depends upon the efficiency of the management of the firm,
the amount and form of the equipment with which labour
has to work, and the technical knowledge and skill both of
the workers themselves and of those who are managing the
firm. These things may change relatively slowly, but obvi-
ously they cannot be made to change immediately and rapidly,
simply to absorb the unemployed. The marginal product of
labour will be increased by any addition to the capital equip-
ment installed, since this will increase the importance of
having more labour to operate it. The marginal product of
labour will rise as labourers themselves increase their skill
and ability through obtaining better education, training, or
upbringing. Mosttechnical inventionswill raisethe marginal
product of labour, though it is possible that some inventions
! Even if industry is socialized, reasons are given in Part | |, Chapter
VIIl, and Part 1V, Chapter |1, for believing that the state should con-
tinue to pay labour a real wage-rate equal to its marginal product. In
Part | | I , Chapter V, suggestions are made to enable a socialist state to

meet the problem of an equitable distribution of income, even if this
principle of wage payment were adopted.
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enable capital equipment to be used in such a way that,
although there is a rise in the total output produced by a
given number of men with a given amount of capital, yet the
importance of having one more man at work is actually
reduced. Over any period of time, in which capital develop-
ment and technical inventions are taking place, the marginal
product of labour will almost certainly be rising. And this
means that over a period of years more labour could be
employed without a fall in the real wage-rate, or that a rise
in the real wage-rate could take place without a fall in the
volume of employment.

But at any one moment of time the marginal product of
labour isgiven and cannot be immediately altered. In order,
therefore, to increase immediately the volume of employment
by an appreciable amount, the real wage-rate must be re-
duced. But the real wagerate may be reduced either by
a rise in the price of commodities or dse by a fall in the
money wage-rate unaccompanied by a corresponding fall in
prices.

What has been said in this chapter may seem unconnected
with, if not contradictory to the arguments of Chapters | to
V| . But thisisnot thecase In Chapters |l to VI we were
discussng methods whereby the total amount of money
spent on commodities might be increased—i.e. by a lowering
of the rate of interest or by increased public works expendi-
ture or by consumers credits. This increased expenditure
of money on commodities will raise the price of commodities,
and this—provided that the money wage-rate is not raised—
will lower thereal wage-rate, which will cause employment
to increase. Thus the methods discussed in Chapters |1 to
VI all turn out to be methods of lowering the real wage-rate;
what we have now to discuss is whether a reduction in the
money wage-rate will have the same effect. Whether a reduc-
tion in the money wage-rate will cause an increase in employ-
ment depends upon whether it will cause the real wagerate
to fall. Thisis the precise questlon to which we must now
turn our attention.
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L et us suppose that all money wage-rates are reduced by
10 per cent. If in consequence of this all prices fell by 10
per cent., there would be no change in the real wage-rate;
since employers would be paying a man 10 per cent less
money but would at the same time be receiving 10 per cent,
less for their product, the number of men employed would
remain the same. But if, when the money wage-rate fell by
10 per cent., the prices of commodities fell by less than 10
per cent., then thereal wage-rate would fall, and employers
would employ more men. We can best se what would
happen if all money wage-rates wer e reduced by 10 per cent.
by supposing that, in consequence of this, commodity prices
alsofell by 10 per cent., and then askingwhether theresult is,
in fact, a possible one or not. |If both money wage-rates and
money pricesfell by 10 per cent., there would be no change
inthereal wage-rateand ther efore no changein employment
and no change in the output of commodities. The money
wage-bill would alsofall by 10 per cent., sncethesamenum-
ber are employed at a money wage-rate reduced by 10 per
cent; but the real wage-bill will be unchanged, since the
the same number are being employed at the same real wage-
rate. The money incomes of the dasses other than wage-
earnerswould havefallen by 10 per cent.; for sincethe same
output of commodities is being sold at 10 per cent, lower
prices, 10 per cent, lessmoney is being spent on commodities
asawhole. But since the money wage-bill has been reduced
by 10 per cent., 10 per cent, less money isleft over to go as
income to the other dasses of income receivers. Nevertheless,
thereal income of these dasses would be unchanged, because
the price of commodities has fallen by 10 per cent, at the
sametimethat their money incomes havefallen by 10 per cent.
We reach the important conclusion that if a 10 per cent,
reduction in money wage-rates caused a 10 per cent, reduc-
tionin prices, therewould benochangein output or any on€'s
real income, but that all money incomesaswell as all money
priceswould be 10 per cent, lower.

But if money incomes, money expenditures, and all money
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pricesfell by 10 per cent., people would need to hold 10 per
cent, less cash in their pockets and 10 per cent, less money on
deposit with the banks. Similarly, each busnessfirm would
need to hold 10 per cent, less money againg its ordinary
transactions. If then areduction of 10 per cent, in the wage-
ratedid causea 10 per cent, reductionin all prices, thiswould
cause a 10 per cent, superfluity of cash and deposts held for
the purpose of carrying on ordinary day to day transactions.

What would people do in these circumstances? First of
all they might deposit some of the now superfluous cash with
their banks. But thiswould only increasetheir depositswith
the banks still further, and, aswe have seen in Chapter | | | of
this Part, would cause the banks to increase their deposit
liabilities by lending more or by purchasing securities. In as
far as people were holding more deposits than they needed
for ordinary busness purposes, they would probably invest
some of their depositsin securities. This purchase of securi-
ties by the banks and by members of the public would drive
up the price of securities and so lower the rate of interest,
until other people werewilling to sell these securities and to
hold idle deposits instead of them. In other words, the 10
per cent, superfluity of cash and depositswould causetherate
of interest to fall, and this, as we have seen in Chapter | | ,
would cause an increased money expenditure on commodities.
Prices would therefore rise again, if they had at first fallen
by 10 per cent, in consequence of the 10 per cent, reduction
in money wage-rates. This secondary rise in prices would
cause some increase in employment, because prices would
have fallen less than money wage-rates.

A 10 per cent, fall in all money wage-rates will therefore
have the same effect on employment as an increase in the
amount of money. But there are reasons for preferring the
methods outlined in Chapters| | | to VI for curing unem-
ployment to the method of reducing money wage-rates.
First, we have seen that a reduction in money wages will
cause an increasein employment only becauseit will make some
cash and deposits superfluous and so cause a fall in the rate
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of interest. This indirect effect on the rate of interest may
take some time to make itself felt. 1t will not operate until
people realize they are hol ding superfluous balances of money.
It is therefore better to operate on the rate of interest
directly, by the monetary means discussed in Chapter |1 1.
Secondly, there are serious practical difficulties in reducing
money wage-rates. Money wage-rates are fixed for fairly
long periods of time by Trade Union agreements or by the
regulations of state bodies such as Trade Boards or Agricul-
tural Wage Boards. It is practically impossible to reduce
money wage-rates by a given percentage in all industries at
once. To do thisas an indirect means of reducing the rate of
interest, when the rate of interest can be reduced directly
by monetary action, isabsurd. Thirdly, there are many other
payments which arefixedin terms of money for long periods.
These fixed money charges will become more onerous, if
money prices fall. Thus the payment of interest on the
national debt and the payment of interest by industrial
companies on debentures is fixed in terms of money. If
prices fall by only 5 per cent, when the money wage-rate is
reduced by 10 per cent, this will certainly cause a reduction
in the real wage-rate and so an increase in employment. But
higher rates of taxation will have to be levied on the reduced
money incomes in order to meet the interest on the national
debt. Interest payments on debentures will also become
more burdensome. Normally afall in money pricesandin all
other money costs would merely cause a transference of real
income from the owners of ordinary shares, who are entitled
to the remainder of an industry's profits, to the owners of
debts fixed in terms of money; for if the total money profits
of an industry fall by 10 per cent., and if some persons must
be paid fixed sums of money out of the reduced profits of the
industry, the money income of the owners of ordinary shares
will fall by more than 10 per cent. But if the total amount of
debt fixed in money terms is large, areduction in all money
prices and other money costs by 10 per cent, might make it
impossible for the industry to meet its debts. In this case
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some firms may be driven into bankruptcy. |f extraemploy-
ment is given by raising the price level without any change in
the money wage-rate, by the means discussed in Chapters
11 toVI, thiswill aso reduce the real burden of debt in
terms of commodities. Nor is this necessarily unfair to the
owners of debentures and government securities; for a time
of depression and of heavy unemployment is always one in
which prices have fallen because of the falling off in monetary
demand. To raise prices again is not to rob those who
receive fixed money ificomes; it merely prevents them from
enjoying the unexpected increase in the real purchasing power
of their incomes, which has been caused by the fall in prices.
Fourthly, although the effect of a reduction in money wage-
rateswill in the end cause pricesto fal less than money wage-
rates so that there is some increase in employment, yet there
will be some fal in prices;, for otherwise money balances
would not become superfluous and there would be no fall in
interest rates to stimulate employment. While this fall in
prices is taking place, every one will have an incentive to
hoard money and to sell goods, which are falling in money
value. For this reason money balances may not at first be
considered superfluous, and interest rates will not fal until
after the fall in prices has continued for some time. For this
reason reductions in money wage-rates are slower than direct
banking action in their effect upon the rate of interest and so
upon the volume of employment. For the reasons discussed
above it is better not to rely on reducing money wage-rates
but on the methods suggested in Chapters I 11 to VI to give
employment. But we may conclude from this discussion
that Trade Unions and Trade Boards in regulating money
wage-rates should not attempt to increase employment by
increasing money wage-rates in the belief that this increases
purchasing power. This view is fallacious. If industry is
left to individual enterprise, an immediate increase in em-
ployment must be accompanied by a reduction in the real
wage-rate; and for this reason money wage-rates must not
be raised in an attempt to offset every rise in commodity
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prices. In Part | I I we shall examine methods by which
inequitiesin the distribution of income can berectified with-
out raising real wagerates above the level required to
maintain full employment; and in the next chapter we shall
discuss the proper policy to be adopted by those who are
responsible for the fixation of money wage-rates.



VI
THE PROPER CRITERION OF POLICY

E have shown certain ways in which the total money

demand for commodities may be increased in order
to absorb unemployed labour. We are now in a position_ to
explain what are the safe limitsto which a policy of expansion
can becarried.

The representatives of labour—whether they be the in-
dividual labourers themselves, trade union officials, or mem-
bers of wage boards—can only demand a higher or consent
to a lower money wage-rate, though they intend thereby to
raise or lower the real wage-rate. The workersin any trade
are likely to demand a higher money wage-rate if the real
wage-rate in that trade is low or if the amount of unemploy-
ment in that tradeissmall. For the lower thereal wage-rate,
the greater will be their insstence that wage-rates shall be
raised; and the smaller the volume of unemployment, the

“smaller will be the pressure of unemployed workers seeking
jobsin thetrade, and so the greater will bethe ability of those
already employed in the trade to insist successfully upon a
higher wage-r ate.

Suppose that by means of the measures already discussed
total money expenditure on goods, and so the price of goods,
were greatly and rapidly raised, so that in consequence there
were such a fall in the real wagerate that all the unem-
ployed were drawn into employment. Sincethe reductionin
real wage-rates and in unemployment would be very great,
workers would probably insist on higher money wage-rates
in an attempt to raise their real wagerates again. If the
workers succeeded in raising real wagerates—i.e. if the
monetary policy adopted did not allow a further rise in
commodity prices—unemployment would grow again. |If,
on the other hand, afurther expansion of the money demand
for commodities were allowed so that commodity prices rose
asrapidly asmoney wage-rates, unemployment would not rise
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again. But in this case workers would not have succeeded
in raising real wage-rates. Still higher money wagerates
would be demanded, and a still further rise in commo-
dity priceswould be necessary to avoid unemployment. To
reduce unemployment to a very low level by the expansion
of the money demand for commodities might therefore in-
volve an inflation of money incomes and prices, proceeding
with ever-increasing rapidity, since all the time workers
would be raisng money wage-rates in a vain effort to raise
real wage-rates.

An expansion of money incomes and prices cannot be
dangerous, until it reducesthereal wage-rate and thevolume
of unemployment to the point at which the general level of
money wage-rates begins to rise. But even if the policy of
monetary expansion is carried somewhat beyond this point,
there is no danger. We have already seen that as capital
development takes place, the marginal product of labour will
rise gradually. If thevolume of unemployment isreduced by
monetary expansion to the point at which money wage-rates
begintorise(but no more quickly than thegradual riseinthe
marginal product of labour dueto capital development), there
will be no need for a continuous rise in commodity pricesto
maintain the existing volume of employment. For if the
mar ginal product of labour isrisingby 2 per cent, per annum,
thereal wage-rate paid to labour will berising by 2 per cent,
per annum without any diminution in the volume of employ-
ment; and money wage-rates may therefore rise by 2 per
cent, per annum without any rise in the money price of
commodities becoming necessary to prevent the growth of
unemployment.

An estimate should therefore be made of the rate at which
the marginal product of labour is likely to rise because of
capital development. Thiscan serveasapractical criterion
of policy. Thetotal money demand for commodities should
be raised so long as money wage-rates are rising less quickly,
and a policy of contraction must be adopted as soon as money
wage-rates are rising at an appreciably greater rate. In
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Chapter VI proposals were made for the financing of un-
employment benefit by new money when unemployment
was above the 'standard’ volume. This volume we have now
defined precisely. Unemployment is of the Standard' size
when it has been just sufficiently reduced for money wage-
rates to start rising at the same rate as the marginal product
of labour.

There are certain ways in which this 'standard’ volume of
unemployment may itself be reduced, though it is not
possible for it to disappear completely. In any modern state
inwhich industrial progress and change is taking place there
is bound to be some unemployment. The consumers' demand
for different commodities will change from time to time, and
inventions will take place, which will cause some industries
to expand and others to contract. For reasons of geographic
location, specialized training, and lack of knowledge of
opportunities, labour will take time to shift from contracting
to expanding industries, and, at any one time, some labour
must be unemployed. A very great rise in total money de-
mand and consequently in all money prices would be neces-
sary to provide full employment in the specially depressed
and contracting trades; and for this reason the general level
of money wage-rates would start to rise very rapidly, if an
attempt were made by monetary expansion to reduce unem-
ployment literally to zero.

But, inthefirst place, it is possible to improve the organiza-
tion of the labour market so that any labourer moving from
alow paid to ahigher paid occupation can find an appropriate
job, learn anew trade, and moveto anew district morequickly.
Some reference is made to measures of this kind in Part 11,
Chapter V I'| (p. 173). If this is done, a smaller volume of
unemployment would be necessary to exert a given down-
ward pressure on money wage-rates in the trades and occu-
pations into which labour is moving, and the 'standard'
volume of unemployment would be reduced: Secondly, those
responsible for fixing money wage-rates must realize that an
immediate and considerable diminution in unemployment
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must be accompanied by afall in thereal wage-rate. |f money
wage-rates are pushed up in spite of considerable unemploy-
ment, then the 'standard’' volume of unemployment will be
high. The 'standard’' volume of unemployment will be con-
siderably reduced, if those who are responsible for fixing
money wage-rates refrain from demanding a rise in wage-
rates as long as there is any considerable unemployment.

It is for this reason that the payment of unemployment
benefit on too generous a scale may cause unemployment.
It is sometimes held that it causss unemployment, because
it makes the unemployed unwilling to work; but even if this
were S0, there is an easy remedy. If the benefit cannot be
claimed by any one who refuses a suitable job, and if the
Employment Exchanges are made to work efficiently as Em-
ployment Exchanges, so that they can always tell the worker
when there is a suitable vacancy, there is no danger that a
worker will live in idleness when he might be working. But
it may raise the 'standard’ volume of unemployment by
making those who are responsble for the fixing of money
wage-rates more insistent upon raising money wage-rates,
even though there is considerable unemployment; for the
higher the scale of unemployment benefit, the less will those
in work be concerned with the volume of unemployment
when they consider their demands for higher money wages.

In Chapter VI of thisPart it was suggested that a generous
scale for unemployment benefit should be adopted in order
to prevent the demand for consumption goods from falling
off, when unemployment rose; and the higher the rates of
unemployment benefit, the mor e effective this scheme would
be. Thedoctrine of "Work or Maintenance'—i.e. the prin-
ciple that a man who is unemployed through no fault of his
own should be maintained at a standard as high as hewould
obtain in work—is both equitable and also desirable for the
purpose of maintaining the demand for consumption goods.
Nothing gstands in the way of the principle except, that it
might increase the tendency for money wage-rates to be
pushed up in spite of heavy unemployment. It is therefore
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of the utmost importance that those responsible for fixing
money wage-rates should not insist upon raising them so
long as there is any substantial volume of unemployment,
but should rely on the measures suggested in Part 111 to
obtain amore equitable distribution of income.

We have shown on what principles a Standard' volume of
unemployment may be estimated, and have argued that when
unemployment differs from this a policy of monetary ex-
pansion or contraction should be adopted to bring the volume
of unemployment back to this 'standard' level; but we have
not yet shown how quickly unemployment should be brought
back to thislevel. If the 'standard’ volume of unemployment
is 500,000 and the actual volume of unemployment is
1,000,000, a policy of expansion should be adopted. But
should the authorities attempt to reduce this 1,000,000 to
500,000 in the course of a year or in the course of fiveyears ?
Just as there are dangers in expanding beyond a certain
point, so there are dangers in expanding too quickly up to
that point. If an attempt is made by monetary expansion to
reduce unemployment rapidly, there will be a rapid rise in
prices which must cease as soon as unemployment has been
sufficiently reduced. But it is extremely difficult to stop a
rapid rise of prices without a subsequent fall in prices and a
regrowth of unemployment. As long as the monetary ex-
pansion continues, the price of consumption goods and of
capital goods will be rising; and as industry is becoming
more profitable, the price of ordinary shares will rise. This
upward movement of prices itself provides a strong incentive
for increases in expenditure. When prices are rising no one
will desire to hold money, but rather to hold goods or securi-
ties, since, if bought and held for a time, they can be sold
for amoney profit. Every business concernwill have a strong
incentive to speed up expenditure on capital goods, which
will be more expensive in the future; merchants will increase
their stocks; business concerns will increase their holdings
of raw materials; and private individualswill desireto hold
ordinary shares rather than money, and may even speed up
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their expenditure on such durable consumption goods as
motor-cars in anticipation that they will be more expensive
in the future.

If the rise in prices is rapid, a great deal of expenditure
will be undertaken solely because prices are rising; and if the
rise in prices stops suddenly, all this expenditure will aso
stop suddenly. This cessation of expenditure is likely to
cause the total value of monetary expenditure not only to
stop rising but actually to fall. But if the total expenditure
falls, prices will begin to fall and unemployment will grow.
As soon as prices beginto fall, peoplewill have every incen-
tiveto postpone expenditure and ageneral slumpwill be hard
to prevent. This difficulty can be avoided if prices are
allowed to rise only slowly, and if this rise in prices becomes
gradually less and less rapid, until the point is reached at
which unemployment has been reduced to the 'standard'
volume. For in this case there will be no very great volume
of expenditure being undertaken solely because prices are
rising, and, in so far as such an incentive for expenditure does
operate, it will be gradually and not suddenly removed.

But there is a second reason why such a policy of moder-
ately slow expansion at an ever-diminishing rate is necessary,
if a subsequent slump is to be avoided. There are, broadly
speaking, two reasons why new capital goods are purchased.
In thefirst place, producers may instal machinery of the same
character as the machinery which they already possess,
because they are employing more labour and wish to equip
the new labour with the same capital equipment as the labour
already employed. Secondly, producers may instal machinery
of a new type, because they find it profitable to employ a
larger proportion of capital to labour. If the demand for
consumption goods is increasing and there is unemployed
labour to be absorbed, machinery of the old type will be
demanded to equip the newly employed labour, even if there
is no fall in the rate of interest at which money can be
borrowed for capital development. For therising demand for
consumption goods itself will make it profitable to expand
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productive capacity. |If, however, the demand for consump-
tion goods is not expanding rapidly there will be a demand
for more capital goods only if it becomes profitable to
substitute capital for labour, i.e. to produce by new methods
of production with alarger proportion of capital equipment
to labour. Such an incentive can be provided only by a fall
in the rate of interest, which reduces the cost of using
capital relatively to the cost of employing labour.

If, therefore, the demand for consumption goodsis allowed
to increase rapidly in order to reduce unemployment rapidly,
therewill at first be alarge demand for capital equipment of
the old typeto equip the newly employed labour. Butassoon
as the demand for consumption goods is no longer allowed
to rise rapidly, the demand for capital goods of the old type
will disappear. For this reason as soon as the rapid increase in
money expenditure were stopped, the greater part of the exist-
ing expenditure on capital development might cease; andthis
in turn would cause a fall in employment in the industries
producing capital goods, in the price of capital goods, and in
the incomes of those producing them. Thisin turnwould
cause afall in expenditure on consumption goods, and so a
fall inemployment and pricesintheseindustriesaswell. The
cessation of a rapid expansion would itself have led to a
contraction in money expenditure and a general slump.

As soon as the demand for consumption goods is no longer
allowed to expand rapidly, the demand for new capital goods
can be maintained only if the monetary authorities bring
about so rapid and considerable afall in the rate of interest
that a demand for machinery of new types is developed,
equal in magnitude to the existing demand for machinery,
which depended upon the continuation of the rapid expan-
sion in the demand for consumption goods. But for reasons
that we have already discussed such a possibility is remote.
The banks cannot immediately reduce interest rates, if people
do not expect interest rates to fall; and in any case the banks
canonlyindirectly affect therate of interest onindustrial secu-
rities, since the banks will, in the main, purchase government

4284 G
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~ securities and will directly reduce theyield only on this type
of security. But even if interest rates do fall promptly, pro-
ducers cannot suddenly realize what new types of machin-
ery have become profitable or make their plans for such
alterations in their methods of production. If there is any
delay in turning from a demand for machinery of the old
type to a demand for new types of machinery, therewill be a
fall in total expenditure on capital goods and a slump will not
have been prevented.

This difficulty can be avoided if unemployment is ab-
sorbed at a relatively dow and ever-diminishing rate, as the
‘standard’ volume of unemployment is approached. If the
demand for consumption goods and so the demand for labour
is never allowed to expand at arapid rate, therewill never be
a very large demand for capital of the old type to equip the
newly absorbed labour; and from thevery start a considerable
proportion of the total demand for capital goods will have
to be induced by a falling rate of interest giving an incentive
to increase the proportion of capital to labour. |f, moreover,
thereis a gradual reduction in the rate at which the demand
for consumption goods is allowed to expand, the demand for
old types of machinery will gradually fall off, and the fall in
therate of interest need be only gradually accelerated. There
will be no point at which a sudden fall in interest rates is
necessary in order to stimulate a sudden increase in the de-
mand for new types of machinery.

These considerations lead to a simple criterion for the
proper rate of monetary expansion. Suppose that there are
1,000,000 unemployed in excess of the 'standard* volume.
Ifin every year 10 per cent, of the existing volume of unem-
ployment is drawn into industry, the actual numbers drawn
into industry each year will gradually diminish. In the first
year 100,000 will be absorbed, in the second year 90,000, and
soon, so that year by year the number absorbed will gradually
diminish. We may conclude that the 'standard’ volume of
unemployment should be estimated, and that according as
actual unemployment is greater or less than this, a policy of
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monetary expansion or contraction should be adopted. Any
expansion should, however, be controlled in such a way—
through thecontrol of interest rates, of public worksexpendi-
ture, and of consumers credits—that in each year a certain
per centage (e.g. 10 per cent.) of any excessof unemployment
abovethe'standard* isabsorbed intoindustry. By this means
it can bejudged not only whether a policy of expansion or
of contraction should be adopted but also whether the rate
of expansion or of contraction should be altered.



I X

OTHER METHODS OF REDUCING
UNEMPLOYMENT

N Chapter V 1| of this Part (pp. 68 and 69) it was stated

categorically that in a competitive economic system
employment could not be immediately increased without an
accompanying reduction in the rea wage-rate; and it was
implied that any reduction in unemployment must be accom-
panied by areduction intherea wage-rate. Neither that state-
ment nor that implication were altogether correct. It is the
purpose of this chapter to discuss measures by which the
date may cause an immediate reduction in unemployment
unaccompanied by areduction in the real wage-rate. These
measures can be divided into three groups:

(@ the restriction of hours of work in order to share a
given amount of work among a larger number of
persons,

(b) the removal of men from the labour market, and

(c) the removal of taxes on employment or the subsidiza-
tion of employment.

Thefirst two of these methods attempt to reduce unemploy-
ment without increasing employment, i.e. to reduce the
number of hours a day or the number of yearsin his life for
which a man seks employment, so that even if no greater
total amount of work is done there will a any time be less
people seeking work.

Since our present object is to show how unemployment
may be reduced without any fall in the real wage-rate, it is
convenient to assume that a positive monetary policy is
adopted by means of which the price level of commodities
Is kept constant. Thisinvolves the assumption that, by means
of banking control over interest rates and of public control
over public works expenditure and consumers credits, the
total volume of money expenditure is so adjusted that no
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rise or fall isallowed in the general level of commaodity prices.
If thisis done, real wage-rates will vaiy directly with money
wage-rates;, and we can therefore sate our present problem
by asking whether unemployment can be reduced without a
fall in the money wage-rate. But throughout this chapter it
must be carefully remembered that the measures discussed
may of themselves cause some change in the total money
demand for goods and so in the general level of commodity
prices; weare, in fact, assuming that a deliberate and success-
ful monetary policy is being pursued, which offsets any such
effect of the measures discussed. We are making this assump-
tion solely to simplify our investigation; it is not suggested
that the stabilization of commodity prices is the correct
criterion of monetary policy.

In discussing the restriction of hours of work as a means of
curing unemployment we must first differentiate between the
hourly and the weekly wage-rate. If a man is paid £2 for a
week's work of 40 hours, he is being paid a money wage-
rate of 1s. an hour. If the hoursof work are reduced to 30 a
week, hisweekly money wage-ratewill fall to £110s. provided
the hourly money wage-rate is kept constant, or the hourly
money wage-rate will rise to Is. 4d. if the weekly money
wage-rate remains £2. |f, as we are assuming, the price level
of consumption goods is kept constant, in the first case the
hourly real wage-rate and in the second the weekly real wage-
ratewill remain unchanged.

Secondly, it must be decided how the hours worked in a
week are to be cut down. Should the length of the working
day be reduced ? Or should the working day be as long but
the number of days worked by each man be reduced ? Or
should a larger number of shorter shifts be worked each day,
sothat theworkingday of thefactory remainsthe sasmethough
the working day of each man is reduced ? These different
methods will affect producers cods differently. Those who
areinterested in thisproblem arereferred to areport by the
International L abour Office on Hours of Work and Unemploy-
ment published in 1933. To simplify the issues we shall
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suppose that the hours worked each day are unchanged, but
that the average weekly hours are reduced by giving each
man a complete day off every now and then. Thus suppose
that the weekly hours are reduced from 48 a week to 40. . If
a 48-hour week were made up of 6 working days of 8 hours,
and this was then reduced to a 40-hour week, the working
day might still be 8 hours and the factory might still be open
for 6 daysin the week, but every individual man would only
work 5 days out of 6. By arranging that out of every 6 men
employed each man takes a day off each sixth working day,
the weekly hoursworked may be lowered from 48 to 40, and
by means similar to these the average working hours may be
reduced in any degree desired.

If all the men employed are of equal efficiency, areduction
of hours of work of thiskind should make no differenceto the
number of men that will beat work in thefactory at any time,
so long asthe hourly real wage-rate isthe same, If the hourly
real wage-rate, the number of hours worked a day, and the
number of days in the week on which the factory is open, all
remain the same, there is no reason why any change should
take place in the number of men the producer employs at
any one time. He still employs a certain number of men
for 8 hours a day for 6 days in the week, but these men
are not always the same men. |f the hourly real wage-rateis
unchanged, the relation between the money demand price
for his commodity and his money cogtswill not have changed.
The only change will be that instead of 5 men being fully
employed and 1 unemployed, there will be 6 men employed
for 5 out of 6 days. Theweekly real earnings of each of these
men will, however, be only five-sixths of their previous
earnings.

This is a sure method of sharing the same amount of
employment among more people. But if the weekly instead
of the hourly real earnings of labour remain unchanged, the
employer will have to pay the same weekly real wage as
before to 6 men, although only 5 of them will be working
at any onetime. To him thisisequivalent to asimplerise in
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the real wage-rate, and will cause areduction in the number
of men put to work in the factory on each day. But this does
not necessarily mean that there will be an increase in unem-
ployment.

A numerical examplewill makethe differenceclear. Sup-
pose that 500 people are employed in a factory for 6 days a
week, and that thentheworkingweek for each manisreduced
to 5 days aweek with such ariseinthe hourly real wage-rate
that the weekly real wage-rate remains constant. Since the
hourly real wage-rateis raised, there will be some diminution
in the total number of people at work in the factory on each
day in the week. Let us suppose that for this reason the
number at work on each day falls from 500 to 450. In this
case 540 men must be attached to the factory: on each of the
6 days in the week one-sixth of the 540 men or 90 men will
be resting and the remaining 450 will be at work. In this
case although the number of men employed on each day has
fallen from 500 to 450, yet the volume of unemployment
will be reduced by 40, since the number of men attached
to the factory will have risen from 500 to 540. But if the rise
inthehourly real wage-rate, which was necessary to maintain
the weekly real wage, had caused the employer to reduce the
number at work in the factory on each day from 500 to 400,
then the total number attached to the factory would fall from
500 to 480; and the volume of unemployment would rise by
20.

Thus arestriction in hours of work combined with arise
in hourly real wage-rates will reduce the total amount of
work done; but it will decrease unemployment, if the risein
hourly real wage-rates does not restrlct the total volume of
work done beyond a certain point." We may conclude then

L It will be clear to the student of economics that the result will depend
upon whether the elasticity of demand for labour in terms of the hourly
real wage-rateis > or <1. If the elasticity of demand is <1, arisein
the hourly wage-rate will cause the wage-bill to increase. |f the wage-bill
is increased and the weekly wage-rate is unaffected, more people must be
brought into employment. If the elasticity of demand is > 1, the wage-
bill will fall when the hourly wage-raterises, and thereforewith a constant
weekly wage-rate unemployment will be increased.
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that it is always possible to reduce unemployment by a re-
striction of the hours of work without any fall in the hourly
real wage-rate, and that it may be possible to reduce unem-
ployment in this way without any reduction in the weekly
real wage-rate, if the necessary rise in the hourly real wage-
rate does not much diminish the total number of men at
work at any one time.

The second type of state action which will reduce unem-
ployment without afall inthe real wage-rate isthe removal of
people from the labour market. The raising of the school-
leaving age or the payment of pensions to persons at the age
of 60 if they will retire from employment, will reduce un-
employment without afall in the real wage-rate by reducing
the number of the young and of the old, who are seeking
employment. For the volume of employment given depends
upon the real wage-rate and the marginal product of labour.
Without any alteration in either of these quantities and there-
fore without any alteration in the volume of employment
given, these schemes would reduce the number of people
seeking work in the labour market and would so reduce the
volume of unemployment.

This conclusion is, broadly speaking, true, though there
are possible ways in which it may have to be modified. The
financing of the education of thejuveniles or of the pensions
payable to people over 60 might have some repercussions on
the volume of employment given at the existing real wage-
rate. Taxes would have to be raised to finance the extra
education or pensions. If these funds were raised, for ex-
ample, by a tax levied on each worker employed, the net
real wage-rate received by the worker would be reduced
below the marginal product of labour by the amount of the
tax. With such atax, therefore, the real wage-ratewould have
to be reduced to maintain the existing volume of employ-
ment. But if the necessary funds were raised by appropriate
forms of taxation—we shall discuss the different effects of
different taxes at length in Chapter IV of Part I1l—thereis
no reason why the financing of these schemes, even if there
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is no fall in the real wagerate should prevent them from
reducing unemployment by the number of personswithdrawn
from thelabour market.

But there is a second way in which this conclusion may
have to. be modified. These schemes will remove a certain
type of labour from the labour market; the raising of the
school-leaving age, for example, will remove all juveniles of
a certain age from employment. The real wage-rate and the
marginal product of juvenilesisdifferent from thereal wage-
rate and the marginal product of older persons;, and if an
employer isemployingjuveniles for a certainjob, heis doing
so because it is cheaper for him to do so. If all juveniles are
removed from the labour market and if the real wage-rate
of the older persons does not fall, it may not pay theemployers
to substitute unemployed older workers for the cheaper
juveniles who are called to school. In asfar as this happens,
it will be employment and not unemployment that is reduced
by the removal of juveniles from the labour market. It is
conceivable that unemployment will actually be increased
for this reason. For in certain occupations older men may
be employed sde by sde with juveniles, who are alone
capable of undertaking a certain vital part of thejob. If the
juvenilesare now removed from employment, it will not only
be impossible to substitute older unemployed workers for
them, but it will be necessary to throw out of work the older
workers, who were employed sde by side with the juveniles.

But, infact, theremoval of juvenilesfrom thelabour market
will almost certainly reduce the amount of unemployment
at any given real wage-rate. For, in thefirst place, it will re-
move a number of juveniles, who are themselves unemployed.
And secondly, it is, in the vast majority of cases, possble to
substitute older men for juveniles. It may not pay employers
at the current real wage-rate to fill with older men all posts
vacated by juveniles who are kept at school, but it will
probably pay them to fill some of these posts; and only in rare
circumstances will it be necessary to throw older men out of
work, because they can no longer get juveniles to work with
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them. Theremoval of juveniles from the labour market will
increase unemployment, only if the number of older men,
who are thrown out of work because they can no longer get
juveniles to work with them, is greater than the number of
juveniles previously unemployed plus the number of poss
vacated by juveniles and refilled by older men.

Thethird way in which unemployment can be diminished
without any reduction in the real wage-rate is through the
removal of taxes directly levied on employment or through
the subsidization of employment. By these means the real
wage-cost which the employer has to pay for each man em-
ployed may be decreased without affecting the real wage-rate
received by the worker. Suppose that under an unemploy-
ment insurance scheme the employer and the worker have
to contribute Is. each a week. |f the money wage-rateis £2
a week the worker receives only £1 195, since is. a week
is deducted from his wage as a contribution towards the
unemployment insurance fund; while the employer has
to Pay £2 Is for every additional worker, snce he must
contribute is. for each worker employed. This is not only
true of contributions levied for an unemployment insurance
fund, but also of the other contributory insurance schemes
for Health and Pensions, so that at present the amount
levied in respect of each man employed is considerable.
Suppose that the 2s. levied on each man employed for the
payment of unemployment benefit were raised by a different
form of tax, which does not vary directly with the number of
men employed, eg. by a tax on industrial profits. Then the
amount which an employer has to pay for each additional
wor ker would bereduced by 2s. aweek without any reduction
in the amount actually received by each worker, so that it
would pay to employ more men at the same real wage-rate.

But this principle might be extended. Suppose that the
wage-rate is £2 and that the gtate pays a subsidy of 10$. a
week to employers for every worker employed and raises the
funds for this subsidy by a tax on profits. In fact the gate
is giving to employers in the form of the subsidy exactly the
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same amount which it takes from them in the form of the
tax on profits; but nevertheless it will cause an increase in
employment at a given real wage-rate. For each individual
employer knows that for every additional labourer employed
hewill add only £1 10s. to hiscosts. Since the amount which
he must pay in taxation on his profits does not depend upon
the number of men he employs, each employer will take on
another man until the addition to his receipts from the sde
of the extra product has fallen from £2 to £1 10s. Thus the
workers will get a wage-rate of £2, but will be employed up
to the point at which the value of their marginal product is
only £1 105. It is sometimes suggested that for every extra
man employed employers should receive as a subsidy from
the unemployment insurance fund the whole or part of the
amount, which would have been paid to the man, if he were
unemployed. And the argument of this paragraph shows
that such action would cause an increase in the volume of
employment at any given real wage-rate received by the
worker.

There are, however, certain administrative difficulties in
the operation of this scheme. In the first place, if it were
simply stated that for every man employed through the Em-
ployment Exchanges after a certain date, a subsidy of 10s. a
week would be paid, employers would immediately dismiss
men in order to employ them again in the near future to
qualify for the subsidy. Thisdifficulty could be surmounted
in the following way. If the scheme were started in January
1937, an arbitrary date in the past—say January 1936—
would be chosen. Each employer would be told that for
every man employed above the number he was employing
in January 1936 he would receive the subsidy from the
unemployment insurance fund. If this were done, no one
would have an incentive to dismiss men in order to qualify
for the subsidy on a larger number of workers.

There is a second difficulty of the same nature. In order
that the funds paid in subsidy of wages should be most
profitably used, they should be paid only on the wages of
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those workers, who would not have been employed had the
subsidy not been paid. In the course of time some industries
will expand and others will contract, because of inventions
which substitute petrol for coal or motor-carsfor carriages, or
because of changes in taste and fashion, which diminish the
output of crinolines and increase that of hikers shorts.
Further, even if thereislittle change of thiskind within any
sngle industry some firms will decline owing to change of
management leading to decay, while others will expand;
somefirmswill disappear entirely, and otherswill take their
place. For this reason astime goes on there will be less and
less employment in the actual firmsin existence in January
1936—or whatever date is chosen as the fixed reference date
—and mor e and moreemployment will begiven in new firms
or in old firmswhich have expanded since the fixed reference
date, so that a number of employers will qualify for the
subsidy on a large amount of labour, which they would in
any cae have employed. After a considerable period of time
the vagt majority of employment might qualify for the sub-
sidy, which could no longer, therefore, be met out of the
ordinary unemployment insurance fund.

The only way to overcome this difficulty would be to
revise the fixed reference date from time to time. But the
mor e frequently the reference date is revised, the less effective
will the subsidy become. |f, for example, an-émployer was
employing 100 men in January 1936, he might employ no
men in January 1937, because he is promised a subsidy of
10s. a week on each man employed in addition to the number
employed in January 1936. It is possible that in January
1938 little change has taken place in his position and that he
would again be willing to employ 100 men without the sub-
sdy or no with the subsdy of 10s. a week on each of the
additional 10 men. But if the fixed reference date has been
changed from January 1936 to January 1937, he will be
promised a subsidy only on any men he employs in addition
to the no he was employing in January 1937. In these cir-
cumstances he would qualify for no subsidy and would reduce
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his employment again to 100. It is impossible to discover
exactly how many men each employer would have employed
at each date without a subsidy and then to offer the subsidy
on every additional man employed. Somearbitrary reference
date must be taken, and this date must be revised from time
totime, though the schemewill be less efficient than it would
be if all the necessary information could be obtained. But
in spite of these defects a scheme of this kind might be an
important aid in reducing unemployment without reducing
thereal wage obtained by theworkers.

We have seen that it is possble to reduce the volume of
unemployment without a fall in the hourly real wage-rate
by restricting the hours of work worked by each man, by
taking some persons off the labour market, and by removing
taxes on employment or by subsidizing employment. But
there is one important argument against the use of these
methods. In order that people shall be as well off as possible,
they must choose the proper balance between work and
leisure. InPart |V, Chapter I | ,itwill beargued that this
result will be achieved if people are always paid hourly real
wage-rates equal to their hourly marginal product and are
then left free to decide—either individually, or wherethat is
impossible, by the collective decision of their Trade Union
representatives—how many hours they will work each day
and how many days they will work in the course of their life.
There may be special reasons for modifying this rule in
special cases, for instance the school-leaving age may be fixed
by legisation because children are not in a position to choose
for themselves the most desirable balance between real
income from work and the use of leisure in education. But
apart from such exceptional cases we must conclude that
unemployment should be cured by expanding thetotal money
demand. for commaodities through the measures suggested in
Chapters|11 to VI of thisPart, even though thisleadsto some
rise in commodity prices and so some fall in the real wage-
rate. For the proper balance between work and leisure can
be maintained only by removing restrictions on the hours of
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work and the length of the working life, by removmg all
taxes levied on the number of people employed’, and by
refraining from the payment of subsidies to employment [f
then we reect these schemes, we must rely on the other
measures suggested in Part [ 11 to obtain a more equitable
distribution of income.”

' In Chapter-VI of this Part a reformed scheme for the finance of
unemployment benefit was suggested, in which some contributions were
to be levied from the workers and employers for each man employed.
This scheme offends against the rule that no taxes should be levied
directly on employment. But the scheme has. important advantages as a
means of preserving a high level of employment, and these advantages
must be weighed against the disadvantages mentioned in the text.

2 |nPart I' |, Chapter V I |, another way in which employment can be
increased without any reduction in the real wage-rate will be discussed.
In industries in which thé labour market is imperfect, the fixing of wage-
rates by Trade Unions or by Wage Boards will increase employment
without any reduction in the real wage-rate. No exception can be taken
to action of this kind provided that the Trade Unions fix the wage-rate
demanded in such a way that full employment can be attained.



PART 11
COMPETITION AND MONOPOLY

\
THE MEANING OF PERFECT COMPETITION

N Part | of this book we discussed how all the factors of

production may be brought into employment. In this
Part we shall assume that all the factors of production are
employed at making something, and shall discuss how they
may be attracted to the production of those things which
consumers most desire. Our first task is to see what deter-
mines which things will, and which things will not, be pro-
duced in an economic system in which there is competition
between producers and in which property is owned and
economic decisons are made by private individuals.

A great deal iswritten about the advantages of competition.
The theoretical arguments in favour of such a sysem are
strong and must be carefully studied; but most of these
arguments rest upon a tacit assumption that thereis 'perfect
competition' in the economy.- We must, therefore, at the out-
st explain what is meant by perfect competition, in order
to understand the advantages of such a system. In Chapters
IV to VI of this Part we shall study how competition in
the real world departs from the perfection of the theoretic
system discussed in this chapter.

The study of a perfectly competitive system is important
for two reasons. First, it is impossible to understand the
many arguments which are based on the tacit assumption of
perfect competition, unless we know exactly what a perfectly
competitive system implies. But secondly, apart from gaining
an understanding of the text-book system, this study reveals
certain fundamental principles, which it is important to
understand before choosing between different economic
policies.

Economic activity is made up of a process of buying and
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selling commodities and services. These may be bought with
and sold for money or exchanged for other things, i.e. bought
with and sold for other commodities. The price of one thing
is the amount of other things which can be obtained for the
thing sold, and this price is usually expressed in a modern
economic system in terms of money.) Consumers and pro-
ducers buy and sell commodities for money. Labourers and
employers buy and sell the services of labour, and the money
wage-rate isthe price of labour. Lendersand borrowers buy
and sdl the use of a loan of money for a period of time, and
the price of a money loan is the rate of interest, which is paid
for it.
We sy that competition is perfect when two conditions
arefulfilled: :
1. when thereisno artificial restriction upon the movement
of factors of production from occupation to occupation
in search of the highest reward, and P

2. when no single unit of control—i.e. no single individual
or company which is deciding to buy or to sell something
—can by its own action appreciably affect the price of
the thing bought or sold:

1. Thefirst congkion implies that there are no artificial
restrictions prevening labour from moving from a low paid
to a highly paid occupation, or preventing owners of capital
and land from sending these factors to those producers who
offer the highest rate of interest or rent, or preventing pro-
ducers-of raw materials from selling their products to those
who offer the highest price for them, or preventing new
producers from setting up a firm in any industry in which
abnormally high profits are to be obtained, We may give
two examples of the artificial restrictions, which we are at
the moment assuming away. First, a Trade Union or pro-
fessonal body may limit the number of new persons who
can enter aparticular octupation by restricting the number of
apprentices or by charding unnecessarily high entrance fees
to the profession, in order to maintain earningsin the occupa-
tion above the level of earnings in similar occupations.
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Secondly, the state may limit by licence the number of
producers who are allowed to produce a certain commodity

2. The second condition needs more consideration.lt
implies that there is a large number of buyers and a large
number of sdlers, buying and sdling identically the same
article or service and each knowing the price at which others
are buying and sdling An example will make this clear.
Suppose that thereis a large number of independent farmers
producing wheat of a given quality and a large number of
independent consumers of wheat, and that every farmer
knows the price which every consumer is paying and every
consumer knows the price at which every farmer is selling.
The first consequence of these conditions is that all wheat
will be sold at the same price at any given time. For if
different prices were quoted in the market, the farmerswould
&l their wheat only to the consumerswho were offering high
prices, while consumers would buy only from the farmers
charging low prices, and all differences in price would be
abolished.

But the second and more important result of these condi-
tions is tha fio producer or consumer could affect the price
of the commodity by his own individual action. If there is_
a large number of consumers of an article, no single consumer
is purchasing an appreciable proportion of the product,so
that no single consumer can affect appreciably the total
demand for the product by varying his own purchases;” If
there were a million consumers of bread each consuming a
loaf a week, and if one consumer decided to increase his
consumption by 100 per cent, and to consume two loaves
instead of one, the total demand would only rise from
1,000,000, to 1,000,001 loaves a week. This increase in
demand, though by no means negligible from the point of
view of the single consumer, would be negligible from the
point of view of the total demand for bread and would there-
fore exert a negligible effect upon the price of a loaf. Experi-
ence bears out this concluson. No individual consumer of
bread argues that if he increases his demand he will increase

4284 H
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thetotal demand for bread and so raise the price; each decides
how much he will buy at current prices, assuming quite
correctly that his demand being but a drop in the ocean will
have no effect upon the price of bread. The same is true of
the producers of bread. If thereisa large number of them—
say a million producers each producing the same output—a
100 percent, increase in the output of one of them will only
cause a millionth increase in the total supply and will there-
fore have a negligible effect upon it, and so upon the price
of bread. Each producer will decide how much to produce
at the current market price; no one of them will expect
variations in his own supply to affect the market price.!

This principle is true of the market for all commodities
and for all services\ If thereisalarge number of independent
employers and workers, buying and selling labour of the
same efficiency, with knowledge of the wages which other
employers are offering and other wage-ear nersare demanding,
no single employer will be able to affect the wage-rate of this
labour by employing more or less men, nor will any one
worker be able to raise or lower the wage-rate by offering
less or more labour. If thereis a large number of borrowers
and lenders of capital, knowing the rates of interest at which
loans are being made, no one of them alone can affect this
rate of interest by offering to borrow or lend more or less.
This does not imply that if all the buyers of a commodity
decide to buy more of it, or if all the sdlers decide to supply
less of it, the price will not rise;it merely impliesthat in a
perfectly competitive sysem no single buyer or seller will
think that his own action will have any effect on the price of
the commodity.) Nor does this imply that a consumer or
sdller of a commodity will never expect a change in its price.
A farmer in a perfectly competitive sysem will properly
expect a fall in the price of wheat if he thinks that a large
number of farmersarelikely to put morewheat on the market
than before; perfect competition simply implies that no
single farmer will think that he can prevent, or in any way

. affect, this fall in price by restrictii|g his own output.



THE MEANING OF PERFECT COMPETITION 99

We may draw certain important conclusons from this
definition of perfect competition. We may first ak on what
principles an individual consumer will spend his income in
order to get as much out of it as possible, if he knows that
he is unable to affect the price of any commodity which he
buys Suppose that an individual consumer, with given
tastes and needs, has an income of 40s. a week to spend on
commodities, and suppose that there are only two com-
modities on which he can spend thisincome—Iloaves of bread
which cogt 6d. a loaf and tea which cods Is. a pound. (I take
thesefiguresfor their convenience, not for their probability.)
Suppose that he is buying 40 loaves of bread a week at 6d.
each and 20 poundsof teaaweek at |s. apound. Ishegetting
as much satisfaction as possible out of hisincome? It might
at first sight be thought that since he is spending half his
income on each commodity, he will be getting as much as
possible out of hisincome, only if the total satisfaction which
he gets from the 40 loaves a week is the same as the total
satisfaction which he gets from the 20 pounds of tea a week.
But this is not necessarily s0.- Since the price of a loaf of
bread is 6d. and of a pound of tea Is., the consumer can
have 2 more loaves of bread a week if he gives up 1 pound
of tea aweek. He can increase the total satisfaction which he
gets out of his income by buying more bread and less tea, if
the gain from having 42 instead of 40 loaves of bread a week
isgreater than thelossfrom having 19 instead of 20 Ib. of tea
a week, regardless of the total satisfaction which he is at
present getting from the 40 loaves of bread or the 20 |b. of
tea.

Suppose that it does pay him in thisway to spend is. more
on bread and Is. less on tea each week. Will it pay him to
spend still less on tea and still more on bread ? He can still
obtain 2 moreloaves aweek for thelossof 1 |b. of tea aweek;
and it may still pay him to reduce his weekly consumption
of tea by a further pound from 19 to 18 in order toincrease
his weekly consumption of bread from 42 to 44 loaves. But
this transference of expenditure from tea to bread will pay
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him less than before. For the gain from having 44 instead of
42 loaves of bread a week will be less than the gain from
having 42 instead of 40 loaves a week, because the more
loaves he hasthelesswill he want additional loaves; and at the
same time the loss due to having 18 instead of 19 Ib. of tea
aweek will be greater than the loss due to having 19 instead
of 20, since the less tea he has the more will he feel the loss
of afurther pound. At some point, therefore, as he buys more
loaves and lesstea, hewill find that the loss of another pound
of tea a week would be greater than the gain from another
2 loaves of bread a week. At this point he cannot gain by
buying more bread and less tea.

It follows from this that, if factors of production are moved
from producing one commodity to producing another com-
modity in circumstances in which there has been no change
of consumers tastes or needs, the price of the commodity
produced in smaller quantity will rise while the price of that
produced in greater amount will fall. If a certain amount
of tea is being produced and bought by consumers for 1$.
a pound, while a certain amount of bread is being produced
and bought by consumers for 6d. a loaf, consumers will be
buying tea and bread in such amounts that to each consumer
1 Ib. more tea is worth 2 loaves more bread. If now more
tea and less bread are produced, consumers will have to
purchase more tea and less bread. But if they have more tea
and lessbread theimportance of having 1 Ib. moreteawill be
reduced, while the importance of having 1 loaf more bread
will be increased. \ This means that if the tastes and the in-
come of consumers have not changed, an increase in the
total supply of tea will cause a reduction in the price which
consumerswill give for it; on the other hand, a diminution
in the total supply of bread will cause consumers to pay
a higher price for each loaf.

This anglyss is easly extended to cover the realistic case
in which the consumer can choose between a large number of
commodities which are offered in the market at different
prices. The consumer will maximize the satisfaction which
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heobtains from hisincomeif he buys all commoditiesin such
amountsthat the marginal utilities of the commodities arein
‘the same proportion as their pricey Bythemarginal utility
of a commodity is meant the extent to which a consumer's
satisfaction would be increased if he had one unit more of
that commodity; and we have just shown that consumerswill
get the most out of their incomes if they purchase commodi-
ties in such amounts that the proportion between the prices
of any two commoditiesisthe same asthe proportion between
the importance of having a unit more of these same com-
modities.

We can express this same fact in a dlightly different way,
which is simpler for certain purposes. Each consumer
should distribute his expenditure upon different commodities
in such a way that he could not satisfy his needs more fully
by spending is. less on one commodity and Is. more on
another. The amount by which a man's satisfaction is in-
creased if he spends one more unit of money on tea at the
current price of tea may be called the marginal utility of
money_ “spent on téa. We may now restate the condition in
which a consumer will obtain the greatest possble satis-
faction from the expenditure of a given income: he should
spend his money in such a way on the different commodities
that the marginal utility of money spent on each commodity -
isthe,.same.  The importance of having one shilling's worth
rmor eteamust at current prices bethe same astheimportance
of having one shilling'swor th mor e of every other commodity.

We can next discuss the results of perfect competition
upon the conditions of production and sale, and for this
purpose we must distinguish between the average cost of
production of acommodity and itsmarginal cost of produc-
tion. By the average cog is meant simply the cog per unit
of output—including in the cog all the six items enumerated
in Part |, Chapter I, pp. 2 and 3, namely, thewages, interest,
rent, cost of raw materials, cos of maintenance of the capital
equipment, and a sufficient profit to induce the owners and
managers to undertake the effort and risks involved in the
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business. By the marginal cost is meant the amount which
is added to the total costs of a business by producing one
more unit of output. The result of perfect competition is
that the price of each commodity will be equal both to its
average and to its marginal cost of production .

If producers are free to move from one occupation to
another, each commodity will tend to be supplied in such
amounts that its price is equal to its average cost of produc-
tion. If the price offered for a commodity were above its
average cost of production—which includes the 'profit' to
producers necessary to make them continue production—new
producers would enter this occupation in which abnormally
high profits can be made. The total output would increase,
and so the price offered for the product by consumers would
fall. If, ontheother hand, the price offered for acommodity
were below its average cost of production, the existing pro-
ducerswould be making aloss, andwoul d therefore move into
other occupations; and this would continue until the total
output was reduced and the price offered by consumers was
therefore raised as high as the average cost of production of
the commodity.

‘“Two addition§ must be made to this argument. First, it
may appear unreal to assume that if one commodity is being
produced at a loss, there are necessarily others which are
being produced at a profit. May it not be true that in atrade
depression every commodity isbeing produced at acost which
isabovethe priceobtainableinthemarket for that commodity ?
May it not bethat at other times every commodity, or nearly
every commodity, is being sold at a price above its cost of
production? In a depression, therefore, since there may be
no profitable commodities to produce, producers will have
no incentive to turn from the production of unprofitable
commodities; and if all commodities are being produced at
costs lower than the prices at which they.can be sold, new
producers will not necessarily come in to increase the supply
of every commodity which is being sold at aprofit. But we
- are assuming that by the policies suggested in Part | the total
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money demand for commodities in general is properly ad-
justed to their money costs of production; and in this case
if some industries are depressed and making losses, there will
be others that are at the same time more than covering their
cogts of production. The policy of Part | will bring it about
that the whole of industry will neither be making losses nor
profits, while the existence of perfect competition will in
these circumstances ensure that each individual industry is
neither making a loss nor a profit, since therewould otherwise
be an incentive to move from the unprofitable to the pro-
fitable occupations.

Secondly, the shift of producers from industries making
losses to those making profits will not be immediate even in
a perfectly competitive system. Manufacturers will have
invested capital in the form of durable equipment in different
industries, and it is neither possible nor profitable to shift
from one to another more quickly than the capital can be
moved from the first to the second industry. The trans
ference of fixed capital goods such as factories, plant, and
machinery from a depressed to a prosperous industry will
take time, because existing machinery in the depressed
industry takes time to wear out, while new machinery for the
prosperous industry takes time to construct. Let us suppose
that in coal-mining only 2 per cent, and in car manufacture
6 per cent, is earned on capital. It is profitable to shift
capital from the coal-mines to motor-car firms. But in the
coal-mines the capital takes'the form of shafts, trucks, props,
lifts, & c, none of which are of any use in a firm producing
cars. The shift of capital from coal-mining actually takes
place when those who direct the coal-mines refrain from
using money to replace these capital goods when they wear
out, and invest these sums either directly in some other
business or in securities which earn a higher rate of interest.
The actual equipment of the motor-car industry can only
be increased when sufficient time has elapsed for labour,
land, and capital in the engineering trade to produce more
machinery for the use of motor-car manufacturers. But
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though the shift of producers from one industry to another
may take some time, in a perfectly competitive system in
which the factors of production are free to move, the shift
will in the end take place, and all commodities will tend to
be sold at prices equal to the average cos of production.

In perfect competition the price of each commodity will
tend to be equal to its marginal cog as well as to its average
cos of production. In order to maximize his profit each
producer will produce more, so long as what he adds to
his cods by producing another unit—which we call his
mar ginal cog—is less than what he adds to his receipts by
sdlling another unit. In perfect competition no single pro-
ducer can affect the price offered for his product by selling
more, so that by selling an extra unit he adds to his receipts
the price of that extra unit. In perfect competition each
producer of each commodity will therefore extend his pro-
duction, until the price offered for his product is equal to
the amount which he must pay for the additional factors of
production required to produce an extra unit, so that the
price of each commodity will tend to be equal to its marginal
cost of production.

But isit certain that in perfect competition the price of a
commodity can be equal both to its average and toits marginal
cost? An individual unit of production, which we will call
a 'firm', may be too small or too large to be producing in the
most efficient manner. If a firm is too small, it cannot reap
the advantages of 'masS production'. It does not pay to put
in certain efficient types of machlnery, which are large and
costly, unless the output of the firm usmg that machinery is
sufficiently great to ensure that it will be fully used; and once
the machinery has been installed, a large output can be
produced with it without adding to the cogts proportionately,
snce the single block of machinery can serve a large as well
as a small output. Even in occupations in which mechanical
methods are not important, there must be at least one man
with a minimum amount of capital and land, and this 'one-
man firm' can, up to a point, produce morewithout a propor -
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tionate increase in total coss. On the other hand, when firms
become too large, the -average cost of production is likely
to rise because the firms become too unwieldy for a single
management; for some single person must be responsble for
the final decisons and for the co-ordination of the different
branches of every busness unit. At some point after the
economies of large-scale production have been well utilized,
and before the firm has become too large for a single manage-
ment, the average cost of production will be a minimum.
When the output has reached this size, we may say that the
firm is of the optimum’ size.

In perfect competition the individual firmswill tend to be
of this optimum size. If the demand price ruling in the
market were below the average cogt of a firm of the optimum
size, no firm in the industry could cover its cods. Firms
would leave the industry and the total output put on the
market would diminish, until the demand price had risen
to cover the average cost of firms of the optimum or most
efficient size.If, on the other hand, the demand price were
higher than the average cost of a firm producing the optimum
output, firmsin this industry could make a profit over and
above their cogs by producing an output near their optimum
output and sdlling it at a price higher than its cost. In con-
sequence new firms would be attracted to the industry and
the total output would increase, until the demand price had
fallen to the average cogt of a firm producing the optimum.
output.

Perfect competition would therefore cause the price offered
for the commodity to be equal to the cogt of production of a
firm of the most efficient size. Any firm which produced more
or less than this optimum output would make a loss, since
its average cost would be raised above the market price of
the commodity. In these conditions each firm would tend
to be of the optimum size; for only a firm of the most
efficient size could cover its costs.

It can, however, beshown that when afirmisof theoptimum
Size, its average cost will be equal to its marginal cost of
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production. Therelationship between average and marginal
cogts can be explained by means of an analogy. Suppose
that a batsman has a batting average of 20 runs per innings.
If by going in for another inningshebringsthisaverage down,
he must have made a score of less than 20—i.e. he must have
added to his total score up to date a figure less than his
existing average; if he does not change his average, he must
have scored 20; and if he raisesit, he must have scored more
than 20 in the new innings. In the same way suppose a
producer to be producing a certain output at an average cost
of 20s. per unit. If by producing another unit of output the
producer causes the cost per unit of output to fall, he must
have added something less than 20s. to his total coss by
producing the extra unit; if he causes no change in the cost
per unit of output, he must have added exactly 20s.; and if
he causss his average cost to rise, he must have added more
than 205. to his total cost. The marginal cog is only another
term for 'what a producer addsto histotal costs by producing
another unit.'So long, therefore, as a firm's average cost can
e lowered by an increase in output, the marginal cogt is
below the average cost; if a firm's average cost would be
unchanged by an increase in output, :the marginal cos is
equal to the average cost; and as soon as an increase in output
would cause a rise in a firm's average cogt, the marginal cost
is higher than the average cost. A firm is, however, of the
optimum size when its average cost hasjust ceased to fall and
has not started to rise, so that at this point the marginal cost
must be equal to the average cost. And, as we have already
shown that in perfect competition afirmwill beof theoptimum
Sze, we may conclude that in perfect competition firmswill
be of that sze at which the price of the product can be equal
both to the marginal and the average cost of production.

The argument that in perfect competition the price of each
product will be equal to its marginal cost can also be expressed
by saying that each factor of production will be paid areward
equal to the value of its marginal product. We have already
explained in Part |, Chapter V11, what is meant by the
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marginal product of labour. If a producer of boots, by
employing one more man with an unaltered amount of the
other factors, can produce 2 more pairs of boots a day, then
the marginal product of labour is 2 pairs of boots a day.
Similarly, if by employing one more machine with the same
amount of labour and land he can produce 3 more pairs of
boots a day, then the marginal product of a machine is 3
pairs of boots a day. The marginal product of any factor of
production in any industry is the amount by which the out-
put would be increased, if one more unit of that factor of
production were employed with the same amount of the other
factors of production. The value of the marginal product of
any factor is the pric€ at which its marginal product can be
sold in the market; if the marginal product of labour in the
boot industry is 2 pairs of boots and if boots sell at 10s a pair,
the value of the marginal product of labour in this industry
s £1.

If there is perfect competition, a producer will employ
each factor up to the point at which the price which he pays
for the factor of production is equal to the value of the
marginal product of that factor. The reader is referred to
pp. 63-6 of Part I, Chapter V11, for a full discusson of
this point; here we may summarize the conclusion of that
section. What an employer gains by employing another man
is the price at which he can sdl the additional output due to
hisemployment, i.e. thevalueof hismarginal product, lessthe
cog of employing another man, i.e. the wage-rate of labour.
In a perfectly competitive system, therefore, every employer
tends to employ more labour, so long as the wagerate is
below the value of the marginal product of labour, and to
dismiss labour, if the wagerate is above this value. The
same argument applies to land and capital. A producer will,
for example, put in more capital in the form of machinery,
if the annual cogt of interest and maintenance of the machine
is less than the value of its marginal product (i.e. than the
price which he can get for the addition to his output caused
by putting in the extra machine).
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Themarginal product of any particular factor of production
falls as more of it is employed, but rises if there is an in-
creased employment of the other factors with which it co-
operates in production. This fact is of great importance in
the development of our argument. |f a producer has much
machinery and land but little labour, the marginal product
of machinery and land will be small and the marginal product
of labour will be great; for he will be able to add little to his
product by taking on still more machinery and land, but it
will be important to have a larger labour supply to work the
machinery. But if he had much labour and little land and
machinery, the productiveness of another labourer would be
small, as his machinery and land would already be over-
crowded ; while it would add considerably to his product to
take on more machinery and land to employ with his excessive

. labour force. For this reason the marginal product of any
-factor depends not upon the absolute amount of that factor
:employed, but upon the proportion between the amount of
‘that factor and the amount of other factors employed.

We have seen that in perfect competition more of each
factor of production will be employed in each industry until
the reward paid to the factor is as great as the value of its
marginal product. If,therefore, the factorsof production are.
free to move from the occupations in which their earnings
are low to those in which their earnings are high, they will
move from industries in which the value of their marginal
products are low to those in which the value of their marginal
products are high. \This movement of factors will go on so
long asthereisany difference in their earnings, so that perfect
competition will cause the value of the marginal product of
each factor to be the same in every industry. Suppose that
the value of the marginal product of labour is higher in
industry A than in industry B. This meansthat higher wages
will be offered in industry A than in industry B, and labour
will tend to move to industry A. But two things will happen.
In industry A the marginal product of labour will fall as
more labour is employed with the given equipment in that
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industry, and at the same time the price paid for the product
of industry A will fall as more of this product is"produced
and offered for sale. For both of these reasons the value of
the marginal product of labour will fall in industry A. The
opposite will happen in industry B. As labour moves from
that industry and lessis produced there, the marginal product
of labour will rise and the price offered for the product will
rise. There will be a double st of influences lowering- the
value of the marginal product of labour in industry A and
raising its value in industry B, and the movement of labour
to industry A will continue until the value of its marginal
product is the same in each industry.

These conclusions would, of course, be true only if there
were no restriction on the movement of factors of production
between different industries. But even if all unnecessary
restrictions of movement (such as legal restrictions or igno-
rance of the possibilities of moving to a job in which wages
were higher) were removed, an unav0|dable economi¢ cost
may be involved in such movement.® Labour will be attracted
from industry B to indus only if the wage offered in
industry A is so much greater than the wage offered in
industry B that the increas in earnings offsets any cost in-
volved in this movement. Suppose that it costs a labourer
£100 to move to industry A from industry B, because the
change involves a geographical move or the learning of a
new trade. Suppose, further, that the value of the marginal
product of labour in industry A, and so the wage offered in
industry A, is £6 ayear greater than the value of the marginal
product of labour, and so the wage offered to labour, in
industry B. Then the expenditure of a capital sum of £100
on the move would raise his earnings by £6 a year, and this
represents a yield of 6 per cent, on the money invested in the
move. Only if the labourer could borrow money at a rate
of interest lower than 6 per cent, would the move be worth
his while. - We should restate our previous concluson more
accurately by saying that in perfect competition the difference
between the value of the marginal product of any factor of
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production in any two industries cannot remain greater than
the cost of movement of that factor between the two indus-
tries; and we must reckon this cost as the interest which
would have to be paid on the sum borrowed for the move.
For this reason, even in a perfectly competitive community,
any existing distribution of factors of production either
among different occupations or among different districts
tends to be continued, even though this distribution of the
factors of production was due in the first place to chance or
to historical causes, which are no longer of importance. In
future when any argument is based on the statement that one
factor will move to one industry from another, because the
reward offered for it is higher in the one industry than in the
other, the passage must be understood to be subject to this
modification. Thismodificationwill beexpressly mentioned,
only when it makes an important difference to the argument.
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N the last chapter we explained the meaning of perfect

competition and outlined the principles on which the
factors of production would be distributed among different
occupations in a perfectly competitive sysem. In this
chapter we shall show that such a syssem has three funda-
mental advantages. First, it would be impossible by produc-
ing more of one thing and less of another to make any one
consumer better off without making other consumers worse
off. Secondly, output-would be maximized in the sense that
it would,not be possible with a given amount of the factors of
production to produce more of one commodity without
producing less of some other. Thirdly, each individual firm
would be of the most efficient size.

The first advantage—that it would not be possble by
producing more of one thing and less of another to make any
one consumer better off without making other consumers
worse off—follows from these two facts:

(i) that each consumer spends his money on the different
commodities in such a way that the marginal utility
of the money spent on each commodity is the same,
and

(ii) that each factor of production moves into that in-
dustry in which the value of its marginal product is
highest.

Let us consder again the production and sale of two com-
modities, bread and tea. Each consumer spends his money
in such a way that the marginal utility of the money spent
on each commodity is the same, so that each consumer
would be just willing to give up an amount of bread
which sdlIs for Is. in exchange for an amount of tea which
sls for Is. Any one consumer would therefore be better off
if he were given an amount of tea which at current prices
sls for more than Is. in exchange for an amount of bread
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which at current prices sdllsfor Is. Thusit would be possble
for one consumer to be better off without any reduction in
the welfare of other consumers, if it were possble for the
community to produce an amount of tea which at current
prices sdls for more than Is. by giving up an amount of
bread which siIs for Is.; for every other consumer could
then have the same amount of every commodity, while a
single consumer could be given more than one shilling's
worth of tea in exchange for one shilling's worth of bread.
But such a change in the output of different commodities
would be brought about automatically by the forces of com-
petition, if it were possble. For suppose that it is possble
by shifting a unit of labour from the bread to the tea industry
to produce an amount of tea which at current prices sls
for more than is. at the sacrifice of an amount of bread
which sdIs for Is. The value of the marginal product of
labour must be higher in the tea industry than in the bread
industry, so that labour will automatically be attracted from
the bread industry to the tea industry; or, in other words the
marginal cog of an amount of tea which sdls for Is. must be
less than the marginal cog of an amount of bread which sls
for Is. Butin perfect competition, aswe have seen, thefactors
of production will be automatically so distributed among
different occupations that the value of the marginal product
of each factor is the same in every industry, and the marginal
¢og is equal to the price of the product in every industry.

This is still true if we take into account the fact that a
factor of production will move from one industry to another
only if the value of its marginal product in the one industry
exceeds the value of its marginal product in the other by
more than the cost of movement. Suppose that the value of
the marginal produCt of labour is £6 a year greater in the tea
industry than in the bread industry, that it cogs a Iabourer
£100 to move from the one to the other, and that the rate of
interest is 8 per cent, per annum. In these circumstances
labour will not move to the tea industry, because although
its earnings would be raised by £6 a year it would lose £8 a
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year in interest on the cost of movement. Yet it may seem
that in these circumstances it would be possible to improve
one consumer's position without making any other consumer
worse off; for the shift of a unit of labour from the bread
industry to the tea industry would increase the output of tea
by an amount which at current prices sells for £6 more—
and is therefore worth £6 more to the consumer—than the
amount by which the output of bread would be reduced.
But the production of a certain amount more tea involves
not only the use of one less labourer in the bread industry
but also the use of £100 less capital in some industry or
another;" for £100 must be invested in the cost of moving
the labourer. In perfect competition the price offered for
capital will measure the value of its marginal product. If,
therefore, the rate of interest is 8 per cent., the use of £100
less capital in any industry will diminish the annual output
of that industry by an amount which sells for £8. If, there-
fore, one unit of labour were moved from the bread industry
to the tea industry, two things would happen: there would
be an increase in the output of tea, worth £6 more to con-
sumers than the reduction in the output of bread; but be-
cause of the investment of £100 capital in the cost of moving,
the output of some other commodity would be reduced by
an amount worth £8 to consumers. Allowing for both these
facts, it would not be possible to improve the position of
one consumer without worsening the position of others.
This would be possible only if the interest on the cost of
movement were less than the increase in the value of the
marginal product of the factor due to the move; but these
are just the conditions in which the automatic forces of
competition will themselves produce the desired movement
of factors.

 The second advantage of perfect competition is that the
factors of production will always be employed in the most

! The reader is reminded that we are arguing on the assumption that
full employment is being maintained by the measures discussed in Part |,
so that it isimpossible to spend £100 on moving a worker without less of
something else being produced.

4284 I
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efficient combinations in different industries, so that if there
is full employment it will be impossible to produce more of
one commodity without producing less of some other. This
can best be shown by an example. Let us imagine that by
moving labour from the production of tea to the production
of bread, and at the same time moving capital from the pro-
duction of bread to that of tea, it is possible to produce as
much tea and more bread than before. This can only be the
cae if the ratio between the marginal products of labour
and of capital in the one industry is different from the ratio
- between the marginal products of labour and of capital in the
other industry. Suppose that in the bread and tea industries
the marginal products of labour and capital are as shown in
Table 1V.

TABLE 1V

The Ratio between the Marginal Products of Two Factors
differsin Two I ndustries

BREAD INDUSTRY

Marginal product of labour . . 4 loaves a day

Marginal product of capital . . 4 loaves a day
TEA INDUSTRY

Marginal product of labour . . 1lb.aday

Marginal product of capital . . 3lb.aday

By shifting one unit of labour from tea to bread the output
of teawill be reduced by 1 pound a day, and the daily output
of bread will be increased by 4 loaves. If at the same time
one unit of capital is shifted from producing bread to pro-
ducing tea, the output of bread will fall again by 4 loaves,
and the output of tea will rise by 3 |b. a day. The combined
result, therefore, of thesetwo shiftsisthat the output of bread
remains the same, while the output of tea rises by 2 |b. a day.
The factors of production were not being used in the most
efficient proportions, since by using a larger proportion of
labour to capital in producing bread and a smaller proportion
in producing tea the output of tea could be increased without
diminishing the output of bread.
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Perfect competition would automatically readjust this
position, if it existed. In perfect competition each factor
will be paid the value of its marginal product, so that in the
circumstances illustrated in Table IV a unit of capital in the
bread industry would be paid the same as a unit of labour,
whereas in the tea industry a unit of capital would be paid
three times as much as a unit of labour. Capital would be
attracted into the tea industry and labour into the bread
industry. And this movement would continue so long as the
ratio between the marginal products of capital and labour was
higher in the tea industry than in the bread industry.

But as labour moved into the bread industry and capital
left it, the marginal product of labour would fall and that of
capital would rise; for when a large proportion of labour to
capital is employed, it becomes less important to have one
more unit of labour and more important to have one more
unit of capital. Similarly, as capital moves into the tea
industry and labour leaves it, the marginal product of capital
will fall and the marginal product of labour will rise. The
movement of the factors of production will therefore raise
the marginal product of capital in the bread industry and
lower it intheteaindustry. Atthe sametimeit will lower the
marginal product of labour in the bread industry and raise
it in the tea industry. We shall then reach a situation of the
kind shown in Table V.

TABLE V
The Ratio between the Marginal Products of Two Factors
isthesamein Two I ndustries

BREAD INDUSTRY

Marginal product of labour . . 3 loaves a day
Marginal product of capital . - 5 loaves a day
TEA INDUSTRY
Marginal product of labour . . ii_lb. a day
Marginal product of capital 2% Ib. a day

In these conditions, in both industries the marginal product
or the reward of labour is threefifths of the marginal
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product or the reward of capital, and competition will not
cause any further change in the proportions, in which labour
and capital are employed in the two industries. But these are
precisaly the conditions in which it is impossible to produce
more of one commodity without producing less of the other.
Suppose that 5 units of labour are shifted from the bread
industry to the tea industry; the output of bread will fall by
15 loaves and the output of tea will rise by 7%21b. Since the
marginal product of capital is 5 loaves, it will be necessary
to shift 3 units of capital into the bread industry to make
the output of bread rise again by 15 loaves, in order to prevent
any net fall in its output. But the loss of 3 units of capital
from the tea industry will cause the output of tea to fall again
by 7¥21b. to its previous level. Thus when the ratio between
the marginal products of the two factors is the same in both
industries, it is impossible to increase the output in one
industry without reducing the output in the other.

It must be realized that Table V only shows that the pay-
ment of a unit of labour will be threefifths of the payment
of a unit of capital in the tea industry and in the bread
industry; it does not show that labour and capital will be
getting the same payments in each industry. This will be so
only if the demand price of a pound of tea is twice that of
a loaf of bread. Suppose that the price of a pound of tea is
15. and that of a loaf of bread 6d. Then the payment of a
unit of labour in the bread industry will be 3 X 6d. and in the
tea industry 1% Is,, i.e. Is. 6d. in both industries. The pay-
ment of a unit of capital will be 5x 6d. in the bread industry
and 2 X is. in the tea industry, i.e. 2s. 6d. in both industries.
But if the price of a loaf is 3d, and that of a pound of tea is
is. 6d, labour will be paid 3 X 3d. or 9d. in the bread industry
and 1%x Is. 6d. or 2s. 3d. in the tea industry; while capital
will be receiving Is. 3d. in the bread industry and 35. 9d. in
the tea industry. In this case both labour and capital will
move from the bread to the tea industry, where their earnings
are higher. The output of bread will fall and its price will
rise, while the output of tea will increase and its price fall.
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The factors of production will continue to move from the
bread industry to the tea industry, until the price of bread
has risen and that of tea has fallen sufficiently to enable each
factor to earn the same in each industry; but it will, of course,
follow that the ratio between their earnings in each industry
is the same. In other words, perfect competition will cause
the ratio between their marginal products in each industry
to be the same; and we have seen that this is the condition
in which it is impossible so to increase the output of one
commodity without diminishing the output of another.

This result is not modified by taking into account the fact
that factors of production will only move from one occupa-
tion to another if the difference in their earnings more than
covers the cost of movement. Suppose that in the tea indus-
try the value of the marginal products of both capital and
labour is £300 a year, while in the bread industry the value
of the marginal product of capital is £300, but the value of the
marginal product of labour is only £294 a year. Here is a
case in which the shift of a unit of capital from the tea to the
bread industry together with the shift of a unit of labour
from the bread to the tea industry would increase the out-
put of bread without reducing the output of tea. For there
will be no change in the output of tea, in which the marginal
products of labour and capital are the same; and the output
of bread will be increased, because an additional unit of
capital adds more to the product than is log through the
disappearance of one unit of labour. Suppose, however, that
it cogs labour £100 to move from the bread to the tea
industry; and suppose further that the rate of interest is
8 per cent., so that the cost of movement of labour can be
represented by £8 ayear. It will not pay labour to move from
the bread industry to the tea industry, because the rise of £6 a
year in labour's earnings would be more than offset by the fact
that it costs £8 a year to move. But in these circumstances
the shift of capital from thetea industry to the bread industry
with a corresponding shift of labour from the bread to the
tea industry will no longer cause the output of bread to
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increese without any diminution in the output of tea It
isstill true that if one more unit of labour and one less unit
.of capitd is usad in the tea industry the output of tea will
not be changed. Buit in the bread industry, while as before
there will be one less unit of labour and 0 a reduction in
output worth £294, there will not be one more unit of capita
avallable to increase the output by an amount worth £300.
For athough one less unit of capitd is nesded in the tea
industry, £100 of this cagpitd must be invested in the cogt of
shifting labour from the breed to the teaindustry; and Snce
the margind product of capitd is 8 per cent., thisin itsalf
will cause the output of bread to be reduced by an amount
worth £8. Only if the margina product of capita, and so the
rate of interest, were lessthan 6 per cent., would anet increase
in the output of bread be possble without any changein the
output of tea. But if the rate of interest were lower than 6
per cent., it would pay labour to shift from producing bread
to producing tea’

Finaly, inasydem of perfect competition eech individual
firm will be of the mog efficient sze. We have dr
proved this by showing in Chapter | of this Part (p. 105),
that the freedom of producers to move from one industry to
another will cause the price of each product to be equd to
the avarage codt of production of afirm of the optimum size,
S0 that each firm must be of the optimum Sze in order to
cove its cods.

Y In reality the rate of interest at which workers could borrow money
to move to another occupation would be much higher than the rate at
which capital could be borrowed for invesment in industry. But this is
one of those 'artificial* regtrictions on the free movement of capital from
one use to ancther, which at the moment we are assuming away.



THE DISADVANTAGES OF PERFECT
COMPETITION

N the remaining chapters of this Part our attention will

be turned to a criticism of laisser-faire.! By laisser-faire
we do not necessarily mean an economic system, in which
there is perfect competition; we mean simply an economic
system in which there is a minimum of dtate interference.
Weshall ssein Chapters|V and V of thisPart that the absence
of such interference does not necessarily lead to perfect
competition. Our criticism of laisser-faire therefore will fall
into two parts. the first, which we shall undertake in this
chapter, showing that even if there is perfect competition
there are disadvantages to be set againg the three advantages
which we have discussed in the last chapter; the second,
which we shall undertake in Chapters IV to V1 of this Part,
showing that laisser-faire in many cases does not lead to
perfect competition and therefore does not necessarily lead
to the three fundamental advantages of perfect competition.

It is hardly necessary to point out, as acriticism of asystem
of perfect competition, that there.are certain activitieswhich
for one reason or another cannot be performed by private
individuals. Therearethreefunctions of government, namely,
defence, police, and the administration of justice, which
‘require the purchase and sde of goods and services by the
state, and which for obvious reasons cannot be left to the
free play of competitiveforces: individual citizens cannot be
left to buy and sell justice in competition. Government inter-
ference with a competitive system in order to raise money
by taxation for the communal satisfaction of these needs is
clearly justifiable. How much should be spent by the state
on these sarvices ismainly apolitical question, into which we

' In Part | we haye already suggested certain ways in which the state
should intervene in economic affairs in order to prevent unemployment.
The remaining chapters of this Part suggest reasons for state interference
of a different kind.
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shall not enter; but there are certain obvious economic
considerations to be taken into account in making these
decisions. For example, a rich community, in which the
real income of the average individual is high, can properly
afford to spend more than a poor community on the provision
of an efficient system of police and justice, because the use
of men and commodities for the provision of extra efficiency
in these services, rather than for the provision of commodities
and services supplied by the ordinary competitive processes,
will entail a smaller burden on a rich than on a poor com-
munity.

Apart from this there are three main criticisms, which can
be directed against an economic system of perfect competi-
tion combined with freedom of movement for the factors of
production. The first is that it would not bring about the
production of those commodities which are most beneficial
to consumers, because consumers fail to distribute their
expenditure wisely among different commodities. If con-
sumers did consider carefully the importance of having a
little more of this and a little less of that, and if they did
know what was best for them, perfect competition and free-
dom of movement of the factors of production might cause
the economic resources of the community to be set to work
on the production of commodities in amounts which satisfy
their needs most fully. But do consumers really know what
is best for them? This criticism depends upon fundamental
questions of psychology and politics, which it is my desire to
avoid in this book. But this question is of such great im-
portance in the formation of economic policy that it is well
to discuss the problem shortly, although the conclusions
reached are largely a matter of personal opinion. Do in-
dividuals know better than the state or some other semi-
official body what is best for them? Obviously in certain
casss they do not. A man who isill will go to the doctor for
a prescription; he will not choose his own drugs from the
chemist's shop. But this is not a case for interference with
the workings of perfect competition. For the consumer,
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realizing that he does not know the' marginal utility' of
different drugs, will inquire of some one who does know. It
is only in cases in which the consumer does not know what
will satisfy him most, but thinks that he does, that a cae
can be made out oh these grounds for interfering with the
free choice of consumers. There are many cases in which this
may be true. While a man who is ill may go to a doctor
rather than prescribe medicine for himself, he may under-
estimate the importance of spending money on medical
services as a whole. He may put off going to the doctor,
until an ailment is well advanced under the misapprehension
that nothing much is wrong, or he may habitually under-
estimate the risks of his falling ill and fail in times of health
to put asde sufficient to meet the probable medical cogs
which he must face in times of sickness. |If people habitually
spend too little on medical advice, there is a strong case for
some form of state subsidization of medical services or for
the state provision of compulsory insurance againg illness.
Or again people may underestimate the advantages of edu-
cation and the state may be a better judge than the majority
of people as to how much should be spent on education; if
this is s0, there is a strong case for interference by the sate
to make education cheaper to people than it actually is® Or
drug addicts may, at the moment that the desire for the drug
seizes them, greatly overestimate the advantages to be gained
from the drug. Here again the state has a strong reason to
interfere with perfect competition by means of a prohibition
or limitation of the sale of the drug.

Whether the reader agrees with these particular examples
or not, there are occasons on which the individual consumer
either loses control of himself or dse is ignorant, so that he
does not spend hisincomein the way that satisfies him most.
It may be agreed in principle that in these circumstances the
state should interfere, if it is likely to know better than the

! That this is by no means the only argument in favour of subsidizin
education will become apparent when the distribution of the nation
incomeisdiscussedinPart | | |
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individual how his need may best be satisfied, and that it
should control his purchases by means of taxes, subsdies,
prohibition, rationing, & c. But in many cases of this kind
what is most desirable is state action designed to remove the
consumer's ignorance. For instance, should the consumer
buy pasteurized milk? Some persons hold the view that
pasteurizing milk diminishes the chance of it causing tuber-
culosis, while others believe that it increasestherisk of rickets.
Can the ordinary consumer properly decide whether to pay
a certain amount extra for pasteurized milk? Mrs. A may
buy pasteurized milk, though it coss her more, because
Mrs. B téls her that Mrs. C's daughter died of tuberculosis
and did not drink pasteurized milk. Mrs. D may avoid
pasteurized milk because Mrs. E tells her that Mrs. F's son
suffered from rickets and always drank pasteurized milk. Do
Mrs. A and Mrs. D really have sound reasons for their
choice? Could not the gtate intervene with advantage, put
the question to the decison of expert opinion and compel
Mrs. A or Mrs. D to change her habit of life? If the answer
of the expertswer e overwhelmingly in favour of the one course
or the other, there would be a strong case for such action.
But quite possibly expert opinion would say that there is a
certain added risk of tuberculosis if milk is not pasteurized
and a certain added risk of rickets if milk is pasteurized.
In these circumstances it is extremely important that the
state should discover the most reliable answer to the question
and make every effort toinform Mrs. A and Mrs. D, so that
they know what are the risks involved. Mrs. A can then
decide best for hersalf whether she thinks that the extra
amount which she pays for pasteurization of her milk is
worth the. lessened risk of tuberculosis and the greater risk
of rickets.

To sate briefly my own opinion, in some cases there is a
case for direct state interference with the consumer's choice,
when it is probable that the consumer will otherwise buy
something which is definiltely harmful to himself or neglect
something which is o‘f‘benefit. Thereis a strong case, where
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technical ignorance is likely to affect the consumer's choice,
for the promotion by the state of expert investigation in order
to inform public opinion. But in the majority of commodities
consumers should retain their freedom of choice. Whatever
economic system may be adopted, there will be a definite loss
involved if for the vast majority of commodities some
mechanism analogous in its effect to competitive prices is
not maintained; otherwise it would always be possible to
satisfy consumers needs more fully by shifting the factors
of production from one industry to another to produce more
of onecommodity and lessof another.

The second main criticism is that the extra cost to the
community of providing one more unit of a particular com-
modity may not always be the same as the extra cog to the
individual producer. The codsto the community of provid-
ing more of a commodity may be greater than or less than the
cogts to the individual producer) and we may explain the
possibility of such differences by ‘means of illustrations. Let
us first take a case in which the cog to the community is
greater than the cost to the individual producer.. Let Us
suppose that factories in one industry in a certain district
cause a great deal of smoke in the course of their activities,
and that this annoys private residents and other producers
in the district. The private resdents and other producers
will have either to put up with dirty conditions of life and
work or will have to spend more on cleaning their clothes,
rooms, and offices. The cogt to the community of producing
the product of the smoky factory is the cog to the individual
firm producing it—Ilet us say thisis £2 a unit—plus the extra
amount which other persons in the district must spend on
removing the dirt caused by the excessve smoke; and let us
suppose this amount to be 10s. for every unit of the com-
modity produced. (Even if these other persons do not
actually spend extra money on cleaning up the dirt left by
the smoke-polluted air, they will lose in welfare because of
their dirty conditions, and some allowance must be made for
this.) Sincethe cog to the individual producers of producing
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one more unit of the commodity is £2, competition will cause
this commodity to be sold in the market for £2. But it costs
the community £2 10s. to produce another unit of the com-
modity.

This commodity will be produced and sold in quantities
greater than are advantageous to the community. For since
it will sel for £2, consumers will buy it up to the point at
which the importance of having one unit more of it will be
the same to them as the importance of having one unit more
of other commodities, which cos the community £2 to
produce; whereas if consumers are to get the greatest possible
esatisfaction from the use of the existing factors of production,
they should purchase it only up to the point at which the
importance of having one unit more of it is the same as the
importance of having one unit more of other commaodities,
which cog the community £2 10s. to produce. There is a
case for interference by some public body to make the pro-
ducers of this commodity bear the cost of the smoke, either
by ingsting on the use of devices which will prevent the
excessve smoke or dse by taxing this commodity 10s a unit.
The choice between these methods will depend among other
things upon whether the cost of smoke-abatement devices
isgreater or lessthan 10s. a unit of output; if the cost isless
than this figure then the insstence on smoke-abatement
devices is preferable to the tax of 10$. a unit of output.

Next we may give an example of a case in which the cog to
the community of producing a particular commodity is less
than the cog to the individual producer concerned. Suppose
that a farmer or landowner is considering the advantages of
draining a particular piece of land and that in order to under -
take this work he must borrow £100 at a rate of interest of
5 per cent. If the drainage would add an amount to his
annual crop which he could sdl for £4 a year, it will not be
worth his while to undertake the development. And if this
Is the whole result of his action it is best for the community
that he should not undertake thework; for the fact that 5 per
cent, is being offered by other persons for capital means that
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other persons can find usss for an extra capital sum of £100,
which will add to their output an amount which consumers
value at £5 a year. Butit may be that the draining of this
farmer's land will indirectly help to drain the land of a
neighbouring farmer, and will therefore add an amount to
his neighbour's output which consumers value at £2 a year.
If thisisthe case, the investment is desirable; for its marginal
product is 6 per cent, from the point of view of the com-
munity. But thefarmer himself will not undertakeit. Inthis
casee there is an argument in favour of intervention by the
community to encourage production beyond the limits which
will be brought about by perfect competition; and this can be
done either by legal arrangements by which the individual
farmer can obtain compensation from his neighbour for the
advantages conferred upon him by the investment, or dse by
a subsidy paid by some public authority on this type of
investment.

Thereis athird criticism of perfect competition, which is
far-reaching in its effects. There is no reason to believe that
a perfectly competitive economic sysem will distribute
income among different consumers in the most desirable
way. This objection to competition is only mentioned at this
point, because the whole of Part | | | is devoted to its dis-
cussion.



IV
IMPERFECT COMPETITION BETWEEN SELLERS

N Chapter Il of Part Il of this book certain fundamental

advantages of a perfectly competitive economic system
were discussed. It is the object of this and the following
chapters to demonstrate that, even if there is no government
interference in economic matters, conditions of competition
in the real world are not perfect, and that for this reason the
advantages claimed for a competitive syssem in Chapter 11 of
this Part in actual fact only apply with considerable modi-
fication. An attempt will then be made to discuss the way in
which the disadvantages due to the imperfection of com-
petition may be removed.

On page 96 we stated that for competition to be perfect,
no single buyer or sdler must be able to exercise any appreci-
able control over any price. It was argued that, for thisto be
50, the following three conditions must be satisfied:

(a) there must be a large number of independent sellers;

(b) there must be a large number of independent buyers;

and

(c) the market for the commodity must be perfect in the

sense that every buyer must buy from the sdler who is
offering the lowest price and _every seller must sl to
'the buyer who is offering the highest price.
It is the object of this chapter to investigate the conditions
in which a single sdller will be able to affect the price of the
commodity by selling more or less of it. In the next chapter
we shall investigate the conditions in which a single buyer
of a commodity can affect its price.

A single sdler of a commodity will be able to affect the
price of the commodity, if there is not a large number of
slers of that commodity. In that case each sdler will be
selling alarge proportion of the total output of the commodity
and will thus appreciably affect the total supply of the com-
modity by sellingmoreof it. Iftherewereonly twoproducers
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of motor-cars, each one producing half the total output,
either of them would increase the total output of cars by
5 per cent., if he increased his own output by 10 per cent.
In these circumstances neither of the producers would
assume that the price of cars was unaffected by the number of
cars which he produced, since he would realize that if 5 per
cent, more cars are to be bought the price at which they are
offered to the purchasers must be lowered. This would be
true even if there were a perfect market for the sale of cars,
in the snse that both producers were producing identically
the same product and the consumers always bought from
the producer who offered cars at the lower price.

Even if there is a sysem of complete laiser-faire the
number of independent producers of a commodity will not
necessarily be great. (The most obvious case of this is when
the legal ownership of a particular raw material isin oneor a
few hands. In this case the single owner, or any one of the
few owners, could appreciably affect the total supply of the
raw material and could therefore control its price within
certain limits. By restricting the supply of this commodity
the producer could raise the price above the cost of its pro-
duction and so make a monopoly profit, i.e. an income which
is greater than would be necessary to induce him to continue
producing that amount of the product if he were unable to
control its price. In other circumstances, the fact that he
was making such abnormal profits would induce other pro-
ducers to enter this line of busness, so that the number of
producers would grow and the price would be reduced to
the cost of production of the commodity. But such action is
impossible when the production is in the'hands of a few and
there are no other supplies of it to be developed. There are
probably few if any cases in which there is only one or a very
limited number of natural sources of supply of araw material.
But even if there were a large number of such sources of
supply, an artificial ‘monopoly of this kind could be created
if all, or a large proportion, of the owners of such sources
agreed together to restrict the supply, so that -a large propor-
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tion of the available sources were brought under a single
ownership or a single unit of control. If all the owners of
coal-mines agreed together to restrict their output and so to
raise the price of coal, each would be able to gain by the fact
that the price of coal was raised above its cogt of production;
and the high profits of coal-mining could not attract new
persons into the industry, simply because there were no other
coal-fields.

It might appear that apart from this possibility the
number of independent producers competing in the produc-
tion and sale of any commodity could not be successfully
restricted, unless the state restricted by law the number of
persons who are allowed to produce. Otherwise as soon as
any artificial restriction of supply by a combination of the
existing producers caused a rise in the price of the com-
modity above its cost of production, the abnormal profits
so earned would attract other producers into this line of
business, so that the production would again fall into the
control of a large number of independent producers. But
thisis a mistaken view. Thereis another reason why a small
number of producers may maintain a monopoly position,
and this reason is by far the more important in the modern
world.

It has already been argued in Chapter | of this Part (p.
105) that there is an optimum size for a firm, that as the
output of the firm grows up to this optimum output the
average cog of production will fall and that as the output
grows beyond this optimum amount the average cost of
production will rise. In industries in which the technical
economies of large-scale production are very important, the
total demand for the product of the whole industry may be
small in relation to the optimum output of a single firm. It
may be that one or two firms of the optimum size would
produce sufficient to satisfy the whole of the consumers
demand for the product; and in some casss the total con-
sumers demand may be less than the optimum output of a
single firm. I n such cases the absence of government inter-
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ference will not lead to competition between a large number
of independent producers.

Thispointismadeclear by the following examples. Motor -
cars, to be produced at the lowest possible average cost, must
be produced on a large scale; and it follows that if there were
a very large number of independent producers of cars no
one of them would be producing on a sufficient scale to
reduce the average cos of production to a minimum. In
these circumstances any one of the producers by producing
more could lower his cogts, sell at a lower price, and drive out
some of his rivals; and this process would continue until
there were only a few producers left in the market. But as
soon as there are only a few producers left, each one of them
will be producing an appreciable part of the total output
of cars and each one of them will therefore affect the price of
cars by producing more or less. In the end there will be a
small number of producers of motor-cars, each one of whom
may be sdling'cars at a price higher than the cogt of produc-
tion. Each one of them may be unwilling to produce more,
because by doing so he would appreciably increase the total
output of cars and would so lower the price of cars that he
would thereby reduce his own profit. No new producers of
cars may be willing to enter the industry, although the profit
made in it is abnormally high. For each new entrant would
know that in order to produce at a low cost and so to sharein
these abnormal profits he would have to produce on a very
large scale. He would realize that this additional output of
cars would have a considerable effect on the total output of
cars.and would therefore cause a considerable fall in their
price. He would realize that, while his entrance into the
business would remove the abnormal profit of those already
in the business, it would also so lower the price of cars that
he too would be unable to cover his cods.

In many cases single and complete monopolies may exist
for these reasons. In the case of the generation of electrical
current a large capital outlay on plant must be incurred to
St up a generating station. For thisreason the average cog of

4284 K
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production of the current will be high, unless the current is
produced on a sufficiently large scale to enable the plant to
be fully utilized. Similarly, arailway involves investment in
a large capital equipment of stations, tunnels, embankments,
permanent way, & ¢, and a small volume of traffic over the
railway is costly, since it has to bear the whole of these capital
costs. But any additional traffic will add little to the total
costs of providing the extra service. In these circumstances
a single company generating electricity or a single railway
may be able to charge a price for its service higher than its
cost. It may not pay any one to set up a second company to
compete with the existing monopoly; for the formation of the
second company would involve a similar heavy capital outlay,
and would therefore need a similarly large volume of sdes
to produce its service cheaply, and to double the service
might so lower the price which could be charged for it that
the new company would be unable to cover its costs.*

But each individual producer may be able to affect the
price of his product, not only because there are few producers
but aso because the market in which the product is sold is
imperfect. The market in which a commodity is sold is said
to be imperfect if the consumers of that commodity do not
invariably purchase it from the sellers who are offering it at
the lowest price. The main reasons for an imperfect market
are:

(a) the existence of transport costs;

(b) lack of knowledge on the part of the consumers; and

(c) differences—whether real or imaginary—in the quality

or type of product, which each individual producer is
selling.

! Even if there were sufficient traffic to allow two competing railway
lines to be profitably operated, yet there would be important economies
of operation to be achieved by acombination which brought thetwo lines
under a single management. For the two lines would not go by exactly
the same route and it would be important to arrange (e.g.) the time-tables
on the two lines in such a way that all the possible connexions were made
in the most convenient way. In the case of railways, therefore, however

?reat the traffic ma?/ be, there are important economies to be obtained
rom asingle control of the whole system in any district.
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For any of these three reasons any one individual producer of
a particular commodity may considerably affect the price of
his product by selling more or less of it, even if there are a
large number of other producers also producing the article
in question. Any one of these three things may .give a parti-
cular producer the support of customers whaose purchases do
not depend entirely upon the price which heis charging, and
who thusform a special market for hisproduct, to some extent
independent of the prices charged in the rest of the market
for the commodity.

(a) If the producers of a commodity are sSituated in
different parts of the country, and if the cogt of transporting
the commodity from the factory to the consumer makes up
a considerable part of its total cost to the consumer, each
producer will affect the price of his own product by selling
more or less of it. Each producer will possess a semi-
independent market, composed of the consumers nearest to
his factory and protected by the cost of transport of his
rivals goods into this area. Only by reducing appreciably
the price charged at the factory can he persuade those
consumers who live near his factory to increase their pur-
chasss considerably; and only by a similar reduction in the
price charged at hisfactory will he be able to invade that part
of his competitors markets, which is geographically most
remote from their factories and geographically nearest his
own. In the absence of transport cogts a quite inconsiderable
reduction in pricewould be sufficient to attract a large volume
of custom from his many competitors. Similarly, if trans-
port cods are heavy, each producer could raise the price of
his product without losing hiswhole market. The consumers
situated near him might buy less because the price was
higher, but would still buy from him rather than from his
competitors. For this reason perfect competition is non-
existent in nearly every industry; but if producers happen all
to be situated in the same district or if the cost of transport
of the commaodity is small in relation to its cost of production,
the imperfections of competition due to this consideration are
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negligible. When production is geographically widely distri-
buted and cods of transport are important relatively to cods
of manufacture, each independent producer can exercise
consderable control over the price of his product by varying
his output.

(b) Lack of knowledge on the part of consumers of the
prices at which a commodity is being sold by different
producers is another important reason why each producer
may be selling in a partially independent market. There may
be a large number of producers of an exactly similar article
sdling in conditions in which transport charges are unim-
portant ; but if most consumershavevery imperfect knowledge
of the prices charged by each firm, a single producer may
have to lower his price appreciably in order to be able to sdll
more. A lowering of his price will cause those consumers
who are already purchasing from him to purchase somewhat
more and will attract from his rivals all those consumers who
realize that they can now obtain the product cheaper from
him. But if most of his rival's customers do not realize that
he has lowered his price, he will have to lower his price
considerably to expand his sales by agiven amount. Similarly,
if he raises his price, he will not lose the whole of his market.
Some consumers may now buy from producers who have not
raised their prices, but some will still remain with him,
because they do not realize that other producers are offering
the commodity at lower prices.

(c) The most important reason for an imperfect market is
the existence of real or imaginary differences in quality and
type in the article produced by each individual firm. There
may be a large number of independent producers of canned
fruit, but there may be differences in quality or taste of the
products of the different firms. Such differences will mean
that each producer has a partially independent market for
his own product. If one of them puts more canned fruit on
to the market, his increased output may have no appreciable
effect upon the total amount of fruit offered for sale; but in
order to sél his increased output he must nevertheless offer
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it at a vonsiderably lower price. For such a reduction in
price will be necessary either to persuade those who are
already purchasing his product to purchase more, or ese
to attract from his rivals those customers who prefer the
particular quality or taste of other producers fruit. Whereas,
if there were no such differencesin quality, a quite inconsider -
able reduction in price below that charged by his competitors
would suffice to attract any amount of custom which he
desired. And, similarly, he could charge a higher pricewith-
out losing all his custom to his competitor s, snce some of his
customers will prefer his particular brand even at a higher
price. Thesereal or imaginary differencesin quality arevery
important in the modern world in the purchase of chocolate,
drugs, motor-cars, furniture, cigarettes, clothes, and in-
numer able other articles. ' '

In all the cases which we have examined in this chapter
the individual producer will appreciably affect the price of
his product by putting more or less of it on the market. In
order to maximize his profit (or to minimize his loss) a
producer will always produce and sell more so long as what
he adds to his cogs by producing an extra unit—which we
have called his marginal cot—is less than what he adds to
his receipts by selling an extra unit—which we will call his
marginal receipts. In perfect competition the producer can
sl more without any considerable effect upon the selling
price of his product, and in this case, therefore, by selling an
extra unit he will add to his receipts the price of that unit,
so that in perfect competition the producer will produce
more so long as his marginal cos is lower than the price of
his product. In imperfect competition the producer will
again produce more s0 long as his marginal cog is less than
his marginal receipts, but in imperfect competition his
marginal receipts will be less than the price of his product.
For in imperfect competition he must lower his price in
order to sell more; and this price reduction will affect the
amount which he receves for all the units which he is al-
ready selling, so that by selling one more unit he will add to
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his receipts a sum equal to the price of the extra unit sold
minusareduction in price on all the unitswhich heis already
selling. He will therefore stop producing at some point
before the price of his product has fallen to the level of his
mar ginal cost.

This distinction between perfect and imperfect competi-
tionisillustrated in Tablesi, 2 (a) and 2 (b) on Chart | at the
end of the book. Table 1 represents the cost conditions of
a single producer. The figures in column A represent his
daily output and the corresponding figures in column B
represent the average cost of production, when the amount
shown in column A is being produced. Thusif 4 units a day
are produced, the cost per unit is £25 55 The figures are
chosen s0 that the average cod falls at first as the output is
increased, until when the firm is producing 10 or 11 units
a day the cog per unit is at a minimum of £20. Up to this
point the economies of mass production are predominant;
but after this point the firm becomes too large for a single
management and theaver age cost risesastheoutput increases
The marginal cos of production is calculated by means of
columns C and D of Table 1. Thefiguresin column C show
the total cogt of producing the daily output shown in column
A, and are obtained by multiplying together the correspond-
ing figuresin columns A and B. Thussince 4 units a day are
produced at a cost per unit of £25 5s, the total cos of pro-
ducing 4 unitsa day is£101. Thefiguresin column D show
the marginal cog of production. We see from column C
that if 4 instead of 3 units of output are produced, the total
cog will rise by £20—from £81 to £101—so that the marginal
cog of producing the 4th unit of output is £20, and £20 is
shown in column D opposte the 4th unit of output. Thus
each figure in column D is obtained by subtracting the
previous figure in column C from the corresponding figure
in column C, and the result shows by how much the total
cog isincreased by adding one unit to the output. It isto be
observed from Table 1 that the marginal cost in column D
is always below the average cost of column B so long as the
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average cost is still falling, and rises above the average cost
as soon as the average cost starts rising. We have aready
shown in Chapter | of this Part (p. 106) why this must
be so.

Tables 2 () and 2 (b) on Chart | represent the selling
conditions for this firm's output. In both Tables column A
shows the output sold, column B the price at which this
output can be sold, column C the total receipts for the sde
of that output, and column D the marginal receipts or the
amount by which the total receipts are increased by selling
one more unit of output. Thus the figures in column C of
Tables 2 (a) and 2 (b) are obtained by multiplying the output
of column A by the selling price of column B. Thefiguresin
column D show the amount by which the figure in column
C is increased through the sde of the last unit of output;
thus in Table 2 (b) 8 units can be sold for a total amount of
£176 and 7 units can be sold for £161, and the difference of
£15 is shown in column D against the 8th unit of output.
Table 2 (a) represents conditions of perfect competition in
the sdle of the output so that the price of £20 can be obtained
for each unit of the commodity however much or little is sold;
in this case whatever his output may be, the producer can
add £20 to his receipts by selling one more unit, so that the
figures in columns B and D are the same. In Table 2 (6),
however, which represents conditions of imperfect competi-
tion in the sde of the product, the producer must lower his
price in.order to sell more. In this Table, therefore, the
marginal receipts in column D are aways lower than the
corresponding price in column B, since by selling an extra
unit of output the producer will add to his receipts the price
of the extra unit minus the fall in price on all the units which
he is already selling.

We have aready argued that to maximize profits or to
minimize losses a producer will always sell more o long as
his marginal cost is lower than his marginal receipts. To
illustrate the effect of this in conditions of perfect competition
we must compare column D of Table 1 with column D of
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Table 2 (a). We can see that the producer—if he produces
anything—will produce 11 units, since his marginal costs are
lower than his marginal receipts for 8, 9, or 10 units, and are
higher than his marginal receipts for 12, 13, or 14 units; and
from column D of Table 1 and column B of Table 2 (a) we
see that at 11 units of output his marginal cost is equal to
the price of his product. To illustrate conditions of imper-
fect competition we must compare Tables 1 and 2 (b). We
can see from column D of Table 1 and column B of Table
2 (b) that, as before, the producer's marginal cost is equal
to the price of his product for 11 units of output; but by
comparing column D of Table 1 with column D of Table
2 (b) we can see that he will produce only 7 units, since
beyond this point his marginal cost rises above his marginal
receipts. At thisoutput, however, his marginal cost, whichis
£15 10s,, isconsiderably below the price of his product, which
"is £23. This illustrates the fact that in perfect competition
the marginal cost will tend to be equal to the price of the
product, whereas in imperfect competition output will stop
increasing at a point at which the marginal cost is consider-
ably below the price of the product.

In Chapter | of this Part (pp. 106, 107) it was argued that
in conditions of perfect competition every producer would
employ each factor of production up to the point at which
the wage of the factor of production was just equal to-the
value of the marginal product of that factor, i.e. to the price
at which the additional output due to employing the last
unit of that factor could be sold. We argued that this was so,
because a producer by employing one more man would add
to his cost the wage of one man and would add to his receipts
the price at which the extra product could be sold, so that
he would go on employing more men so long as the wage-rate
was lower than the price of this extra product and would
dismiss men if the wage-rate was higher than the price of
this extra product. But thisis no longer true when competi-
tion is not perfect and when, by selling more of his product,
the producer will cause its price to fall. The producer will
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still employ another man so long as he adds more to his
receipts than to his costs, and he will still add to his cogts
the wage of one man; but he will no longer add to his
receipts as much as the price at which the extra product can
be sold, since the sale of a larger output will cause a reduc-
tion in the price received for the output which he is already
selling.

Thispoint isillustrated in Tables- 6 (a) and 6 (b) on Chart
I 1, at the end of the book. Table 6 (a) illustrates perfect
competition and Table 6 (b) imperfect competition in the
sale of a producer's output. In both Tables column A shows
the number of men employed in a firm, and column B the
output which will be produced with each volume of labour.
_ Inboth Tablesif 22 men are employed 904 units of the article

will be produced. Column C shows the amount by which
the total output shown in column B is increased by the em-
ployment of the last unit of labour. In both Tables since
22 riien produce 904 and 23 men produce 948, the 23 rd man
adds 44 units to the output, so that the marginal product of
labour is 44 when 23 men are employed. Column D shows
the price at which the product can be sold. In Table 6 (a) we
are assuming perfect competition so that the producer cannot
affect the price of his product, which is zs. irrespective of his
output. But in Table 6 (b) we are assuming imperfect com-
petition so that the producer will cause the price to fall as he
sIs more.. Thus, if he produces 1,170 units, he can sdl them
at zs. id. each, whereas if he produces 1,200 units, he must
reduce his price to 2s. to sdl them. Column E shows the
value of the marginal product of labour or the price which
can be obtained for the extra output of the unit of labour
employed. Since the employment of a 23rd man adds 44
units to the output, and a unit can be sold for 2s. in Table
6 (a) and for 2s.yd. in Table 6 (b) when 23 men are employed,
the value of the marginal product of the 23rd man in Table
6 (a) is£4 8s. (i.e. 44X 2s) and in Table 6 (b) is £5 13s. 8d.
(i.e. 44x 2s.yd.). Thefiguresin column E are thus obtained
by multiplying the marginal product shown in column C
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by the price shown in column D. In both Tables column
F shows the total receipts for the sde of the output and is
obtained by multiplying the output in column B by the price
in column D. Column G shows the marginal value of labour
to the employer or, in other words, the amount added to the
total receipts by employing one more man. In Table 6 (a)
the total receipts are £90 8s. when 22 men are employed, and
£94 16s. when 23 men are employed, so that the addition to
the receipts due to employing a 23rd man is £4 8s. Each
figure in column G in both Tables is obtained by subtract-
ing from the corresponding figure in column F the previous
figure in column F, i.e. it shows by how much the total
receipts are increased by employing the last man.

In perfect competition (Table 6 (a)) thefiguresin column
E and G are always the same, whereas in imperfect competi-
tion (Table 6 (b)) the figures in column E are always greater
than the corresponding figuresin column G. In other words,
in perfect competition the amount added to total receipts by
employing one more man is the price at which the extra out-
put can be sold. In imperfect competition the amount added
to total receipts by employing one more man is less than the
price at which the extra output can be sold, because all the
units of output which are aready being sold must now be
sold at the lower price, which is necessary to sell the greater
output. If competition is very imperfect, a producer by
producing and selling more may actually cause his total
receiptsto diminish. Thisisillustrated by the last six figures
in column G of Table 6 (b). If 28 men are employed, 1,138
units can be produced and sold at 2s. 2d. each for £123 5s.8d.;
whereas if 29 men are employed, 1,170 units can be produced
and sold at 2s. Id. each for £121 17s. 6d. Although employing
a 29th man would add 32 units to the output, each of which
consumers value at 2s. Id., it would actually cause the pro-
ducer's total receipts to fall by £1 8s. 2d.; for the fall in the
price at which the product can be sold outweighs the fact
that a larger product is being sold.

A producer will employ more labour so long as the conse-
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guent addition to his cods is less than the addition to his
total receipts. Thefiguresin column G in Tables 6 (a) and
6 (b) measure the amount added to total receipts by the
employment of the last unit of labour. If we suppose that
the wage of labour is £3, then in.perfect competition (Table
6 (a)) the producer will employ 30 units of labour, since for
all amounts of employment less than this the figurein column
G of Table 6 (a) is greater than £3. But in imperfect com-
petition, if the wage-rate were £3, the producer would employ
only 21 instead of 30 men; for the figuresin column G of
Table6 (b) show that, if he is employing lessthan 21 men, the
producer will add more than £2 tO his receipts by employing
another man, whereas as soon as he is employing 21 men he
would add less than £3. In the case of perfect competition
the wage-rate of £3 was equal to the price at which consumers
would buy the extra output due to employing the last or
30th man. But in the case of imperfect competition the wage-
rate of £2 will be less than the value of the marginal product
of the last or 21 st man; the 21st man will add 48 unitsto the
output, for which consumers will pay a price of 2s. yd. per
unit, or £6 12s. for the 48 units.

This argument applies to all the factors of production.
We may conclude thafWwhen there is imperfect competition
among producers for any of the reasons which we have
examined, the producer will not employ factors of production
up to the point at which the value of their marginal product
is equal to the price paid for the factor, but will stop at some
earlier point when the value of the marginal product of the
factor is in excess of the price of the factor.

Finally, there is one other phenomenon which may occur
in consequence of imperfect competition in the sale of a
product A producer who exercises some monopoly control
over a market may be able to discriminate between different
dasses of consumers and charge a higher price to one st of
consumers than to another/ Such discrimination between
consumers could not take place if competition were perfect;
for individual competitive producers would always transfer
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their sales from the lower-priced market to the higher-priced
market, until all consumers were paying the same price.

A monopolist will be able to charge different prices to
different consumers, if for one reason or another it is difficult
for consumers to sdl the product to each other after it has
been bought from the producer. An example is provided by
doctors services. Doctors charge moreto therich than tothe
poor, and to the credit of the profession they do not themselves
break down this practice, as each individual doctor does not
try to build up a practice which contains only rich patients.
If each did, the fees charged to rich ‘and to poor would soon
be very similar. In this the doctors act as monopolists, but
not in this case as monopolists attempting to obtain a maxi-
mum income. This monopoly discrimination cannot be
broken down by the consumers, i.e. the patients, since a rich
man with an ailment cannot send a poor man to the doctor
to obtain the diagnosis and cure at a low price for him. If,
however, a monopolist tried to discriminate in prices charged
for some durable commodity easily resold, such a practice
would very quickly be broken down through organized
resale of the commodity on the part of those consumers who
wer e charged little to those who were charged much. .

It may be of interest to give some examples of such price
discrimination in the modern world. Electric current is
normally sold at a lower price for certain usesthan for others,
although the current sold is in each case identical. Often
a low price is charged for current used for power by an
industrial concern, a higher price for current used for
domestic heating or cooking, and a still higher price for
domestic lighting. Railways usually make different freight
charges for providing similar transport services according to
the nature of the commodity carried, although the cost of
providing the transport may be the same for each commaodity.
Under the present Milk Marketing Board in this country
milk is sold to the domestic consumer at a price higher than
that for milk sold for manufacture into other products such
as cheese. A monopolized industry may dump its product
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abroad in the sense that it sells the product abroad at a lower
price than that charged for the product to the home con-
sumer. Thiswill be possible only if there are considerable
costs of transporting the product back from the foreign
country to the home market or if it is protected by a tariff
on imports.

Where it is possible for amonopolist to discriminate in the
prices charged for the product to different groups of con-
sumers, a simple principle will determine to which group of
consumers the product will be sold at a high price and to
which at a low price. Let us suppose that a monopolist is
able to divide the consumers of his product into two groups,
which for one reason or another are unable to sell his product
to each other. It may be that one group of consumers will
not buy much less if the price is raised or much more if the
price is lowered, while the other group of consumers will
buy agood deal less or more. The demand of the first group
of consumers is said to be less elastic, i.e. less sensitive to
price changes, than the demand of the second group of
consumers. The monopolist will charge a higher price to the
consumers whose demand is less elastic, than to the con-
sumers whose demand is more elastic. For by raising the
price to the first group of consumers he will not restrict his
sades so much; whileif he raised the price to the second group
of consumers to the same extent, he would lose a great deal
of their custom and so lose more by the reduction in saes
than he gained by the fact that the price was higher.

We find that it is on this principle that a monopolist does
discriminatein practice. Milk issold at alower price for the
purpose of manufacturing into other products than for liquid
consumption, because products manufactured out of milk
compete with imported products, whereas fresh liquid milk
cannot be imported. A risein the price of milk sold for the
manufacture of cheese would cause people to buy imported
instead of home-produced cheese, so that the demand for
home-produced milk for this purpose is very elastic. But a
risein the price of milk sold for domestic consumption, while
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it will cause some diminution in the amount of milk drunk,
cannot cause a large shifting over to the consumption of
imported milk, so that the demand for milk for these pur-
posssislesseasdtic.

A railway will probably charge more for the transport of
commodities which are expensive and costly to produce in
relation to their weight and bulk than for the transport of
commodities of similar weight and bulk, which are cheaper
to produce. For, in thefirst case, the cost of transporting the
commodity will constitute a small part of their total price to
the consumer, so that a rise in the cost of transport of such
goods will not affect their prices very appreciably and so will
not greatly affect the demand for them or for their transport.
Whereas if the cog of transport of a commodity constitutes
a large part of its price to the consumer, a rise in the charge
for its transport would cause a significant change in its price
and so a relatively large fall in the demand for the product
and for its transport.

To summarize the effects of imperfect competition in the
sale of a product: the commodity will be sold at a price higher
than its marginal cost of production or—what is really the
same thing—the factors of production hired by producers
will be paid less than the value of their marginal products.
Moreover, if the producer can distinguish in his sales between
different groups of purchasers, who cannot sdl the product
to each other, he will charge higher prices to those consumers
whose demand is less sengtive to changes in price than to
those whose demand is more sensitive to changes in price.



V

IMPERFECT COMPETITION BETWEEN
PURCHASERS

N the last chapter we examined the conditions in which

individual sdlers will affect the price which they can
chargefor their product by sellingmoreor lessof it. We have
next to see in what conditions an individual purchaser will
be in a position to affect the price of the commodity bought
and to examinethe effects of such imperfection of competition
among purchasers.

We have already seen that no single purchaser will be able
to affect the price of the commodity which he purchases, if
these two conditions arefulfilled: (1) if therearealargenum-
ber of independent purchasers, so that no single one of them
can appreciably affect the total demand for the commodity;
and (2) if the market in which the commodity is bought is
perfect in the snse that sdlers will always desert those
purchasers who offer lower prices in favour of those who
offer higher prices.

These conditions are usually fulfilled in the case of the
purchase of finished consumption goods; for thereisnormally
so Jarge a number of competing purchasers of such goods
that no single individual purchases a considerable proportion
of the total supply even of a single sdler. Thus, the final
consumer in buying meat, tea, bread, books, gramophone
records, a bicycle, or a motor-car has normally little or no
power of influencing the price at which he can buy any of
these articles. Asfar as he is concerned, the price at which
he can buy them at any moment of time is fixed. He cannot
affect considerably the sales even of his own particular
supplier. But in the cases in which one consumer buys a
large proportion of the output of one individual producer,
who has not the opportunity of selling his product at the
same price to other consumers, it will be possible for the con-
sumed to exercise an effect upon the price of this commodity
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by increasing or decreasing his purchases. Thus, a person
who buysalarge proportion of the eggs produced by asingle
farmer, who for one reason or another is unable to sl his
eggs to others at the current market price, may be able
to force down the price he pays for eggs by reducing the
number heiswilling to buy. But in the purchase of finished
consumption goods this date of affairs is exceptional; every
consumer knows that for the vast majority of the articles he
buys he cannot affect the price significantly by buying more
or less.

In the case of the purchase of factors of production (e.g.
the hiring of labour or the purchase of raw materials) the
individual purchaser can more frequently affect the price of
the factor by varying his own individual demand. For, inthe
first place, it is more likely that there will only be a small
number of purchasers of any given factor, and, in the second
place, it'is more probable that those who sell the factors of
production will be unable to offer their services to other
possible purchasers at the same price as before, if the present
purchaser restricts his demand.

Suppose that there is an industry (e.g. the manufacture
of motor-cars) which purchases a very large proportion of
the total output of some raw material (e.g. rubber of a certain
type and quality), and that this industry is monopolized or
in the hands of very few independent producers. If one of
the producers of motor-cars decides to produce more-and for
this purpose to buy more rubber, he will realize that his
increased demand for rubber will have an appreciable effect
upon the total demand for rubber and may therefore cause
itspriceto rise. Conversely, he may be able to force down the
price of rubber by restricting his own purchases, which are
an appreciable part of the total purchases of rubber.

Casss of this sort may exist; but the individual purchaser
of a factor of production is more likely to be able to affect the
price of the factor purchased, because it is difficult for that
factor to move to other purchasers or employers. Even if
therewere alarge number of independent producers of motor -
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cars, each individual producer would be able to affect the
wage-rate paid to his labour by employing more or less men,
if he were the only manufacturer in a particular district
employing that type of labour, or if motor mechanics were
ignorant of the wage-rates paid in firms other than the firm
in which they are employed. A considerable reduction in
the wage-rate offered by the particular employer would cause
some persons to move into other jobs in the same district
or to move to similar firmsin other districts. But he would
not lose the whole of his labour supply. Some of his em-
ployees might find it too costly to move into other districts
or other trades, or might not realize the opportunities of
earning higher wages in other occupations or districts.
Similarly, he might have to offer a considerably higher wage
in order to attract more labour, because the wage offered
must be raised enough to make up for the cost to labour of
transferring itself from other lesswell-paid districts or other
less well-paid occupations in the same district. If themobile
of labour between different firmsis not perfect, the individual
employer may be able to pay a considerably lower wage-rate
without losing all his hands, and may be obliged to raise the
wage-rate considerably in order to attract more men to his
employment.

Whether imperfect competition between the purchasers of
factors of production is due to the fact that there are a small
number of purchasers or to the lack of complete mobility
of the factors between the purchasers, the individual pur-
chaser will raise the price of the factor by buying more of it
and can lower the price by buying less. In these circum-
stances the individual producer will not employ the factors
of production up to the point at which the price paid to the
factor is equal to the value of the marginal product of that
factor. In order to maximize his profit the producer will
again take on another unit of afactor so long as what he adds
to his costs is less than what he adds to his receipts by the
sde of the extra output. If the producer must offer a higher
wage-rate in order to employ more labour, then by e.mploying

4284 T
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one more unit of labour hewill add to his cogs morethan the
wage of that unit; for he will add to his cods the wage-rate
of the new unit of labour plus the rise in the wage-rate paid
to all the labour he is already employing. Thus even if there
were perfect competition in the sale of his product, yet, if he
must offer a higher wagerate to attract more laboi*r, the
producer will ssop employing morewhen the wage-rateis still
congderably below the value of labour's marginal product.
Thisresult isillustrated in Tables 7 (a) and 7 (b) on Chart
Il at the end of the book. Table 7 (a) represents the position
of an employer who hires his labour in conditions of perfect
competition, and Table 7 (b) the position of an employer who
hireshislabour in an imperfect labour market. In both Tables
column A shows the number of men employed, column B the
wage-rate paid when that number isemployed, column C the
total wage-bill, which isobtained by multiplying each number
employed by the wage-rate paid, and column D the marginal
wage-cod or the addition to the total wage-bill which is caused
by taking on onemoreman. Thusfrom Table 7 (a) it is clear
that if thewage-rate is unaffected by the sze of the employer's
demand for labour, the addition to cogts due to taking on one
moreman (column D) isthesameasthewage-ratepaid (column
B). But from Table 7 (b) it can be seen that when an increase
in the demand for labour causes a rise in the wage-rate, the
individual employer by taking on one more labourer will add
to his wage-bill more than the wage-rate of the additional
labourer employed. In Table 7 (b) 25 men can be employed
at a wage of £2 and 26 men at a wage-rate of £2 4s. so that
the total wage-bill will rise from £50 to £57 4s. if a 26th man
is employed. Thusthe marginal wage-cog of the 26th man is
£7 4s., which is consderably greater than the wagerate of
£2 4s. which is paid when 26 men are employed. In these
conditions .a 26th man will be employed only if his employ-
ment adds to the receipts of the firm as much as £7 4s,
.although the wage-rate is only £2 4s.

We have shown in the lagt chapter that when a product is
sold in conditions of imperfect Competition, labour will be
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paid an amount less than the value of its marginal product,
because the producer will add to his receipts by employing
another unit of labour something less than the price at which
additional output is sold. Thisisillustrated in Table 6 (b).
We have now shown that if labour is hired in conditions of
imperfect competition, labour will receive less than the value
of its marginal product, because the employer will add more
to his costs by employing one more man than the wage of
that man. This we have illustrated in Table 7 (b). It is,
of course, possible that in a particular case the conditions of
competition are imperfect both for the sade of the product
and for the hire of labour. In this case labour will receive
awage which is lower than the value of its marginal product
for two reasons. the addition to costs due to taking on an-
other man will be more than the wage of that man, and at the
same time the addition to receipts due to the sale of the extra
output of the additional man will be less than the value of that
extra output.
There are in fact four possible combinations:

1. If there is perfect competition both in the sale of the
product and in the hire of labour, producers will employ
more labour so long as the Marginal Value of Labour in
column G of Table 6 (a) is greater than the Marginal Wage-
Cost in column D of Table 7 (a). In these circumstances 30
men will be employed; the value of the marginal product of
labour will be £3, as can be seen from column E of Table6 (a),
and the wage-rate will be £3 as can be seen from column B
of Table 7 (a).

2. If the market for the sale of the product is imperfect,
while labour is hired in conditions of perfect competition,
we must compare Tables 6 (b) and 7 (a). More menwill be
employed so long asthe Marginal Value of Labour in column
G of Table 6 (b) is greater than the Marginal Wage-Cost in
column D of Table 7 (a). In this case 21 men will be em-
ployed, and it is seen from column E of Table 6 (b) that the
value of the marginal product of labour will be £6 12s. and
from column B of Table 7 (a) that the wage-rate will be £3.



148 IMPERFECT COMPETITION BETWEEN PURCHASERS

3. If the product is sold in conditions of perfect competi-
tion, while labour is hired in conditions of imperfect com-
petition, we must compare Tables 6 (a) and 7 (b). More
labour will be taken on so long as the Marginal Value of
Labour in column G of Table6 (a) isgreater than theMar ginal
Wage-Cost in column D of Table 7 (b). In this case only 20
men will be employed, and it is clear from column E of
Table 6 (a) that the value of the marginal product of labour is
£5 and from column B of Table7 (b) that the wage-rateis£1.

4. Finally, if thereisimperfect competition both in the sale
of the product and in the hire of labour, we must compare
Tables 6 (b) and 7 (b). Employment will only be increased
so long as the Marginal Value of Labour in column G of
Table 6 (b) ishigher than the Mar ginal Wage-Cost in column
D of Table7 (b). In thiscas then, only 19 men will be em-
ployed, the value of the marginal product of labour will be
£7 11s. 8d, and the wage-rate only 16s.

The foregoing argument applies to all factors of production
hired by employers, so that any factor of production will be
paid less than the value of its marginal product, if the product
is sold in conditions of imperfect competition or if the factor
is hired in conditions of imperfect competition. We may add
that the extent to which any factor of production is paid less
than the value of its marginal product would be increased,

(1) if competition in the sale of its product became less

perfect, i.e. if the price at which the product could be
sold became mor e sensitive to changes in the amount
put on the market by the individual producer, and

(2) if competitioninthepurchaseof thefactor becameless

perfect, i.e. if the wage paid by the individual employer
became mor” sendtive to changes in the amount of
the factor employed by the individual employer.
The extent, therefore, to which any factor of production is
pfid less than the value of its marginal product will differ
in different occupations, according as competition is more
or less perfect in different occupations both in the sale of
the products and also in the purchase of the factor.



VI

THE DISADVANTAGES OF MONOPOLISTIC
CONDITIONS

N Chapter 11 of this Part it was argued that, if there were

perfect competition, a given amount of the factors of
production would be employed in such a way

(i) that no individual consumer's needs could be better
satisfied without a reduction in some other consumer's
welfare,

(if) that no commodity could be produced in greater
amount without a reduction in the production of
feme other commodity, and

(iii) that each individual firm would be of the most
efficient gze.

In Chapters IV and V of this Part, however, it was argued
that the absence of date interference in the economic sphere
does not necessarily lead to perfect competition. We have
therefore to se to what extent these three fundamental
advantages of competition are modified by the fact that
competition is not perfect. This is the task which we shall
undertake in this chapter. -

Thefirst important advantage of perfect competition was
[that the factors of production would be used in different
occupations in such a way that the consumers needs were
bes satisfied. For in perfect competition. each factor is
offered in each occupation a reward equal to the value of its
mar ginal product, which measures the pricewhich consumers
are willing to pay for the additional output of the factor.
But in the real world in conditions of imperfect competition
the factors of production will not automatically flow into
those occupations in which their output is most desired by
consumers. In an industry which is producing in conditions
of greatly imperfect competition the reward offered for a
factor of production will be greatly below the price offered
by consumers for the marginal product of that factor: in an
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industry which is perfectly, or very nearly perfectly, com-
petitive the reward offered for the factor will be nearly as
great as the price offered by consumers for the marginal
product of the factor. In this case consumers needs could
be better satisfied,lif factors of production were compelled to
move from the highly competitive t6 the very imperfectly
competitive industry; for consumers would lose in the first
industry an output for which they offered a price about
egual to the reward of the factor, and would gain in the second
industry an output for which they were offering a price
considerably in excess of the reward of the factor.

This point can be proved by means of an example. Sup-
pose that the marginal product of labour in the production
of tea is | Ib. and in the production of bread is | loaf, and
that the price of a pound of tea is Is. and of a loaf of bread is
2S. Consumers tastes would be better served if labour were
shifted from the production of tea to the production of bread,
since for each unit of labour so shifted consumerswould lose
i Ib. of tea valued at Is. and gain | loaf of bread valued at 2s.
In perfect competition this shifting would occur, because
labour would be being offered twice as much in the produc-
tion of bread as in the production of tea. In imperfect com-
petition this would also happen if competition were equally
imperfect in either industry. The reward offered to labour
in each industry might be equal to half of the value of its
marginal product, and in these circumstances labour would
shift from producing tea to producing bread until the value
of the marginal product of labour was the same in each
occupation. But if .competition were more nearly perfect
in the tea industry than in the bread industry, factors might
be offered rewards equal to three-quarters of the value of
their marginal products in the tea industry and to one-
quarter the value of their marginal products in the bread
industry. - Then in the numerical example quoted above,
labour would be offered 9d. (i.e. %X 1s) in the tea industry
and only 6d. (i.e.¥4X 2s) |n the bread industry. The factors
would actually be attracted from producing bread to pro-



MONOPOLISTIC CONDITIONS 151

ducing tea, although the consumers would be better served
if they moved from producing tea to producing bread, in
which occupation the price offered by consumers for their
marginal product istwice as great. If there are different de-
grees of imperfection of -competition in the sale of different
products, more factors ought to be employed in those indus-
tries in which competition is abnormally imperfect and less
in those industries in which competition is most nearly perfect.

We saw at the end of Chapter 1V of this Part that monopo-
listic sellers may be able to discriminate in the prices charged
to different groups of consumers for the same product. In
this case the factors of production will not be used so as to
satisfy consumers tages as fully as possble. We may illus-
trate this from the existing discrimination in the prices at
which milk issold for different purposes by theMilk Market-
ing Board. Each pint of milk costs the same to produce, but
it is sold at a higher price to be drunk than to be eaten as
cheese; and for this reason the factors employed in producing
milk do not serve the consumers needs most effectively. For
without using more factors to produce more milk, consumers
would be better off if more milk were drunk and less were
eaten as cheese. The price which consumers pay for a pint
of liquid milk measures the degree to which they would like
one more pint to drink; while the price paid for a pint of
milk to be made into cheese measures (indirectly through the
price offered for cheese) the extent to which consumers want
one more pint of milk in theform of cheese. If, therefore, the
price of milk sold in itsliquid form is higher than the price
of milk sold in the form of cheese, consumers would be better
off if they had one more pint of milk to drink at the cost of
having one less pint of milk in the form of cheese. Only if
the price of a commodity is the same for every purpose for
which it is purchased will consumers use the available supply
in such proportions between the different uses that no ad-
vantage can be obtained by using,more.of it in one.use and
lessof itinanother. )

The second fundamental advantage of perfect competition
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‘was that the factors of production would automatically be
-used in such proportions in different industries that it would
be impossible to increase the output of one industry without
reducing the output of some other. It wasargued on pp. 115,
116 that production will be maximized in this sensg, if the
ratio between the marginal products of the different factors
is the same in every industry. In Table IV on p. 114 the
situation was illustrated by supposing that in the bread
industry the marginal products of labour and capital were
the same, viz. 4 loaves a day, while in the tea industry the
marginal product of labour was 1 |b. a day and the marginal
product of capital was 3 |b. a day. It was shown that if a unit
of labour moved from the tea industry to the bread industry
and a unit of capital from the bread industry to the tea
industry, the output of tea would be increased by 2 Ib. a day
while the output of bread would remain unchanged. It was
argued that perfect competition combined with free move-
ment of the factors of production would cause the desired
shifting of the factors of production. For the proportion of
labour to capital employed would diminish in thetea industry,
where the marginal product of labour and so its reward were
only one third of that of capital: whereas a higher proportion
of labour to capital would be used in the bread. industry
where the marginal products and so the rewards offered for
the factors were the same.

But this shift of factors would not necessarily take place,
if competition in the purchase of labour were more imperfect
in the bread industry than in the tea industry, or if competi-
tion in the purchase of capital were more imperfect in the
tea indifttry than in the bread industry. Suppose that there
is perfect competition in the sale of both tea and bread,
that there is perfect competition in the hiring of capital in
both industries, and that there is perfect competition in the
hiring of labour in the tea industry but not in the bread
industry. In these conditions both the factors of production
will be offered rewards equal to the value of their marginal
products in the tea industry; whereas in the bread industry
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capital will be offered a reward egual to the value of its
marginal product, while labour will be offered a reward less
than the value of its marginal product. Thus, if the price of
a loaf were 3d. and of 1 Ib. of tea were 4d., we can s from
Table 1V that the value of the marginal product of capital
in the bread industry will be 4x3d. or 1s. and in the tea
industry dso will be 3 X 4d. or Is. The value of the marginal
product of labour in the bread industry will aso be 4X 3d.
or 1s, but in the tea industry will only be Ix4d. or 4d. A
unit of capital will be paid Is. in each occupation. Labour
will be offered 4d. in the tea industry, where competition in
the labour market is perfect, and less than is. in the bread
industry, where there are monopolistic conditions. If there
is sufficient imperfection in the labour market in the bread
industry (i.e. if the individual producer of bread is obliged
to offer aconsiderably higher wage-rate to attract morelabour),
it is possible that labour is paid a wage of only 4d. in the
bread industry, although the value of its marginal product is
as high as Is. In these circumstances the position shown in
Table 1V would continue unchanged, since labour as well as
capital would be offered the same rewards in both industries.
For this reason, if there are two industries in one of which
there is considerably less perfect competition for the hiring
of labour, while the same degree of competition exists in
both industries for the hiring of other factors, the production
of the two industries will not be maximized. Producers in
theindustry inwhich there is great imperfection in the hiring
of labour will have a particularly strong motive to use a small
proportion of labour to other factors, in order to avoid raising
the wage-rate by employing more labour. In such an industry,
therefore, the ratio between the marginal product of labour
and the marginal product of other factors will remain un-
usually high. And these are just the circumstances in which
by using a larger proportion of labour to other factors the
output of the commodity concerned could be increased
without diminishing the output of other commodities.

The third fundamental advantage of perfect competition
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was that all the individual firmswould be of the optimum or
most efficient size. We argued in Chapter | of this Part (p.
105) that the number of firms will be so adjusted by com-
petition that the price offered for the product is equal to the
average cost of production of a firm working at its optimum
output; and in these circumstances in order to cover their
costs each firm must produce neither more nor less than its
optimum output. In perfect competition a firm which is
covering its costs but producing an output less than its opti-
mum output will always expand. But if competition in the
sde of its product isimperfect, it may not expand; for although
it would lower the average cost of its product by producing
more, the fact that it would have to lower its price to sell
" more might outweigh this, so that it would diminish its
profits by doing so. In imperfect competition it is quite
probable that in a particular industry there will be a number
of firms each just covering its costs and each producing an
output below its optimum output. No one of them may have
an incentive to expand because to do so would cause the price
obtained for the product to fall much more quickly than its
costs. And in these circumstances there is a loss to the com-
munity ; for if the same total output of the commodity were
produced by a smaller number of firms, each firm could pro-
duce at its capacity output and so at a lower cost, and in this
way the same output could be produced at a lower total cost.

Thus in conditions of imperfect competition it may be
possible to obtain more efficient conditions of production
by concentrating the output of an industry on a smaller
number of firms. But in pointing this out we have raised
a complex issue. The reason why the concentration of out-
put does not necessarily take place is because any one of the
firms would have to sell its output at a lower price in order
to sell more. Anindividual firm will haveto lower its selling
price in order to sell more, either if there are only afew firms
in the industry each producing alarge proportion of the total
output of the industry, or if there is an |mperfect market for
the product. _
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An imperfect market for the industry's product exists,
if for one reason or another the consumers do not consider
the output of each firm to beidentical, but prefer the product
of one firm to that of another, so that they will only change
their custom from one supplier to another if their preference
is overcome by a sufficiently large margin between the prices
at which thetwo suppliers are offering their products. But—
and thisisthe point of vital importance—this buyers' prefer-
ence may be of two kinds, irrational or rational. If it is
irrational, it isduetoinertia or lack of knowledge on the part
of consumers. Consumers may prefer A's goods to B's goods
mistakenly, either simply because they are in the habit of
buying A's goods or because they think wrongly that A's
goods are superior to B's goods. |If the buyers preference is
rational, they prefer A's goods to B's goods for good and
rational reasons, such as differences in transport cogts or in
the qualities of the products. The test is simply this. If a
consumer were forced to have B's goods instead of A's goods,
would he feel worse off after the change had taken place? If,
in fact, hewould consider himself to be wor se off, the buyers
preferenceisrational; if not, it isirrational.

If the failure of an imperfectly competitive industry to
concentrate its output on a sufficiently small number of
firms is due either to the fact that there are only a few firms
intheindustry, or tothefact that irrational buyers preference
exists in.the market for the product, then the community
clearly gains by the concentration of the industry's output
on a smaller number of firms. For in these cases consumers
lose nothing by being offered a smaller choice of products,
and there is an economy of production obtained from the
concentration. But if the failure to concentrate output is
due to the existence of rational buyers preference, it is not
certain that the concentration of output isto the community's
advantage. |f some firms are closed down, some consumers
will beforced totransfer their custom to other firms, although
they had a rational preference for the products which they
were previously buying. There will therefore be a certain



1% THE DISADVANTAGES OF

loss of consumers' satisfaction which must be set against the
increased efficiency of production. We must therefore deter-
mine in what circumstances there will be a net gain by con-
centrating output on a smaller number of firms.

We must at this point introduce an idea which we have
hitherto avoided, namely, 'the marginal product of manage-
ment*. Just as we have spoken of the marginal product of
labour, or capital, or land, sowemay speak of themarginal pro-
duct of management. Themarginal product of labour was de-
fined asthe amount by which output would beincreased if one
more unit of labour were employed, the amount of the other
factors of production remaining unchanged. In an exactly simi-
lar way we may define the marginal product of management
as the amount by which the output of an industry would be
increased, if one more unit of management were used in that
industry together with the same amount of the other factors
of production, i.e. if therewereonemorefirm in that industry,
while the total amount of the other factors employed in that
industry were constant. Suppose that there are 9 firmsin an
industry, each employing 100 units of labour and capital.
Then the marginal product of management in that industry
is the amount by which the output of the industry would be
increased if the 900 units of labour and capital were employed
by 10 firms each employing 90 units of the other factors, i.e.
if the number of units of management increased by one from
9to 10. It follows that the value of the marginal product of
the management of a particular firmis equal to thetotal value
to consumers of the output of that firm minus the value of the
marginal product which could be produced in other firms by
the factors now employed in the particular firm. For the
closing down of this firm together with the transference of the
hired factors to other firmswill inflict a loss on consumers
equal to thetotal value to them of thisfirm's output minusthe
price offered by them for the marginal product of the hired
factors in the other firmsto which they are transferred.

If thereisno rational buyers preferencefor the product of a
particular firm over the product of other firmsin the same



MONOPOLISTIC CONDITIONS 157

indudry, the total amount spent by consumers on the firm's
output will measure the total value to them of the firm's
output. If, therefore, the firm was closed down and the hired
factors were transferred to other firmsin the same industry,
the net loss to consumers—and so the value of the marginal
product of the management of this firm—would be equal
to the amount spent on this firm's output minus the value
of the marginal product of the hired factors when employed
in the other firms. Since the management of the particular
firm will receive a reward equal to thé amount spent on the
firm's output minus the amount paid by it to the hired
factors, it follows that if it must pay rewards to the hired
factors as great as the value of their marginal products in
other firms,—which will be the case in perfect competition,
snce the other firms will be offering rewards as great as the
value of their marginal products—the management will re-
ceive a reward equal to the value of its marginal product.
But if it can pay rewardsto the hired factors lower than the
value of their marginal products in other firms,—which will
be the case in imperfect competition, snce the other firms
will beoffering rewardslower than thevalueof their marginal
products—the management will receiveareward greater than
the value of itsmarginal product; and the excessof thereward
of management over the value of its marginal product will
be exactly equal to the deficiency of the rewards paid to the
hired factors below the value of their marginal products in
other firms. We may conclude, therefore, that in the absence
of rational buyers preferencefor theproduct of any particular
firm, both management and the hired factors will receive
rewards equal to the value of their marginal products in
conditions of perfect competition, while in conditions of
imperfect competition the hired factors will receive less than
the value of their marginal products and management will
receive just so much more than the value of its marginal
product. '

Since at any one time there is only a limited amount of.
business ability—i.e. of the factor 'management'—available
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in the community, it, like every other factor, should be used
in different occupations up to the point at which the value
of its marginal product is the same in every occupation.
Management should therefore move from those industriesin
which the value of its marginal product is low to those in
which it is high. The state should interfere with the auto-
matic distribution of factors of production among different
occupations in order to shift those factors which are hired
by the management from the less to the more monopolistic
industries, where they are offered much less than the value
of their marginal products, and to shift management from
those industries which are more to those which are less
monopolistic. In other words, in the more monopolistic
industries there should be more land, labour, and capital
concentrated among fewer firms, and in the less monopolistic
industries there should be less of the hired factors spread
over alarger number of firms.

It may at first appear paradoxical to conclude that there
should be fewer firms in the more monopolistic industries,
since monopoly is naturally consdered to exist only when
the number of independent sdlers istoo few. But it must be
remembered that this argument is based on the assumption
that all factors of production including management are
free to move to the industries in which-they can earn most.
Of course, a monopoly may exist because the right to pro-
duceacertain commodity isrestricted by law to oneproducer.
But in this case the management will be earning more than
management can earn in other industries, and if such legal
restrictions were the only cause of monopoly, the removal
of these restrictions would cause more firms to come into
the industry. In this case more firms should come into the
industry until perfectly competitive conditions have been
restored, in which case both the reward and the marginal
product of management will bethe samein every industry.

But as we saw in Chapter |1V there are other reasons why
monopolistic conditions may exist in an industry, so that
each firm can affect the price of its product. For example,
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there may be a very large number of independent sweet shops
in a district, each of which has a very small turnover and is
therefore of less than the mogt efficient size. None of them
may be able to expand profitably at the expense of the others,
because each has a special semi-independent market pro-
tected by the irrational goodwill of its cusomers. The
management of each shop may be receiving a reward no
greater than similar management in other occupations,
because it is perfectly open for more people to st up Sweet
shops so long as an abnormally high reward for management
is obtainable in that occupation. Y et each shop is monopo-
listic according to our definition, snce each could s&l more
sweets only by offering them at a considerably lower price.
In cases in which monopolistic conditions exist although all
factors of production are free to move in search of the
highest rewards, the number of independent units of manage-
ment will be too great and the number of units of the hired
factorswill betoo small. I nthe casesin which theunrestricted
movement of the factors of production will not in itself re-
move all monopolistic conditions, state measures designed to
shift management from the more to the less monopoalistic
industries should no longer appear paradoxical.

In the next two chapters we shall discuss possble ways of
removing the disadvantages which are due to monopolistic
conditions; but it is worth while pointing out here one way
in which (s0 long astherewas no rational buyers preference)
it could be ensured that there were the correct number of
firmsin each industry. Wehave seen that, if the hired factors
of production are, in every firm, paid rewards equal to the
value of their marginal products, the management will also
receive a reward equal to the value of its marginal product.
I f, therefore, some method of control were devised to ensure
that all hired factorsof production wer e offered rewar dsequal
to the value of their marginal products, management also
would receive the value of its marginal product. In conse-
quence, if therewerenorational buyers preference and if all
factors were free to move in search of the highest rewards,



160 THE DISADVANTAGES OF

management would automatically go into the industries
where it was most needed and the number of firmsin each
industry would be the optimum.

But these arguments unfortunately do not apply when
buyers preference is rational. Where rational buyers pre-
ference exiss, the products of the different firms in the
industry must differ in some real way. In other words, when
there is no rational buyers preference, we may say that each
firm is producing identically the same commodity, but where
there is rational buyers preference, each firm is producing
a different commodity. If one among many firms producing
identically the same commodity stopped production, the
total loss to the consumers could be measured by the marginal
utility of the money spent by the consumers on the product
of that firm. But if thereis only one firm producing a single
commodity and this firm ceased production, the total loss to
consumers is greater than the marginal utility of the money
spent on the commodity.

This can be made clear by an example. Suppose that there
are 100 consumers each consuming 100 loaves of bread at
Id. a loaf. Then the total output of bread will be 10,000
loaves sdlling at id. each. If these loaves are produced by
100 independent firms and one firm ceasad production, each
consumer would have only 99 instead of 100 loaves. Each
consumer will lose a pennyworth of satisfaction by having
only 99 instead of 100 loaves, and the total loss to consumers
can therefore be measured by the marginal utility of the 100d.
which was being spent on the output of the firm which has
now ceased production. But if all the 10,000 loaves were
produced by a single firm which ceased production, the total
loss to consumer's, who would now have no bread at all and so
might starve, would be very much greater than 100 timesthe
loss caused by the disappearance of one hundredth part of
the total output. The amount of money spent on the total
output of a commodity does not measure the total loss in
which consumers would be involved if that commodity were
not produced at all, although the price of a commodity does
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measure the loss in which consumers would be involved if
one less unit were produced.

In order to deal with our present problem we must know
how to estimate the loss to consumers by being deprived of
the whole of the supply of one commodity. We can do this
by means of Table 4 on Chart | at the end of the book. In
this Table column A shows the total output of a commodity
demanded by consumers, and column B shows the price
which they will be willing to pay for every amount of the
commodity which they consume. Naturally this price falls
as they consume more. Column C shows the total amount
spent by consumers on different amounts of the commodity,
and the figures in column C are therefore obtained by
multiplying together the corresponding figures in columns
A and B. Column E shows the total amount which consumers
would pay for each amount of the commodity shown in
column A, if they were offered the choice between having
that amount or none at all.

- The figures in column E are calculated in the following
way. We can se from column B that consumers will pur-
chase 1 unit, if the price is £25. It follows immediately that
consumers will give £25 for 1 unit rather than go without it,
so that the corresponding figure in column E ‘is aso £25.
Column B shows that when the price fals to £24 the con-
sumers will buy 2 units instead of 1 unit. When the price is
£24, consumers are perfectly free to buy 1 or 2 units of the
commodity. The fact that they buy 2 instead of 1 means, as
we have already argued in Chapter | of this Part, that to have
a second adds an amount to their satisfaction which is worth
£24. But since to have 1 rather than none added £25 worth
of satisfaction, while to have 2 instead of 1 added £24
worth of satisfaction, clearly to have 2 instead of none adds
£49 (or £25+£24) poundsworth of satisfaction. The consu-
merswould pay anything up to £49 in order to have 2 rather
than none. Similarly, column B shows that when the price falls
to £23, the consumers, who are free to buy as much as they
like at this price, buy 3 instead of 2 units. To have a 3rd
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must therefore add £23 to their satisfaction. But since, as
we have seen, they would pay anything up to £49 to have
2 units instead of none, they would pay anything up to £72
(or £49+£23) to have 3 instead of none, since a 3rd unit
adds £23 worth to their satisfaction. Thus £72 is entered
in column E against the 3rd unit of consumption. Each
figure in column E is obtained by adding the corresponding
figure in column B to the previousfigurein column E. The
price of a commodity measures its marginal utility to con-
sumers, i.e. the amount which is added to the consumers
satisfaction by having one more unit of the commodity, so
that the total value of any amount of a commodity to con-
sumers is obtained by adding the price at which they will
purchase the last additional unit to the total value of the
previous number of units purchased.

We can now see the difference between the value of the
marginal product of management in an industry in which
there are many firms producing identical commodities, and
the value of the marginal product of management in an
industry in which there is rational buyers' preference for
the product of different firms, so that each firm is, in fact,
producing a different commodity. In both cases the value
of the marginal product of management is the net loss to
consumers due to the closing down of the single firm and
the concentration of the hired factors on the remaining firms.
In both cases it can therefore be measured by the total value
to consumers of the output of the single firm minus the price
offered by consumers for the marginal product of the hired
factors in the existing firms to which they- are transferred.
But in the case of an industry in which there are a large
number of firms producing identically the same commodity,
the output of a single firm represents only a small part of the
total output of the commodity, and the price paid for the
output of this firm can be taken to measure the total value
to consumers of the firm's output. But in the case of a
single firm producing the whole output of asingle commodity,
the total amount spent on the firm's output is less than the
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total value of that output to the consumers. For on the
principle outlined in the previous paragraph consumers
would bewilling to pay a larger amount than they do for the
whole output of a commodity rather than go without it
altogether.

If it could be arranged that all hired factors were paid re-
wards equal to the value of their marginal products, the
actual rewards received by the management of firms, in
industries in which there were a large number of firms
producing the same commodity, would be a true measure
of the value of the marginal product of management. In
these circumstances management should move to the in-
dustries in which it received most. But if the question arises
whether a single firm should be st up to produce a new
commodity, or whether a single firm which is producing the
whole output of a particular commodity should be closed
down,—and this case includes the setting up or closing down
of onefirm in an industry in which there is rational buyers
preference—the principlesinvolved are different. If all hired
factors are paid rewards equal to the value of their marginal
products in other occupations, the management of a single
firm producing the whole output of a commodity will receive
something less than the value of its marginal product. For
the value of its marginal product is equal to what consumers
would bewillingto pay for thefirm'soutput, rather than have
none of the commodity, minus the amount paid to the hired
factors, and this is greater than what is spent on the product
minus the amount paid to the hired factors. A new firm
should therefore be st up to produce a new commodity, if the
value of the-marginal product of management reckoned in this
way is greater than the value of the marginal product of
management in other industries.

If it could be assured that the hired factors of production
were paid rewards equal to the value of their marginal pro-
ducts, the movement of every factor of production, including
the factor management, to those occupations in which it was
earning the highest reward, would bring about the most
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desrable distribution of resources among the different
existing occupations, but would not serve to show whether a
new commodity should be produced or whether an existing
commodity should in future not be produced at all. The
ordinary pricing principles, which weexamined in Chapters|
and |1 of thisPart, will serveto determine how much of each
commodity should be produced, if any at all is produced,
but will not serve to show whether a particular commodity
should be produced or not. '
We may, however, make certain statements about this
decison. A new commodity should always be produced if
there is any output of that commodity for which the total
expenditure on the commodity would cover its cogts of
production. For, as we already have shown, the total value
to consumers of the output of a new commodity is always
greater than the total amount spent on it. Consequently, if
the total amount spent on it is sufficient to cover its cods,
the total value of the commodity to consumers will be more
than sufficient to cover its costs But even if there is no
output of the commodity for which consumers would offer
a price sufficient to cover its cost of production, it may
nevertheless be desirable to produce the commodity. Thisis
‘illustrated by a comparison of Tables | and 4 on Chart | at
the end of the book. Let us suppose Table 1 representsthe
conditions of production of a new commodity by a single
firm, and that column B of Table 4 shows the price which
consumers will pay for the corresponding outputs of the
firm. By comparing column B of Table 1 with column B of
Table 4 we can se that for every output the average cost of
‘production is higher than the price which consumers will
pay for the product. But by comparing column C of Table 1
with column E of Table 4 we can see that for all outputs
between 6 and 11 units the total value to consumers of the
commodity is greater than the total cods incurred in its
production. Thecommodity should, therefore, be produced.
Thus monopolistic conditions may involve waste, because
the output of an industry may not be concentrated on the
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correct number of firms, and because the pricing system
alone will not suffice to show whether or not a single new
firm should be set up to produce a new commodity or a new
brand of an old commodity.

We have shown that the existence of monopolistic condi-
tions may modify all the three fundamental advantages of
perfect competition mentioned in Chapter |1 of this Part. It
will be clear from this discussion that a large number of the
so-called wastes of competition are more properly to be called
'wastes of monopolistic conditions'; and it may be of use to
enumerate a number of particular ways in which these wastes
may show themselves. -

(a) One waste of competition, which is only possible if
irrational buyers' preference leads to the absence of perfectly
competitive conditions, is expenditure on competitive ad-
vertisement. Ifin any industry no firm produced an appreci-
able proportion of the total output of a product, and if this
product were standardized and sold in a perfect market, no
firm would spend money on advertisement. It would be
sheer waste to do so, as in these conditions each firm can
extend its market by an inconsiderable reduction in the price
of its product. But where the market for a firm's product is
imperfect, so that in order to sell more it must lower its price
considerably to attract custom fromitsrivals, it may be better
for it to sell more not by lowering its price but by spending
considerable sums on persuading its customers that its
product is better than that of its rivals. If all preferences
were rational and so based solely on real differences in price
and quality, firms would attract custom by cutting prices
or improving quality. But if irrational buyers' preferences
exist, each of two firms, selling almost the same product,
may spend large sums on advertisement, and the &advertise-
- ment of each firm may just offset the effect of the advertise-
ment of the other. Yet it may pay neither of them alone to
stop advertising.

Such expenditure is clearly a waste from the community's
point of view; labour, capital, and other economic resources
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are utilized for a purely competitive battle, which has no
social use at all. If real differencesin the product of different
firms exist, advertisement will serve a useful purpose if it is
used simply to point out the real advantages and disad-
vantages of different products and so to lessen irrational
buyers' preference. But, even in this case, the advertisement
will only be worth while if the extra satisfaction obtained
as a result of the additional knowledge on the part of con-
sumers is greater than the satisfaction obtainable from the
goods which might otherwise be produced by the factors of
productions used in the preparation and organization of the
advertisement. In the real world a large part of expenditure
on advertisement is undertaken simply to attract purchasers
from one firm to another or from one product to another,
without in fact giving consumers any greater knowledge of
the ways in which particular goods will satisfy their needs.
And all such expenditure on advertisement is a waste, due to
monopolistic conditions in the sde of commodities.

(b) A similar waste which is due to irrational buyers'
preference is expenditure on cross-transport. A firm in the
north may be selling to customers in the south, while afirm
in the south is selling an equally satisfying product to custo-
mersinthenorth. If competitionwere perfect, thefirminthe
north could sell at a better price in the north, since it would
have to bear smaller transport costs on goods sold there than
on goods sold in the south. But if the firm in the north had
to lower its price or to spend money on advertisement to
attract the northern consumers from the southern firm, it
might find it more profitable to bear the transport costs rather
than to change its market. _

Such a waste due to unnecessary transport can be exempli-
fied in the distribution of milk in a city. If each milk cart
delivered to one or two streets instead of each cart to one or
two houses in each street, the delivery of milk could be under-
taken at a smaller cost. And perfect competition would bring
this about, since each seller of milk would concentrate on
one or two streets and drive out his competitors by incon-
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siderable reductions in the price at which he offered milk to
persons in the particular district. But, infact, anindividual
dairyman will not find it profitable to concentrate on a
particular district, for, in order to obtain all the customin one
street, he would have to reduce his prices very considerably
below hisrival'sto obtain hisrival's custom.

(c) The failure of each firm in one industry to specialize
on aline of product towhich it is most suited is another waste
due to the imperfections of competition. Here again if there
were perfect competition so that each individual firm could
sell as much as it liked of a particular type of the product
without causing the price to fall, competition would auto-
matically bring about this specialization. . For each firm
would in these circumstances concentrate on one type and
quality of product, if there were any real economies to be
achieved by such action. But if each firm has to spend money
on advertisement or to offer considerably lower prices to
attract customers, each firm may find that it pays it better
to produce a varied assortment of types and qualities to sell
to its own particular customers rather than to face the cost
of attracting a larger number of customers for one type of
product alone.

In this case as well there is only a certain waste if the
failure to specialize is due to irrational buyers' preference.
If there is a rational buyers' preference for the goods of each
particular firm, the concentration of the output of one line
of the commodity on each firm will mean that certain firms
stop producing particular lines of the product. This is
equivalent to disappearance of certain distinct commodities,
and the loss involved to the consumers by this must be
reckoned on the principles discussed above in this chapter
(pp- 160-3).

(d) Finally wemay point outtwo particular waysinwhich
an industry may fail automatically to concentrate the output
on a small enough number of firms. In both these instances
the distinction between rational and irrational buyers' pre-
ference is all-important in order to judge on the principles
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outlined above (pp. 160-3) how far any concentration should
go. First, in conditions of imperfect competition the efficient
firms which can produce at lower costs may fail to drive out
the inefficient firms. Perfect competition would bring this
about, since each efficient firm would produce and sell more
so long as its marginal cost was below the demand price of
the product; and as all the efficient firms produced more,
thetotal output of thecommodity would grow and the demand
price would fall, so that any inefficient firms, whose lowest
average cost could no Longer be covered by the demand price,
would be driven out of business. But if there were not
perfectly competitive conditions, and if the efficient firms
had to spend considerable sums on advertisement or had to
reduce their prices considerably to attract the customers of
the inefficient firms, they might well prefer not to drive out
the inefficient firms, even if the prices charged by the in-
efficient firms were well above the marginal costs of the
efficient firms.

Secondly, monopolistic conditions may prevent that
standardization of commodities which is desirable for the
most efficient methods of production. A large number of
firms might be producing different types of cars, each pro-
ducing a small output at a high cost. If only a few designs
were produced, and each were produced in one firm on alarge
scale, the cost might be very much reduced through the
economies of large-scale production. Yet there is no assu-
rance that imperfect competition will bring about this stan-
dardization and concentration of output. No individual
producer might have any incentive to start to expand his
output and to produce a single design on a larger scale, since
the cost of invading his rival's markets might outweigh any
reductionin his average cost which he could hope to obtain
by the expansion in his output.
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monopoly either in the sale of the product or in the hire of the
factors are brought under the management of public bodies,
the managers of the concerns can aim directly at equating the
pricepaid for each factor to the value of the marginal product
of that factor. In these circumstances each factor will move
automatically into those industries in which the difference
made to the output by its employment is of the greatest use
%olﬁ?lnezjmers provided that the following five conditions are
ulitl .

(i) that the factors move from one occupation to another
s0 long as the cost of movement is more than offset
by the increase in reward obtained;

(ii) that thereisnoirrational buyers preference, so that
the prices offered by any one consumer for different
products does properly measure the marginal utilities
of the different commodities to the consumer;

(iii) that the marginal products, to the value of which the
manager s equate the rewards offered to the different
factors, are the true difference made to the output of
the community by the employment of one more unit
of the particular factor in the particular occupation;

(iv) that in as far as standardized commodities are pro-
duced by alarge number of firms, more managersare
allocated to, and the number of plants increased in,
those industries in which the profits of management
are highest; and

(v) that anew firmis st up to produce a new commodity
or a new brand of an existing commodity so long as
the total value to consumers of the new commaodity
isjudged to be greater than its cost of production.

The fulfilment of the first two conditions can be assured

if the state arranges for the measures designed to educate
consumers and the owners of factors, discussed above on
pp. 170-4. Thethird condition will be fulfilled only if the
public bodies in control of each socialized concern take into
account the effect of the employment of more factors by
themsaves not only on their own output but also on other
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outputs. They should as far as possble asess the effect of
employing a particular factor on the output of others on the
principles discussed in Chapter | | | of this Part (pp. 123-5);
and they should add the current price of any increase, or
subtract the current price of any decrease, in the output of
others before they ases the true value of the marginal
product of the factor in order to decide what reward to offer
for it.

Thefourth and fifth conditions can be fulfilled if the public
board in control of any industry in which there are a number
of independent plants draws a distinction between rational
and irrational buyers preference for the products of the
different plants, assuming that the measures directed towards
the education of consumers have not entirely removed irra-
tional preferences. In so far as it isjudged that no rational
buyers preference exists, the public board in control of any
industry must st up new plants so long as the profits left
over to the management are greater than in other industries.
For in the absence of rational buyers preference, as we saw
in the lagt chapter, the amount left over to management
measures the value of the marginal product of management,
if the other factors are paid rewards equal to the value of their
marginal products. In so far as the public board considers
that there is some rational buyers preference for the output
of different types of the article produced by different plants,
it must determine on different principles whether to open
up a new plant to produce a particular brand, or to close
down an existing plant which is producing a particular
brand. |t must assess what consumers would be willing to
pay for the output of the particular brand rather than go
without it altogether—on the assumption, of course, that they
could obtain the other brands at present prices—and must
allow the production of this brand, if this sum is sufficient
to cover the total cods of its production including a reward
for the management of the plant equal to the reward offered
for similar management in other industries. There must also
be some central authority to decide whether a single firm
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should be set up to produce an entirely new product or
whether a single firm producing the whole output of a
particular product should be closed down, by considering
whether the total value to consumers of the commodity,
as=sed on the principles discussed above (pp. 160-4), is s
great as the estimated total cost of producing it. Such
decisions are bound to be rather arbitrary; for the estimation
of the total value to consumers of a particular commodity or
of a particular brand of a commodity must rest largely- on
guesswork and cannot be based on any prices actually ruling
in the market.

The general principles of pricing, which must be observed
in order to equate the rewards of the hired factors to the value
of their marginal products, can be expressed by three simple
rules.

(i) Those in charge of a socialized business should always
produce more of the product so long as the price
offered for the product is in excess of the current
market prices of the factors which would be neces-
sary to produce another unit of the commodity,

(it) They should substitute one factor for another (e.g.
should use more capital and less labour) to produce
the same output, if the current price of the factor
thrown out of employment is greater than the current
price of that amount of the other factor, which isjust

- sufficient to take its place,

(iii) They should offer for the hired factors of production
—Ilabour, land, capital, or raw materials—prices which
were equal to the value of the marginal product of
these factors.

In the case of industries in which the total demand is too
small to enable a single plant to be run at full capacity, the
marginal cost will be below the average cost, so that if the
product is sold at a price equal to its marginal cost it will be
selling at a loss. This difficulty can be easily met in the case
of socialized industries, if the industries are not only publicly
managed but are also publicly owned. For in the costs of
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productionweincludearateof profit onthe capital equipment
of theindustry equal to the market rate of interest, and a rent
on the land used by the industry equal to the rent which this
land could obtain in other uses. If the product of an industry
Is being sold at a price lower than its average cost, it will
probably mean no more than that the industry is earning less
than the market rate of interest on its capital or less than the
market rent on its land. If the state owns the capital and the
land, this presents no problem. The state will be content
with less than the market rate of interest or less than the
market rent for land; but the managers of the socialized
industry will take on more capital or morelandif the marginal
product of such capital or land is at current pricesworth more
than the rate of interest or the rent which is offered for similar
capital or land in other uses! Difficulties would arise only
if the marginal cost were so far below the average cost that to
charge a price equal to the marginal cost did not enable the
industry to cover the price of its raw materials, its wages, and
the cost of replacing its capital equipment as it wore out,
quite apart from earning any interest on its capital or rent
on its land. In this unlikely case the state would have to
subsidize the industry out of taxation or out of profits earned
in other socialized undertakings.

If, however, the capital of a socialized concern was still
owned by private individuals so that it had to pay interest on
debentures issued in return for the capital and land when the

! This is the principle of reckoning the rates of interest at which capital
development should be undertaken by socialized industries, to which
reference was made in Chapter V of Part | (p. 47). The socialization
of monopoalistic industries will increase the amount of capital develop-
ment that is undertaken at any given rate of interest; for those in control
of socialized concerns, unlike those in control of private businesses, will
not take into account any fall in profit, due to a fall in the price of the
output which is already being produced, in reckoning the yield of any
scheme of capital development. This will help to solve the unemploy-
ment problem by increasing the volume of expenditure on capital develop-
ment' at the current rate of interest. Thisis also true of any of the methods
of control of monopoly discussed in the last chapter, which will cause
capital to be taken on until the value of its marginal product is equal to
the market rate of interest.
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industry was socialized, it might be unable to pay this interest
if it charged prices as low asthe marginal cost of production of
the product. In this case the state would be obliged to subsi-
dize the payment of interest to the owners of the concern.

It is often argued that it would be impossible to obtain
managers for socialized industries who would be as efficient
as those who run businesses for private profit. Since any
attempt to equate rewards of factors with the value of their
marginal productsthroughout industry would eliminate many
wastes, the critics of socialization must prove not only that
the managers of socialized industries would be less efficient,
but also that they would be so much less efficient that this
loss in efficiency would more than offset the diminution of
monopolistic wastes. The possible loss in efficiency of
management due to socialization does not depend on any
increased difficulty in the technique of management but
simply upon the change in the motive of management.
Indeed the technical problems of management are simpler in
a socialized industry than in a business run for the maximiza-
tion of profit. The manager of a socialized concern should
produce more so long as the price of a factor is less than the
value of its marginal product. He will know the price of the
factor and the price at which his product is selling, and has
therefore only to asess the marginal product of each factor.
The manager of an industry run to maximize profits must
attempt to produce more so long as the addition to his costs
due to employing more of a factor is less than the addition
to his receipts due to employing more of that factor. He aso
will know the price of the factors and the price at which the
product is selling; but he has tojudge not only the marginal
product of each factor, but also the extent to which he will
cause arise in the price of eachfactor by employing more of it,
and the extent to which he will cause afall in the price of the
product by selling more of it. The manager of a socialized
industry has only a technical judgement to make, while the
manager of a private business has to make the same technical
judgement and in addition two market judgements.
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Technically there is no reason why the salaried manager
of a socialized industry should make a wor se judgement about
the marginal productivity of different factors than the
manager of a private business. T he only substantial difference
between them is the difference of motive. The efficiency of
the manager of a socialized industry must depend upon his
desire to do a technical job well or upon his fear that he may
lose hisjob if the central board in control of the socialized
industry considers him inefficient. The manager of a private
busnesswill, if heisthe owner, have the incentive of increas-
ing his own income. Theproblem, therefore, turnsupon the
possibility of training a number of efficient managers for
socialized industries, moved by a professonal desire to do a
technical job well rather than by the desire to secure a larger
personal income. But this overgates the difficulty. The
managers of most large concerns are already salaried persons
acting on behalf of the owners; and the real difficulty is to
provide

(a) that the central board of control of a socialized indus-

try shall be able to judge efficiency or inefficiency as
well as the directors of a private company; and

(b) that salaried managers shall realize that the doseness

of approximation between factor prices and the value
of their marginal products is as worthy a criterion of
busness success as the size of a firm's profit.
This problem of motive is the only serious obstacle to the
elimination of waste by means of socialization; and it should
not be more difficult to inculcate the required professional
standards in the case of busness management than it is in the
case of other professions.

There are certain moralsto be drawn from this discussion.
In the first place, the success of a socialized industry must
not be judged by the size of the income which it is able to
make; for otherwise many of the wastes due to monopoly
would still continue. Syndicalist or Guild Socialist tendencies
should be avoided in as far as they encourage those engaged
in a particular industry to think of themselves as a separate
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interest, and soto attempt to run theindustry with the object
of making as large an income out of it as possible.

Secondly, even if all industries were publicly controlled
and all capital and land were socially owned, use could be -
made of a pricing system similar to the pricing sysem of a
competitive economy. Consumers could be left free to
determine the price at which they will purchase the supplies
of the different commodities put on the market by the
socialized industries. The price of such factors as labour
and raw materials could be determined by competition in
demand between the different plants of different socialized
industries, if each manager offered for each factor a price
equal to the price offered by consumers for its marginal
product when employed in his plant. The managers of the
different plants could compete for the available supply of
land, if each manager stated the value of themarginal product
of a particular acre when used in his plant and if the state
allocated each acre to the plant in which this value was
highest. The gate bank could determine a rate of interest
for loans of different types, and at this rate of interest each
manager could determine how much development should be
undertaken in his plant to equate the marginal product of
capital to this rate of interest. The state would receive any
profit made on the capital and land invested in each social-
ized concern; it could pay part of this income as a Social
dividend' to consumers and could save part to finance the
capital development justified in each socialized concern at
thecurrent rate of interest. |f therewere unemployment, the
sate bank could fix lower rates of interest in order tojustify
greater expenditure on capital development by each socialized
concern—financed if necessary in thefirst place by thecreation
of new money. Alter natively, thestatecould distributealar ger
! social dividend' to consumersin order to stimulate expendi-
ture on consumption goods—again financed, if necessary, by
the creation of new money, until the increased expenditure
by consumers had increased the state's receipts of industrial
profits sufficiently to finance the greater 'social dividend*.
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Thirdly, in an economy in which industry is fully or in
part socialized, use must be made of a system of prices for
consumption goods and for factors of production, if the best
use of the community's resources is to be achieved. The
resources of the community will be most efficiently used in
the service of consumers' needs,

(a) if factors of production are moved from one use to
another so long as the loss of output caused in the
first use is of less value to consumers than the gain in
output in the second use; and

(b) if factors of production are used in such proportlons
in the different occupationsthat it would beimpossible,
by using (e.g.) more capital to labour in one occupation
and more labour to capital in another, to increase the
output of one occupation without decreasing the output
of the other.

Socialized industry to be efficient must conform to these two
simple rules, but there are theoretically two possible methods
of applying them. It is possible, by setting up a central
planning commission with power to allocate the factors of
production to different socialized industries, to attempt to
solve the problem without the use of a pricing system. This
commission would have to discover by direct means whether
a movement of factors of production from industry A to
industry B would cause consumers to be better off, and
whether, by shifting one factor from A to B and another from
B to A, output A could be increased without diminishing
output B. Alternatively, the problem can be solved if the
three following conditions are fulfilled:

(a) if consumers are left free to settle the prices at which
different commodities will sell;

(b) if the boards of management of each socialized con-
cern estimate the marginal product of each factor
employed by them, and offer a price for each factor
which is equal to the price which consumers offer for
its marginal product; and

(c) if the factors are allocated, or allowed to move freely,
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to those occupations in which the price offered for
them is highest.

It is often considered that direct central planning is the
more obvious and straightforward method. This view is
entirely wrong. The problem of a general planning commis-
sion, unaided by apricing system of the kind described, would
be incapable of solution. If there were only two factors of
production and only two commodities which could be pro-
duced, itstask would be relatively simple. It might reasonably
hope to discover from consumers representatives whether
consumers would be better off if they had so much more B
and so much less A. By consulting the technicians in each
industry it might discover whether a shift of labour from A
to B and of machinery from B to A would produce more A
without producing less B. But it would in fact be dealing
with thousands.of different products and scores of different
factors of production, labour of different grades, machinery
of different types, different raw materials, and land of different
qualities and different situations. It would be an impossible
problem to decide how much less of each of a large number
of commodities could be produced if the output of other
commodities—either singly or several at a time—were
iincreased by a certain amount, and then to decide whether the
consumers would be best off as they were or with any of the
thousand and one rearrangements which would be possible.
Moreover, no amount of consultation with engineers and
technicians will enable the commission to make sure whether
by shifting a little of this raw material from A to B and a
little of this land from B to C, alittle of this grade of labour
from C to A and of this machinery from C to E, and a little
of this raw material from D to E and some of this land from
E to A, it is possible to increase the output of A without
changing the output of any other product. But the use of
a pricing system of the kind described will achieve these
results.

Although a system of pricing is necessary to obtain the
best use of the community's resources, there are, of course,
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occasions on which this must be accompanied by planning,
which is not solely determined by the principles of pricing
outlined above. We will mention six examples of such
planning. - '

1. There are certain servicesfor which it is not practicable
to charge prices to the consumers. As an example we may
take the use of the roads for motoring. The principles of
pricing would require that the authorities should levy tolls
on motor-cars as they used the roads, and should adjust these
tolls to correspond to the marginal cost of providing roads
to motorists. This is impracticable because of the incon-
venience and cost involved in levying the tolls. In cases of
this kind the instrument of taxation can be used so as to
approximate to the correct principles of pricing. An attempt
can be made to estimate the marginal cost of providing roads
for different types of vehicle by estimating the extra cost of
road maintenance that would be involved if more vehicles
of a certain type were to use the roads, and a tax could be
levied on this class of vehicle equal to this marginal cost of
providing road services for them. The authorities in charge
of road construction should then develop the roads whenever
this would bring in a yield higher than the existing rate of
interest, and in estimating thisyield the tax per vehicle would
correspond to the price offered by consumers for the U% of
the roads.

2. There may be non-economic reasons for developing
one industry or service more fully than it would be developed
under the strict principles of pricing. For example, it may
be decided that for military reasons a certain proportion of
the country's food supplies should be produced at home,
or that for social reasons a certain proportion of the popula-
tion should be kept on the land. In cases of this kind the
pricing system should not be abandoned; but either a tax on
imported foods should be imposed or a subsidy on agricul-
tural output should be paid to competitive agriculture; or, if
agriculture is socialized, the boards in control of agricultural
policy should be instructed to produce up to the point at
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which the price offered by consumers was below the marginal
cog of production by a certain fixed percentage. There are
two reasons why in these cases the pricing system should be
retained and only modified in the ways suggested. In the
first place, only in this way can any estimate be made of the
economic cog involved in increasing agricultural output
beyond the economic optimum; and the government must
weigh the social or military advantages against the economic
loss. If a reduction of the price of agricultural products by
10 per cent, below the marginal cos of production or the
payment of a 10 per cent, subsidy on agricultural output is
found necessary to increase agricultural output by a certain
amount, the gover nment has a measure of the economic loss
involved. Secondly, only through a system of prices can it
be ensured that the increased agricultural output is being
produced in the mogt efficient manner. The object may be
simply to increase agricultural output in general. In this
case the economic loss to consumers will be minimized only
if the factors of production are distributed among different
agricultural occupations in such a way that it is impossible
to produce more of one such product without producing less
of another and that it is impossible to satisfy consumers
needs better by producing more of one such product and
less of another. And this will be achieved only if consumers
are free to compete for the purchase of bread, potatoes, sugar,
& ¢, and if factors of production are moved within agriculture
to the production of different agricultural products, until the
value of the marginal product of any one factor is the same
in every line of agricultural production.

3. There may be elements of co which cannot easly be
reckoned in the pricing system. The best example of such
a cax is the problem of geographic planning. When a town
or region is developing, the situation of a new factory may
spoil the view or other amenities of a residential area; but
the exact boundaries or location of the residental area may
not be known to those whose business it is to set up the
factory, until the factory is st up and the town has developed.
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There is therefore a case for imposing a town or regional
plan upon the free play of the system of prices. But this
planning should take place with reference to the system of
prices. The authority in charge must attempt to asess any
increase in costs which would beinvolved in forcing afactory
into one area rather than another, and must weigh this
increased cost against increased amenities, which are expected
for the residential areas.

Asan instructive example of theway inwhichtheprinciples
of pricing should be used in geographic planning, we may
take the problem of specially distressed areas. If there are
areas in which unemployment is abnormally great, the ques-
tion arises whether new industries should be attracted to
these areas or whether surplus labour should be attracted to
areas in which industry is expanding. In fact both policies
should probably be adopted simultaneously. But there are
simple principles of pricing, by which it can be determined
whether in any particular instance the new factory should
move to the men or the men to the new factory. We have
argued that men should be moved only if the annual interest
on the capital sum which must be spent on moving them is
less than the increase in the value of their marginal product
caused by the move. For this reason the best distribution
of men and industries between different areas can be achieved,

(a) if the real wage-rate in distressed areas is reduced
until there is no abnormal unemployment in those
areas,

(b) if competitive industries and socialized industries are
allowed to set up new factories in those areas in which
their costs are lowest; and

(c) if labour is transferred from one area to another by
some state agency whenever the interest on the cost
of movement is less than the excess of the value of the
marginal product of labour in the new area over the
value of its marginal product in the old area

This argument rests on the assumption that there are not
specially heavy local taxes to finance abnormally great un-
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employment in the depressed areas, but that all the costs of
maintaining the unemployed are met nationally, so that the
costs of production which a firm will incur in different
districts will depend solely upon the technical conditions and
the rewards of the factors of production in the different
districts.

This policy may involve reducing the real wage-rate in
specially distressed aress far below the real wage-rate in other
aress both to attract industries to the area and to move labour
out of the area. There are three ways in which the hardship
involved can be avoided. First, if general depressions are pre-
vented by the measures suggested in Part |, there will always
be some prosperous aeas into which labour can easily be
absorbed, and, secondly, the state can finance the movement
of labour from the distressed areas whenever it is desirable
on the principles indicated above; for these reasons the reduc-
tion of real wage-rates in the depressed areas will not have
to go so far as might at first be thought necessary. Thirdly,
the state can, by the meansdiscussed in Part | | | , ensure that
the remaining inequalities of earnings in the prosperous and
depressed areas are offset by a more equal distribution of
income from property, or by levying lower taxes, or by paying
higher alowances to people in the depressed aress, though
this should be done on condition that people in the depressed
aeas were willing to move to other aress whenever the
differencein their marginal productivity justified such amove.

4. In an economy in which many industries are socialized
the state should set up an Industrial Planning Commission.
For some body would be necessary to organize research for
the boards of different socialized industries, to discover new
methods of reducing their costs, and to pay individuals for
new inventions which are of use to industry. This body
would aso recommend to the government when new
industries should be set up to produce entirely new com-
modities. When it decides on the principles discussed above
(pp. 160-4) that a new invention has been sufficiently
developed for the production of anew commodity to be possible
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at a cog which will be covered by itstotal value to consumers,
recommendations must be made to st up a new public
board to produce the new commodity. We have already
argued that such decisons must be taken without depending
solely on the evidence of prices ruling in the market.

5. There should also be some centralized institution to
inform those in control both of private and of socialized
industries of the probable future course of different prices.
We may call this body an Economic Forecasting Commis-
sion. When those in charge of any industry attempt to assess
the yield on their plant in order to decide how much capital
development they should undertake at a given rate of interest,
they must take account of the future course of prices. For
theyield on a machine installed now at a certain cos depends
upon the prices at which the extra product can be sold in
the future and on the price at which labour and raw materials
can be hired in the future to operate the machine during its
life. Thevalue of the marginal product of the machine cannot
be known until future prices are estimated.

There are three main reasons why the relative prices of
different commodities may alter. Consumers tastes may
change, so that the demand for one commodity rises at the
expense of the demand for other commodities. Technical
inventions may take place which lower the cost and increase
the output of certain commodities, and the fall in the price
of these commodities may cause the consumers demand for
other commodities to change. Finally, if capital development
is taking place or the population is increasing, the relative
demand for different commodities will change as income per
head changes.

It isimpossible for any body to forecast changes in tastes
and changes in cost due to technical discoveries. But there
are many changes which can be foreseen with some degree
of accuracy. The demand for new houses depends among
other things upon the number of marriages. The number of
marriages depends largely upon the numbers of the popula-
tion which are of the normal marriage age at any time, so
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that it is possible to forecast with some degree of accuracy the
number which will take place in the future from a study of
the number of births which have taken place in past years.
There may be a heavy demand for new houses now,.because
there is a large number of people of marriageable age now;
but it may be foreseen that within five years the demand for
new houses will fall off, because the number of new families
seeking houses will fall. The building industry must take
thisfactor into account in deciding the extent to which it will
develop its capacity now.

The demand for railway transport will depend partly upon
the priceof air transport and of road transport, which in turn
will depend, in part, upon therate at which these other trans-
port sysems are developed. The extent to which the demand
for one service changes will depend upon the extent to which
each other service is developed; and a single Economic
Forecasting Commission, which can examine the rate at
which each service is developing, will be able to help those
in control of any one service to determine what will be the
future demand for its service.

.6. We have already shown in Part I, Chapter V, how a
National Investment Board may help to solve the problem of
unemployment by the control of capital development. But
we argued in that chapter that the planning of such develop-
ment should be undertaken, as far as possble, on strict
principles of pricing and costing.

We may conclude that while there are many opportunities
for economic planning by a state in which industry isto a
large extent socialized, yet even in such a sate a pricing
system is essential within which such planning can be
developed.



PART I I
THE DISTRIBUTION OF INCOME

|
HOW SHOULD INCOME BE DISTRIBUTED?

F we have solved the problems discussed in Parts| and | |,
we shall have ensured first that all the factors of production
are employed, and, secondly, that they are employed in the
most efficient way to satisfy consumers* needs, so that the
welfare of any one consumer can now be increased only at
the expense of another's. But it might still bedesirable by a
redistribution of income to increase the satisfaction of some,
even though this involved a loss of satisfaction by others.
The distribution of the national income is the subject of this
Part, in which we shall discuss the following three questions:
(i) on what principles income should be distributed
among individuals;

(i1) to what extent the forces of competition in a laisser-

faire economy will bring about the ideal distribution; and

(ii1) in what way the state must interfere with competition

in order to bring about the ideal distribution, if
competition fails to do so.

In discussing the principles on which the national income
should be distributed we are concerned with many questions
of an ethical nature, which it is not the purpose of this book
to discuss. Whether certain types of people 'deserve’ more
than others is not a question on which the economist can
pass any significant judgement. It is held by some that
people with greater ability deserve to earn more than people
with smaller ability, while others hold that people with
greater needs deserve more than people with fewer needs;
these two principles are not necessarily compatible, since a
man may have little ability and great needs or great ability
and few needs. It is not an economic problem to decide
between these two principles, although economic problems
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are involved as soon as the choice has been made and means
are required to give effect to the choice. But in choosing
the fundamental principle upon which income should be
distributed there is one important economic consideration;
the larger the income of any one individual in a given situa-
tion, i.e. with unchanged tastes, knowledge, and needs, the
less important will it be for him to receive a given addition
to hisincome. Thisis afairly obvious rule, to which there
are no important exceptions. If a man possesses an income of
£100 a year, a £50 increase in his income will add a great
deal to his satisfaction; whereas if he starts with an income of
£10,000 a year the £50 increase will mean a much smaller
addition to his satisfaction. This fact is expressed by saying
that the marginal utility of income diminishes as income
increases.

It is an easy extension of this argument to say that if there
are two persons with the same tastes and the same needs, and
if there is a certain income to be distributed between them,
this income will 'go farthest' and will give the greatest total
satisfaction if it is equally divided between them. This
argument is not ethical; it does not assert that it isjust or fair
to divide the income equally between the two, but only that
it is economic to do so, since the greatest amount of satisfaction
can be derived in this way.

The argument can be demonstrated by means of an ex-
ample. Suppose that of two men with the same tastes and
needs one has £200 a year and the other £300 a year. £1
will mean more to the first than to the second, and if we give
the first man £201 instead of £200 we shall add to his satis-
faction more than we subtract from the satisfaction of the
second by giving him £299 instead of £300. Clearly to trans-
fer a second £1 of income from the second to the first will
aso increase the satisfaction of the first by more than the
satisfaction of the second is diminished. We can go on
increasing the combined satisfaction of the two men in this
way until both have £250. If we transfer another £1 from
the second to the first we shall diminish the satisfaction of
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the second by at least as much aswe increase the satisfaction
of the first; and as we continue to transfer income from the
poorer to the richer we shall more and more certainly
diminish the satisfaction of the poorer by a greater amount
than we increase the satisfaction of thericher. |f, therefore,
the marginal utility of income diminishes as income increases,
and if there are a number of persons with identical tastes and
needs and a certain income to be distributed between them,
the total satisfaction to be gained from this income will be
greatest if the income is equally divided.

This argument must be modified if different persons have
different needsand tastes. L et us suppose that of two persons
with the same tastes one has greater needs than the other,
because the one has dependents to support while the other
‘has not. If both have the same income, it will be possible to
increase the total satisfaction by transferring income from
the person without dependentsto the person with dependents,
snce the man with dependents will have unsatisfied needs
which are more urgent than many of the desres which the
independent person is able to gratify. In this case if we wish
to make a given income go farthest, the ideal principle of
distribution is that the man with dependents should receive
just so much more than the man without dependents that
an extra £ would add an equal amount to both men's satis-
faction.

Thisargument can be extended to cover the case of persons
with different tastes. |If one man's pleasure is to work in his
garden while another's is to travel abroad, the greatest satis-
faction to be obtained from a given sum to be divided be-
tween them will not necessarily be achieved by an equal
divison. For, if the income were equally divided, it might
be possible by transferring income from the gardener to the
traveller to cause an increase in the traveller's satisfaction,
which is greater than the decrease in the gardener's satis
faction. It is not the task of the economist to determine
whether in such circumstances it is just to divide income
unequally. Some people may urge that—apart from differ-
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ences in needs which arise from differences in the number of
‘dependents and in expenditure upon medical services made
necessary by differences in health—the state should distribute
income equally, although this division means that the man
with inexpensive tastes can satisfy his desires more fully than
the man with expensive tastes. For it may be held that the
state should aim at providing equality of opportunity for the
satisfaction of desires. The economist can, however, aid clear
judgement by pointing out that there is a divergence between
an equal distribution of income and that distribution which
will ensure that the greatest total of satisfaction is obtained
from the national income.

Let us consider the case of men with different tastes more
fully. It may be that the gardener with simple tastes can
get a great deal of enjoyment out of a simple life, while the
traveller with expensive tastes is extremely unhappy if he
cannot travel. To transfer income from the gardener to the
traveller, and so to distribute income less equally, would in
this case both increase the total satisfaction to be obtained
from the sum to be divided, and would aso make both men
more nearly equal in their real enjoyment of life. But it may
equally well be that the gardener with simple tastes is by
nature unable to get as much out of life as the traveller, who
can enjoy life agreat deal even with a small income, but could
add to his enjoyment very considerably by having still greater
opportunities. In this case to transfer income from the
gardener to the traveller, and so to distribute income un-
equally, will increase the total satisfaction obtained, but at
the same time will increase the inequality in the real satis-
faction, which the two men are getting from their incomes.
The gardener was at the start less satisfied than the traveller
because he was unable to get so much enjoyment out of the
same income, and he will remain so.

These simple examples show that there is a divergence
between the principles involved in distributing income—

(1) so that every one has the same opportunity of satisfying

his needs;

4284 P
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(2) so that everyone gets the same real satisfaction; and
(3) so that the total satisfaction obtained is the greatest
possible.
The first involves equal money incomes, after allowances
have been made for needs such as dependents and ill health;
the second involves giving more income to the man who is
hard to please and less to the man who is easily satisfied; and
the third principle involves distributing income in such a
way that the last £i received by every one satisfies equally
urgent desires.

There is apossible objection to the whole of this argumen-
tation. Whileit may be admitted that the marginal utility of
income diminishes as income increases in the case of each
individual, it may be denied that the marginal utility of
income to different persons can be compared. It would then
be meaningless even to ask whether total satisfaction could
be increased by transferring income from one person to an-
other. If,therefore, it were decided that one man's enjoyment
cannot be compared with another's, the whole foundation for
any economic arguments about the distribution of income
would be removed. Yet common sense demands that we
should compare different men's satisfactions. If there is any
meaning in saying that to take £1 from a millionaire and to
give it to a starving man does more to satisfy the starving man
than to dissatisfy the millionaire, then logically we must
admit that the feelings of different men are commensurable.
It may be that in innumerable cases there is too little evidence
even to guess whether £1 means more to A than to B; but
this must be because we have not got the necessary information
and not because it is nonsense to attempt to compare A's
feelings with B's.

The economist can, therefore, argue that, if there were
no ethical considerations to modify the conclusion, the third
principle mentioned above should be chosen. It is a
purely economic judgement to state that, in order that the
maximum satisfaction should be obtained from a given
income, the income must be distributed in such a way that
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the marginal utility of income is the same to every one. We
shall therefore assume that the national income should be
distributed accordingly. The following discussion of the
possible methods of redistributing income according to this
principle can easily be modified by the reader if he decides
on ethical grounds that some other principle of distribution
is to be preferred.

Aswe have shown, if all men had the same tastes and the
same needs, this principle of distribution would involve an
equal distribution of income. It is difficult to make fair
allowances for differences in tastes; but there is one impor-
tant difference in needs—namely the size of the dependent
family—for which alowances can and should be made. In
a community in which the married and unmarried are paid
the same wages, poverty is very highly concentrated on the
families in which the number of children is large and in
which income per head is therefore low. In order to get the
most out-of a given national income, this income should be
distributed in equal amounts to each person rather than in
equal amounts to each family regardless of its size. In what
follows we shall assume that our objective is an equal dis-
tribution of income, i.e. we shall assume that needs and tastes
are the same. This is, of course, not so; but methods of pay-
ing larger incomes to classes of persons with greater needs
or more expensive tastes can easily be introduced by the
reader into the arguments which follow. We shall discuss
‘methods of distributing income more equally' instead of
'methods of distributing income so that the marginal utility
of income is the same to each individual’', both because this
greatly simplifies the exposition of the argument, and aso
because the maximization of total satisfaction demands a

much greater measure of equality than exists in the modern
world.
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INEQUALITIES OF INCOME FROM WORK

AVING decided that—with certain modifications—

income should be equally distributed, we must now
discuss the causes of inequalities of income in order to show
how these inequalities may be diminished. In this chapter
we shall discuss the causes of inequalities in earned incomes
and shall examine certain ways in which these inequalities
might be modified. In the next chapter we shall show that
the main cause of inequality of incomes is inequality of
income from property. Subsequently we shall show how
this substantial cause of inequality might be removed.

In one respect laisser-faire tends to bring about equality
of incomes; for in competition similar factors of production
tend to receive the same rewards in every industry. Labour
tends to move into the industries which are paying the higher
wages, until the wage-rate is the same in all industries. There
are, however, certain ways in which this tendency for equality
in the earnings of labour will be modified in a laisser-faire
economy.

1. Thewage paid in one industry will remain permanently
lower than the wage paid in another, in which the work is
more unpleasant. For labour will move into the higher paid
occupations, only if the increase in earnings so obtained is
more than sufficient to offset the increased unpleasantness.
Thismodification of the tendency towards equality of earnings
is, however, of no importance from our present point of view;
for if the inequality of money earnings is only just sufficient
to offset the inequality of unpleasantness of the work, the
real welfare of labour in the two industries is equal.

2. The second reason for inequalities in the earnings of
labour we have already noticed above (pp. 109 and 110); labouy
will not dwaysmoveto the higher paid occupations, if the move
is costly, because of the cost of moving from one district to
another or because of the cost involved in learning a new trade.
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3. Inequalities in the earnings of labour may be caused by
differences in the innate skill required in different industries.
A first-class pianist may earn more than a first-class miner,
because the skill of a pianist is more rare in relation to the
demand than the skill of a miner. On the same grounds we
may explain the facts that brain workers are paid more than
manual workers and that men earn more than women. There
are certain needs and desires which the manual worker is
fitted to satisfy and certain others which brain workers can
satisfy best; and in the existing state of affairs it happens that
the number of manual workers relatively to the needs which
they can best satisfy is greater than the number of brain
workers relatively to the needs which brain workers can best
satisfy. If there were fewer manual workers, or more brain
workers, or more needs which could best be satisfied by manual
work, or less needs which could best be satisfied by brain work,
these two classes of work would be more equally paid.

4. The earnings of labour may be different in different
occupations because of differences in opportunity for training
for the higher paid types of work. The miner may be unable
to become a pianist, not because he is less skilled but because
he cannot afford the necessary training. These inequalities
in the earnings of different types of labour, combined with the
existing laws of ‘inheritance of property, perpetuate the
existing inequalities of income, since the professions in which
earnings are high are more accessible to the sons of the rich
than to the sons of the poor. This is undesirable not only
because it perpetuates inequalities of income but also because
it offends against the first of the advantageswhichnormally re-
sult from the forces of competition. If in acompetitive system
aminer earns £4 and a pianist £20 aweek, then thevalue of the
marginal product of the miner is £4 while that of the pianist
is£20 aweek. In other words, if the miner became an equally
efficient pianist, consumers would lose something which they
value at £4 and gain something which they value at £20. In
these circumstances if there is no real difficulty in the way

*of the miner becoming a pianist, i.e. if each have the same
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innate qualities, the community would be better off if miners
became pianists, so long as the cogt of the necessary education
was less than the consequent increase in the value of the
mar ginal product of theworker.

5. In a laisser-faire economy the earnings of labour may
vary in different occupations because of the existence of
monopolistic conditions. These conditions may take either
of two forms. In the first place, because of ignorance or
inertia, labour may fail to move from thelower to the higher
paid occupations. Secondly, the entry to awell paid occupa-
tion may be barred by the action of those already in that
occupation. |f a trade union directly limits the number of
entriesinto atrade by limiting the number of apprentices or
by holding up the wage-rate so that no new persons coming
into the trade could find work there—or if a profession
imposes unnecessarily high examination or entrance fees on
candidates for the professon—labour employed in that trade
or professon may continue to earn higher rewards than
similar labour employed in other trades or professons.

The measures suggested in Chapters VIl and VIII of
Part Il for the control of monopoly will remove the fifth
cause of inequality. We have suggested there that, in order
to use the factors of production most efficiently for the satis-
faction of consumers needs, measures should be taken to
ensure that in each occupation labour is offered a reward
equal tothevalue of itsmarginal product and should be able
to movetotheoccupations offering a higher reward, provided
that the cost of movement does not mor e than counter balance
the increase in reward. We have suggested measures to
achieve this result—such as the socialization of monopalistic
industries, the fixation of maximum commodity and mini-
mum factor prices, and the extension of the work of the
Employment Exchanges in making labour more mobile
between different occupations.

Thefourth reason for differencesin earnings—theinability
of the poor to train for the occupations offering the highest
rewards—is also due to the presence of monopolistic condi-
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tions, the removal of which are not only important for the
solution of our present problem but aso for the solution of
the problem of the best use of the factors of production
discussed in Part | | . From our present point of view expendi-
ture on-education, which will enable the sons of poor parents
to earn a high income, is simply one form of investment in
capital for the purpose of moving labour from a lower to a
higher paid occupation.

I n perfect competition every one will invest capital in those
occupations in which the yield on capital is higher than the
current rate of interest; and if this is so, differences in the
ability to earn money due to differences in the opportunity
of education could not exist. The figures in Table VI are
devised to illustrate this point. We suppose that a labourer
without technical education can earn £100 a year and that the
period of time over which he can earn is 50 years. (The
figures are chosen because they are simple—not because they
are thought to be realistic.)

TABLE VI
The Yidd of Investment in Education

A B C D
Marginal product
Expenditure Annual Amortisation of investment in
on education earnings of loan education
£ £ £
0 100 0 .
100 150 2 48% per annum
200 190 4 38% "
300 220 6 28% '
400 240 8 18% ‘o
500 250 10 8%

this labourer; and column B shows what the annual earnings
of the labourer would be if the amount in column A were
spent on his education. Thus, if at the beginning of hiswork-
ing life £300 had been spent on his education, hewould be able
to earn £220 a year for the 50 years of his working life. In
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order to see what yield is obtained on this investment of £300
we must allow for the fact that the investment is not perma-
nent but will cease to-earn anything at the end of his working
life. If his working life is 50 years, we must subtract £6 a
year from his earnings in order that over the 50 years
he shall pay back the £300 invested in his education. We
allow, therefore, a figure of £6 a year in column C for
the amortisation of the £300 invested in his education.
Column D shows the marginal product of capital invested in
his education. 1f £100 is invested in his education his earn-
ings would rise from £100 to £150, but of this increase of
£50 in his annual income £2 must go to repay the capital
sum of the loan. Therefore, the net amount earned on the
capital investment of £100 is £48 a year, i.e. a rate of 48 per
cent, per annum. If a second £100 is invested in his educa-
tion, his earnings will rise by £40 a year, i.e. from £150 to
£190, while the amount which he must set aside to repay
the capital sum of the loan will rise by £2, i.e. from £2 to £4
ayear. Therefore, on the second £100 invested in his educa-
tion a net sum of £38 a year will be earned, so that the
marginal product of the investment of a second £100 is 38
per cent. Similarly, themarginal products of athird, fourth,
and fifth investment of £100 in his education are 28, 18, and
8 per cent. If the labourer can borrow money at a rate of
interest of 20 per cent, per annum it would pay him to invest
between £300 and £400 in his own education. For if he
borrowed less than £300, the investment in his education of
an additional £100 would add more to his annual earnings
than to the annual cost of the loan. For example, by investing
£300 instead of £200 he would add £30 to hisannual earnings
and only £22 to his annual payments for the loan. He would
add £2 a year in repayment over the 50 years of the extra
£100 borrowed and would add £20 a year in interest for the
extra £100, because the rate of interest is 20 per cent, per
annum. He would gain greatly by borrowing the £300 for
his education for he would earn £120 a year more than if he
were uneducated and for this would have to pay £66 a year
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during hisworkinglife—£6 in repayment over 50 years of the
capital sum of £300 and £60 in interest at 20 per cent, per
annum on the £300.

So long as the rate to be earned on capital invested in other
lines of business, in machinery or plant, were less than 20
per cent, per annum, it should pay other persons to lend to
him rather than to invest in industry. And not only should
such investment in education pay the labourer and the owner
of property, but aso from the point of view of the best use
of the community's resources this investment should take
place. For if by the investment of an extra £100 in his
education a labourer can add £28 to his net annual earnings,
then the investment of capital in education will add to the
output of the labourer and so to the output of the community
an amount which consumers consider to be worth £28. And
in order that the community's resources should be employed
in the best possible manner, capital should flow into education
up to the point at which the marginal product of capital
invested in this way is the same as the marginal product of
capital invested in other occupations.’

As we have seen, the self-interest of the man seeking
education and of the owners of capital ought to bring this
about, if there is perfect competition in the lending and
borrowing of money. This does not occur in the world of
realities. The ignorance of those needing education about its
advantages and of those owning property about the possibility
of profitable investment in thisfield areimportant. But more
important are the desireof thelabourer for independencefrom
the hold which such borrowing might give to others over his
futurelife, theinsecurity whichownersof property wouldfeel
in such loans, and the weight of many social conventions and
traditions. All these things make it exceedingly improbable
that laisser-faire will of itself bring about the investment of
sufficient funds in the education of the working classes.

! We are here only concerned with economic considerations. There
may, of course, be non-economic reasons for pushing the investment
of capital in education beyond this point.
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Inequalities of earnings which occur because of inequali-
ties of opportunity of education can be removed without
fundamental interference with the competitive system. The
state can provide state scholarships out of public funds, or
can organize the borrowing of money and its loan to the
poorer classes for the purpose of education. The training
of more persons for the higher paid occupations will lower
earnings in these occupations, since more persons will have
to find work in these occupations and will be employed,
therefore, up to the point at which the value of their marginal
product is lower than before. It will raise the wage-rate for
less skilled work, since there will be a smaller supply of
untrained workers. This policy will therefore work only if
the higher paid workers accept lower rewards than before, so
as to enable more persons to be absorbed into these occupa-
tions. Otherwise there will simply be an excess supply of
and unemployment among such workers.

Even if all the causes of inequality of income, due to the
absence of perfect competition, were removed by appropriate
state action, some inequalities in earned incomes would still
remain. The reasons for this are clear from the second and
third causes of the inequality of the earnings of labour
mentioned above: the movement of labour from one job to
another may be hindered by the cost of movement, and
differences in natural abilities may cause differences in earn-
ing power. We have already argued in Chapter |1 of Part Il
(pp. 112 and 113) that it isdesirableto spend money onthe move-
ment of labour from one job to another—and from the purely
economic point of view it is therefore desirable to spend
money on educating people—only if the cost of the movement
or of the education is less than the subsequent increase in
earning power. Differences in earning power will remain,
whichitisnotworthwhileremovingon the principlesalready
discussed, because the cost of removing them is greater than
the differences in earning power themselves. One particular
example of this is the existence of differences in man's natural
abilities. A farmer may be earning less than a highly skilled
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surgeon because he has not the same natural abilities; and
in this case it would be absurd to attempt to equalize the
earnings of farmer and surgeon by training the farmer to be
a surgeon at a cost which was far greater than the increase
in his earning power. It may still be desirable to equalize
their incomes, but more direct methods must be found.
We shall return to this problem at a later stage, but at this
point we can dismiss what may at first sight appear the most
obvious solution of the problem. It is sometimes argued
that, in order to equalize the earnings of workers maximum
and minimum legal payments for work should be fixed, which
would prevent the well paid from obtaining so much and
would ensure that the badly paid obtained more than before.
But if appropriate measures have been taken to remove the
effects of monopolistic conditions, so that every factor is paid
. areward equal to the value of its marginal product, such a
policy would be disastrous. The fact that a low wage was
paid to a labourer and a high wage to a technician would
mean that the value of the marginal product of the labourer
was smaller than the value of the marginal product of the
technician. If the wage-rate is made equal by regulation,
either the wagerate of the labourer must be raised or
that of the technician must be lowered; or dse the former
wage must be raised somewhat and the latter lowered some-
what. In as far as the former wage is raised by regulation,
unemployment among labourers Will result. For the value
of the marginal product of the labourer will now be less than
the wage-rate, and employers will engage fewer labourers
until their marginal product has risen to the new level re-
quired by the higher wage-rate. In so far asthe wage of the
technician is lowered by regulation, a different but also
undesirable result will follow. The demand for technicians
at the lower wage-rate will be greater than before,.since each
employer will have an incentive to take on more technicians
with his equipment of other factors; and the supply of tech-
nicians will not increase when their wage is lowered, so that
at the new wage the demand for technicians will be in excess
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of their supply. And in these circumstances there is no means
to ensure that the most pressing needs of the community will
be satisfied before less urgent needs.

For suppose that while the competitive wage for a tech-
nician is £5 a week, the regulated wage is £3 aweek. In the
new situation a technician may be engaged in any job in
which the value of his marginal product is £3 or more. But
there will be more jobs, in which the value of the marginal
product of technicians is £3 than there are technicians. This
may mean that in some jobs technicians are employed up
to the point at which the value of their marginal product is
£6 and in others up to the point at which the value of their
marginal product is £4. Competition would make this im-
possible because the first industry would offer a wage of £6
and the second one of £4, and the technicians would move
from the second to the first. But with a regulated wage this
would not happen simply because neither industry is per-
mitted to offer more than £3. The result would be that both
the first two fundamental advantages of competition men-
tioned in Chapter 11 of Part Il would be lost.



I
INEQUALITIES OF INCOME FROM PROPERTY

E have explained why competition may cause different

types of workers to obtain different incomes from their
work. But by far the most important reason for the inequality
of incomesisinequality in the ownership of capital and land.
For the income of an individual is composed of his income
from work and of his income from property, and equality of
distribution would be achieved if each man not only obtained
the same reward for labour but dso posesed an equa
amount of property.

But in a society in which there is freedom of bequest of
property at death, the ownership of property is likely to be
very unegual, because any inequalities which do exist will
perpetuate and accentuate themsalves. In the first place, a
man who possesses much property is likely to bequesth it to
his sons or to persons who are in the same income class, so
that property pases from the rich to the rich and not from
the rich to the poor. Secondly, those who own property are
not only able to bequeath more to their sons and other
dependents, but dso can afford to train their sons and
dependents for the higher paid professions, so that the sons of
wealthier families not only inherit more property than others
but are able to earn a higher income than others. Thirdly, a
rich man will find it eeder than a poor man to save out of his
income, and so to accumulate more property, thereby increas-
ing his income and the income of his sonsstill further. For
these reasons any small or accidental inequalities of income
ae likely to be accentuated in the course of time.  Some poor
families by exceptiona abilities, by stern and rigid thrift, or
by accident may become rich; and the property of rich fami-
lies may be squandered and a later generation may be poverty-
stricken. But such is by no means the normal course of events.
Competition, private ownership, and freedom of bequest of
property lead naturally to great inequalities of income,
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But there is another sde to this picture. For the same
reasons that inegualities of income perpetuate and accentuate
themselves, measures which directly increase equality by a
certain amount are likely indirectly to increase equality still
more. In the last chapter we suggested certain ways in which
inequalities of income from work might be diminished, the
most important of which was that all the most promising
youths from whatever dass they might spring should be
educated for the highest paid occupations, so long as the
investment of money in such education would yield the
current return on capital. This would greatly diminish in-
equalities of income from work by lowering rewards in the
higher paid occupations and by raising the rewards of those
who were left to compete for pods requiring little education.
This primary increase in equality would tend to equalize the
power of individuals to accumulate capital from their income,
which in the second generation would tend to equalize the
amount of inherited property. This in turn would tend to
equalize the opportunity to train for the higher paid jobs
and the ability to save more property. It must not be
imagined that this single reform would in the end prove
sufficient to cause incomes to be substantially equal; it is
only asserted that any measures which directly diminish
inegualities of incomes are likely to have some indirect conse-
quences tending in the same direction.

The adoption of certain of the measures suggested in
Chapters VIl and VIII of Part Il for the control of monopo-
listic conditions will also have important effect in diminish-
ing inequalities of income due to the inequalities of income
from property. Itwasarguedin Chapters|V andV of Part |1
that the hired factors of production receive rewards lower
than the value of their marginal products, if monopolistic
conditions exist either in the sale of the product of industry
or in the hiring of the factors themselves. In Chapter VI of
Part Il we argued that in asfar asthe hired factors of produc-
tion obtain rewards lower than the value of their marginal
products the hiring factor of production Management’
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receives a reward greater than the value of its marginal
product. It so happensthat the most important hired factor of
production is labour, and that the hiring factor of produc-
tion 'management’ owns all or part of the capital invested in
industry and receives the profit which is left over after pay-
ment of the rewards of the hired factors of production.
Anything, therefore, which removes the effects of monopoly
by ensuring that labour is paid the value of its marginal
product is likely to increase income from labour at the expense
of income from property. Since the owners of property are
on the average richer than the workers, this will increase the
equality of incomes. As examples of the type of measure
which will achieve this result, minimum wagerates and
maximum commodity prices might be fixed, which would
just allow full employment at real wage-rates equal to the mar-
ginal product of labour; or monopalistic industries might be
socialized, so that the public boards controlling these indus-
tries could pay the hired factors rewards equal to the value
of their marginal products.

But while it is true that in monopolistic conditions the
regulation of wages and of prices in the way suggested will
reduce the inequality of incomes, yet it is disastrous to extend
the scope of this policy beyond the point at which the results
of monopoly have been removed. There are many people
who argue that the most obvious way to reduce inequalities,
due to the inequality of income from property, isto push up
the wage-rate so that less is left over for profit, interest, or
rent, or to restrict by law the amount which may be earned
on property. These arguments imply that the wage-rate of
labour_ should be raised even if this involves raising it above
the marginal product of labour, and that interest, profit, and
rent should be restricted by law, even if this involves lowering
the payments to capital and land below their marginal
products.

If an attempt was made to increase the income which went
to labour and to diminish the income which went to property
by fixing a minimum wage higher than the marginal product
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of labour, ether the attempt to raise real wagerates would
fail or unemployment would result. We have seen in Chapter
V11 of Part | that if a rise in money wagerates is accom-
panied by an equal rise in the prices offered for commodities,
there will be no decrease in employment; but in this case
there will be no rise in the real wage-rate and so no redis-
tribution of income in favour of labour. If, however, a
monetary policy is adopted of such a kind that the money
price offered for goods rises in a smaller percentage than
money wage-rates, the real wage-rate will rise. But, in this
case, labour will be dismissed until there is 9 much less
labour employed with the existing capital and land that the
marginal product of labour is raised to correspond to the
higher wage demanded. Action by trades unions or wage
boards or by legislation designed to raise real wage-rates by
regulation cannot achieve this object without causing un-
employment, if the real wage-rate is already as high as the
marginal product of labour.

Two qualifications of this statement must be added. In
the first place, it is possble that the marginal product of
labour is low because labour is inefficient, and that labour is
inefficient because its wage and <o its standard of living is too
low to enable it to maintain its efficiency. . If the wage were
higher, the efficiency of labour, and therefore its marginal
product, would be greater. In these circumstances there is
a vicious circle which may be broken by regulation. If a
10 per cent, increase in the real wage-rate would raise the
efficiency and the marginal product of labour by 10 per cent,
or more, then therewill be a permanent rise in wages without
any unemployment, if the real wage is raised by regulation.

There is the possibility of a second type of vicious circle,
which may be broken by the regulation of wages. Real wage-
rates may have to be low if the large number of people
seeking work are to be absorbed into employment; but a
large number of people may be seeking work because wages
are low. If real wagerates are successfully raised, a smaller
number will be employed; but at the same time a smaller
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number may seek work, because real wage-rates are higher.
If the real wage-rate is raised in one occupation and not in
others, labour will move towards the higher earnings and the
supply of labour will be increased in that occupation. But it
is by no means certain that a rise in the real wage-rate in
every occupation will increase the total supply of labour
seeking employment. Indeed, there is reason to believe that
the total supply of labour may diminish if the genera level
of real wages rises. A rise in the general level of real wages
can affect the total supply of labour by affecting the birth-rate,
the death-rate, the age at which people start and finish their
working lives, the number of members of a family who will
seek work, and the length of the working day. We cannot say
anything definite about the effect of a rise in the general level
of wages upon the birth-rate. On the one hand, there was a
considerable increase in the birth-rate during the early part
of the nineteenth century in which the general level of wages
was rising; on the other hand, the birth-rateis, at the moment,
higher in the less well paid classes than it is in the higher
paid classes, which would suggest that a higher standard of
livingwent with alower birth-rate. Buttheriseinthebirth-
rate at the beginning of the last century may have been
caused by factors quite other than the rise in the wage-rate,
such as the greater industrialization and urbanization of life;
and the low birth-rate of the upper classes at present may
be due to a more extensive use of contraceptives, so that we
cannot say what is the effect of a rise in wage-rates on the
birth-rate. A rise in wages will almost certainly lower the
death-rate, since an improvement in the standard of living
of wage-earners will presumably result in better health and
longer average life. In this respect, therefore, arise in wages
may tend to increase the total supply of labour.

But when we turn to the effect of a rise in wages on the
other factors mentioned above, we s that ariseinthe general
level of wages will almost certainly decrease the total supply
of labour. If the wage-rate rises, a man may either provide
the same amount of work and earn more than before, or

4284 0
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provide more work and earn a still greater increase in income,
or provide somewhat less work and earn a little more than
before but obtain moreleisure. Experience suggests that when
the wage-rate rises, childrenwill be kept at schogl or at home
longer, because this form of leisure can now be afforded;
wiveswill stay at home instead of going out to work to supple-
ment the family income; men will retire from work earlier,
if they have been more able to save during their working
lives or if their children are in a better position to maintain
them; and finally, either independently or through their trade
organizations, workerswill prefer to insist on shorter hours of
work rather than on the maintenance of the existing hours at
the higher wage-rate per hour. If ariseinthe general level of
wage-rates would for these reasons cause a decrease in the
total supply of labour, it is possible that wage-rates which are
aready as high asthe marginal product of labour may be suc-
cessfully raised without creating unemployment. While the
rise in the wage-rate will cause labour to be dismissed until
the marginal product of labour hasrisento correspond withthe
higher wage-rate demanded, at the same time the number of
workersseekingwork will bediminished. If ariseinthewage-
rate causesadiminution in the total supply of labour at least as
great as the diminution in the demand for labour, the regula-
tion of wageswill be successful without causing unemployment.

The raising of wages by regulation will therefore increase
the earnings of labour without causing unemployment, if it
sufficiently increases the efficiency of labour or sufficiently
diminishes the total supply of labour. But we cannot rely
upon these two qualifications of the general proposition that
to raise wages by regulation above the existing marginal
product of labour will cause unemployment. Only inthe most
favourable circumstances would this not be true, and we
must seek other methods if we wish to interfere with the
competitive distribution of income.

Let us turn to the suggestion that interest, profit, and rent
should be legally restricted to prevent people from receiving
too large an income from property. Such action would take
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the form of a combination of restrictions preventing people
from lending money at a rate of interest above a certain
figure, preventing companies from paying a rate of dividend
upon their preference and ordinary shares above a certain
figure, and preventing the owners of land from lettingtheir
land at rents above a certain figure per acre. Suggestions of
this kind are open to grave objections. We have already seen
inPart |, Chaptersiland | I | ,theimportant role which the
rate of interest plays in regulating the total amount of mone-
tary demand for goods in general, and have suggested that
to cure unemployment the banks should lower the rate of
interest in order to increase the monetary demand for goods.
In times of unemployment in which the banks werefinding it
difficult to reduce interest rates sufficiently, it might be useful
to supplement their efforts by laws analogous to the medieval
laws againgt usury, whereby people were not allowed to lend
money at a rate of interest higher than a certain figure—
provided, of course, that such laws could be enforced. But
thelowering of therate of interest by legislation, or by banking
action, does nothing immediately to reduce income from
interest and profit combined. The object of reducing interest
rates in this case is to widen the gap between the rate of
profit which may be earned on capital development and the
rate of interest at which money can be borrowed for such
development. It is, indeed, only by increasing the net profit
left to the borrower by an amount equal to the reduction
in the interest demanded by the lender that such action would
be effective in increasing expenditure on capital development
and in diminishing unemployment. Moreover, ifintheinter-
ests of the redistribution of income the maximum permissible
rate of interest were fixed at so low a level that a larger total
amount of money would be borrowed for capital development
than was necessary to provide full employment, this would
cause a large increase in the money demand for commodities,
leading to an inflationary boom, unless the banks rationed
new loans to borrowers by some means other than raising
the rate of interest.
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Even if an inflationary boom wer e prevented by the ration-
ing of loans by the banks on other principles, the fixing of
arbitrarily low maximum figures for the rate of interest on
capital, for the profit that may be earned in business/and for
the rent per acre of land, would cause an excess of demand
for these factors of production over the existing supply of
them. Suppose that the competitive rate of interest necessary
to ensure full employment were 5 per cent, per annum, and
that this were lowered by regulation to a maximum of 2 per
cent, per annum. This means that the output of new capital
goods which was necessary to provide full employment was
sufficient to enable capital development to be carried on in all
occupations up to the point at which the marginal product
of new capital investment was expected to be 5 per cent, per
annum. But if borrowers had only to pay and lenders might
only receive 2 per cent., new capital goods might profitably
be invested in any occupation in which the marginal product
of new capital was expected to be 2 per cent, or over. In these
circumstances all the profitable uses of capital could not be
met by the existing output of new capital goods. If thereisa
certain limited output of new capital goods to be distributed
among all the occupations in which capital development
might take place, it is only by raising the rate of interest up
to the point at which the remaining profitable uses for these
capital goods will just absorb the given output that it can be
ensured that the best use is made of them. If the rate of
interest is fixed at a lower figure and the money loans for the
purchase of the capital goods are rationed on arbitrary
principles, there is nothing to ensure that an industry in
which capital development will earn only 3 per cent, will not
be developed, while an industry in which capital might earn
6 per cent, remains undeveloped. Capital would no longer
flow into those industries in which its marginal product was
highest, and the first two fundamental advantages of com-
petition mentioned in Chapter |1 of Part Il would be lost.
By a similar reasoning it can be seen that if the rent of land
is fixed at a figure lower than the value of its marginal
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product, there is nothing to ensure that the available land
will be used in the most efficient way to satisfy the most
urgent needs of consumers.

For similar reasons we may dismiss one other method by
which inequalities of income might be lessened. It is some-
times argued that the state should arrange that those com-
modities which are bought mainly by the poorer members of
the community should be sold at prices below their cost of
production, so that at these abnormally low prices the real
income of the poor would be increased. This could be
brought about by the subsidization of the production of such
commodities or by the socialization of their production, in
order to sell them at prices lower than their cost. If this
policy is adopted, the fundamental advantages of competition
mentioned in Chapter |1 of Part Il would be lost. Rich men
and poor men buy some of the same commodities, so that
rich men would buy some subsidized commodities and poor
men would buy some unsubsidized commodities. For this
reason there would be a maldistribution of the factors of
production among different occupations such that the rich
could be better off without any diminution in the welfare
of the poor, and the poor could be better off without any
diminutioninthewelfare of therich. Each consumer, whether
rich or poor, would consume the different commodities in
such amounts that the addition to his satisfaction from an
extra pound's worth of each commodity was the same. But
the marginal cost to the community of a subsidized com-
modity would be higher than its price to consumers. If,
therefore, any individual consumer, whether rich or poor,
spent one pound less on a subsidized commodity, he would
release factors of production which could produce morethan
one pound's worth more of an unsubsidized commodity.
Each individual could therefore be better off without any
diminution in the welfare of any other individual consumer,
if more of the unsubsidized commodities and less of the
subsidized commaodities were produced.

For this reason all commodities should be sold at prices



230 INEQUALITIES OF INCOME FROM PROPERTY

equal to their marginal cods to all consumers, and any desired
redistribution of income should take the form of a direct
transference of income from one set of personsto another, so
that every one is still free to choose between different com-
modities at prices which measure their marginal coss. In
what follows we shall therefore consider direct methods of
transferring income from the rich to the poor.



v
EQUALITY BY TAXATION

HE taxation of the rich in order to increase the incomes

of the poor isadirect method of redistributing income.
It is aflexiblemethod; for it may be used not only to bring
about a more equal distribution of income, but aso to
distribute income according to any desired principle. Tax
revenue may be used either to subsidize the provision of
educational, medical, or other serviceswhich are of importance
to the poor, or else to supplement small incomes directly
by the payment of old age pensions, unemployment relief,
widows' and orphans' pensions, or even of an equal 'social
dividend'to all persons.

The solution of unemployment by the measures suggested
in Part | isthefirst essential step in apolicy of redistributing
incomes more equally through taxation. We have already
argued in Part I, Chapter V, pp. 41, 42, that during a slump
tax receiptswill fall off, because the incomes liable to taxation
are reduced, while some items of government expenditure
(e.g. interest on the National Debt) will remain constant and
other,items (e.g. Unemployment Relief) will rise. If the
total money demand for commodities were stimulated by the
measures suggested in Part |, tax revenue would rise as money
incomes rose and government expenditure would not auto-
matically rise as quickly. Without any increase in the rates
of taxation on the higher incomes there would therefore be an
increased excess of revenue over expenditure, which could
be used to diminish inequalities of income by reducing rates
of taxation on the lower incomes or by increasing those items
of government expenditure, which directly or indirectly raise
the incomes of the poor.

It has been explained that the reduction of unemployment
by the means suggested in Part | involves some immediate
fall in the real wage-rate. In fact the whole object of the
measures proposed in that Part was to raise the money price
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offered for commodities without a similar risein money wage-
rates, so that employers would have an incentive to employ
more men in order to produce more goods. It is exceedingly
improbable that this policy would in itself actually diminish
the real income of the workers. Thefall in the real wage-rate
would be counterbalanced by the fact that more workerswere
employed; and if a relatively small fall in the real wage-rate
earned by each man was associated with a considerable rise
in the total number of men employed, the real income of the
workers would be increased. In a depressed date of trade,
when a large part of producers capital equipment isidle, a
relatively small risein the price offered for their product will
cause employers to increase their production by a relatively
large amount, so that a considerable increase in employment
will be associated with only a small fall in the real wage-rate.
Wearguedin Part |, Chapter V I | (pp. 67, 68) that experience
justifies this conclusion.

This cure of unemployment will, however, increase the
real income derived from profits as well as the real income of
wage-earners; and it may well increase profits more than
wages, so that in itself the cure of unemployment may cause
income to be less equally distributed. But if rates of taxation
on the higher incomes are not reduced, some consderable
part of the increased profits will be paid to the state and may
be spent in such a way as to diminish inequalities of income.
Moreover, as profits increase, the rates of taxation on the
higher incomes may be raised. The cure of unemployment
means an increase in the total output of goods, or, in other
words, an increase in the total real income of the community.
It is always possible to arrange the tax policy of the state so
that, while all dases gain as unemployment is reduced, the
real incomes of the poor increase much and the real incomes
of therich increase little.

For these reasons unemployment should first be cured
by the means suggested in Part | before the incomes of the
rich are actually reduced by taxation. For it would be absurd
to tax the rich to give greater income to the poor, as long as
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there were not full employment so that the real incomes of
the poor could be increased without any fall in the real
incomes of the rich. But the cure of unemployment is only
a first step. Large inequalities of income would still exist
even if taxes were so adjusted that the poor received the
major part of any increase in real income due to the reduction
in unemployment. We have then to discuss the possibility
of raising considerably higher rates of taxation on the rich
in order to increase the incomes of the poor.

We must next discuss what types of taxation are appro-
priate for this purpose, and what are the economic effects of
such taxation. We may divide the important taxes in a
modern community into three types: taxes on commodities,
taxes on income, and taxes on property passng at death. Each
of these taxes may have effects upon different aspects of
economic activity.

(i) A tax will affect the distribution of income; and it is
our immediate object to see which of the three types
of taxation is most effective for the promotion of
equality,

(ii) A tax may effect the volume of employment; and we
must be certain that the taxes which we choose do not
react unfavourably on the policies suggested in
Parti,

(iii) A tax may affect the distribution of economic re-
sources among different occupations, and we must
know that the taxes which we choose do not nullify
the policy suggested in Part IL

(iv) A tax may affect the total supply of the factors of
production.

In Part IV we shall argue that thereis an 'optimum' amount
of work which should be done, and an ' optimum’ proportion
of income which should be saved for capital development in
any conimunity in which there is full employment of the
factors of production. We must be sure that we do not
choose taxes for the redistribution of income which make
the achievement of these 'optimum' amounts of the factors
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impossible. The rest of thischapter will be devoted to a dis-
cussion of these four aspects of the three main types of taxes.

Taxes on commodities are open to serious criticism on two
grounds. If they are to be used for the redistribution of
income they must be levied on commodities bought by the
rich and not by the poor. While this can be done to some
"~ extent by taxing luxury commodities, it is difficult to do so
to any large extent. The commaodities which both rich and
poor consume such as bread, tea, sugar, houses, & c, are the
main staple commodities, which are produced in large
guantities. These are also the commodities which people
are least likely to do without when their price goes up in
conseguence of a tax imposed upon them. From the point
of view of raising revenue, these are the obvious commodities
totax. It isadministratively easer to tax a few important
staple commodities; and the consumption of these commodi-
ties, and therefore the revenue obtained from them, is likely
to fall off least when the taxes on them are raised. But on
the other hand, a high tax on a luxury commodity will cause
people to purchase other commodities instead, since people
can do without a particular form of luxury and buy others
which have not risen in price. If a heavy tax is put on
gramophones, people may buy wirdess sas instead. In
order, therefore, that the tax may bring in consderable
revenue, wireless sats must be taxed as well asgramophones,
but in that case people may goto thetheatreinstead, in which
case a tax must also be put on expensive seats in the theatre.
But again a large part of the revenue may be lost because
people now give up the gramophone, radio, and threatre and
instead purchase a more expensive car. So in turn cars must
be taxed. For this reason, in order to raise revenue by
taxing the commaodities which therich consume and the poor
do not, practically all the commodities which the rich con-
sume may have to be taxed. Thiswill lead to innumerable
small taxes to achieve an object, which would be achieved
mor e simply by taxing the income of the rich instead of the
commodities they buy.
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The second criticist of a tax on commodities is equally
important. We have argued in Chapter |1 of Part Il that in
order that the available economic resources should be used
in the best way to satisfy consumers needs, commodities
should be put on the market at priceswhich are in proportion
to their marginal cogts of production. If some commodities
are taxed, their price will be raised above their marginal cod,
while untaxed commodities continue to sdl at prices equal
to their marginal costs. Factors of production will therefore
be diverted in an uneconomic way from the production of the
taxed commodities, so that the first fundamental advantage
of competition will be lost. Commodity taxes are therefore
inappropriate as a means of redistributing income, and also
have undesirable effects upon the distribution of factors of
production among different occupations. We may therefore
dismiss them without considering their effect either upon
employment or upon the 'optimum’ supply of labour and
capital.

An income-tax will have neither of the disadvantages of
acommodity tax. Theincome-tax can be graduated by allow-
ing a certain amount of income to go untaxed and by raising
high rates of surtax on the higher incomes, so that those
with small incomes go untaxed, those with medium incomes
pay a moderate proportion of their income in taxation, and
those with large incomes a high proportion. Moreover, by
granting allowances in the income-tax for dependents or for
any other reasons considered desirable the income-tax can |
be made a mogt flexible instrument for aiding any desirable
principle of distribution of income. It has, therefore, many
advantages as a means of raising revenue for the redistribu-
tion of income. Moreover, as a general income-tax does not
differentiate between different sources of income, it will not
disturb the proper distribution of the factors of production
among different occupations. Since the tax levied on the in-
come earned by any factor of productionwill not depend upon
the particular industry or occupation in which that income
is earned, each factor will still move into that occupation
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in which the value of its marginal product is greatest; and
consumers can freely express their preferences for different
commodities through the prices which they offer for each
commodity.

In order to discuss the effects of an income-tax upon em-
ployment and upon the supply of the factors of production,
it is important to distinguish between a proportionate and a
progressive income-tax. A tax is proportionate if the same
rate of tax is levied on every income, whatever size it may be;
and a tax is progressive if the rate of tax levied on each in-
dividual income is raised as the taxable income becomes
larger. TablesVII and VIII give examples of proportionate
and progressive income taxes. In Table VI I we asume

TABLE VII
A Proportionate Income-tax
A | B C D | E
Gross ¢ Rate | Amount | Net Increasein
_fncome i oftax | of tax ' income | netincome
£ % £ £ £
200 30 60 140 .
300 30 90 20 70
400 30 120 280 70
500 30 150 350 70
600 30 180 420 70

that whatever the gross income in column A may be, the same
proportion of it—namely 30 per cent., as shown in column
B—uwill be deducted in taxation. In TableVIII, asthe gross
income in column A rises, there is an increase in the propor-
tion of income deducted in taxation, as shown in column B.
In both tables column C shows the amount which will be
paid in taxation from different incomes under these two tax
systems, and column D shows the net income that will remain
to the taxpayer after the deduction of tax. Column E, which
is the important column for our purposes, shows by how
‘much a man will increase his net income after deduction of
taxation, if by some means or another he adds £100 to his
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gross taxable income. Thusin Table VIII when the gross
income is £400, a net income of £280 remains after the
deduction of tax; but when the gross income is £500 a net
income of £300 is left after deduction of tax, so that if aman
adds £100 to his gross income by earning £500 instead of
£400, he will add only £20 to his net income after payment
of tax.

TABLE VII|
A Progressive | ncome-tax

A B c t D E
Gross | Rate | Amount | Net Increasein
Mi'_ncome of tax of tax ¢ income | netincome

£ % £ | £ £

200 w ! 20 180 ‘e

300 20 : 60 ) 240 60

400 30 {120 280 40

500 4 1 200 300 20

600 50 | 300 300 Nil

In- discussing the effect of taxation upon the volume of
employment and the supply of the factors of production an
important consider ation isthe amount which a man can add
to hisnet income by adding a certain sum to hisgrossincome.
If,asinTableV I | ,theincome-tax is.a proportionatetax of
30 per cent., then by earning another £100 a man will always
add £70to hisnet income. |f, however, thetaxisprogressive,
asin TableVIII, then a man will add less to his net income
by earning an extra £100 than would have been the case if
the absolute height of the tax wer e the same but the tax were
not progressive. In both Tables an income of £400 is taxed
at 30 per cent.; butin TableV I | by earning £400 instead of
£300 a man adds £70 to his net income, whilein TableVI1|
by earning £400 instead of £300 he adds only £40 to his net
income. Wemay conclude, therefore, that thehigher and the
mor e progressive the income-tax, the lesswill aman add to his
net income by earning an extra £100. I n TableVIII thein-
come-tax becomes so progressive that although an income of
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£600 isonly taxed 50 per cent., yet a man can add nothingto
his net income by earning £600 instead of £500. Obviously
to reduce inequalities of incometo a minimum we require as
progressive a tax as possble in order to raise the revenue
from the rich; but in discussng the effects of income tax on
employment and on the supply of the factors of production
we have to remember that every increase in the progressive-
ness of the tax will reduce the addition to net income that
can be achieved by earning a greater gross income.

We are now in aposition to discuss the effect of income-
tax upon employment. In Part |, Chapter |, p. 11, it was
shown that the volume of employment could be increased
either by an increase in the amount of money borrowed and
spent on capital development or, with a given volume of
expenditure on capital development, by a decrease in the
proportion of income which people save and refrain from
spending on consumption goods. We must therefore discuss
the effect of income-tax upon expenditure on capital develop-
ment and upon the proportion of income saved. An income-
tax, and especially a highly progressive one, is likely to cause
some diminution in expenditure on capital development.
InPart |, Chapter | | ,weargued that theincentiveto spend
money on capital development depended upon the relation
between the rate of profit which producers expected to earn
on any new capital development and the rate of interest at
which money could beborrowed. If, for example, a producer
by installing a machine costing £10,000 expects to add £500
ayear to his profits, he expects to earn a rate of profit on this
machine of 5 per cent, per annum. If he can borrow the
£10,000 at 4 per cent., then for an annual payment of interest
of £400 ayear hewill add £500 a year to his profits and will
so increase his own income by £100 ayear. In these circum-
gances he will find it worth his while undertaking this item
of capital development. But if there is a high and aso a
progressive income-tax, he may by adding this £100 to his
gross annual income add very considerably less than £100 to
his net income, and the incentive to undertake the trouble
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and risk of embarking on this capital development will be so
much the smaller. A high and progressve income-tax will
therefore in itself reduce the incentive to spend money on
capital development at any given rate of interest.

Thisdoes not, however, mean that the imposition of a heavy
and progressive income-tax will necessarily cause total money
expenditure to fall and unemployment to increase; and this
is so for two reasons. In the first place, the banks may
offst the immediate effect of the tax on expenditure on
capital development by reducing the rate of interest through
the measures suggested in Chapter | 1| of Part 1. If,in the
example of the last paragraph, the banks cause the rate of
interest to fall from 4 to 3 per cent, when the income-tax is
imposed, the producer by borrowing £10,000 at 3 per cent,
to instal the machine can add £500 to his profit for the pay-
ment of £300 a year in interest. In these circumstances,
therefore, he will add £200 instead of £100 to his gross
income. |f the income-tax removes 50 per cent, of this addi-
tional £200 he will still be able as before to add £100 to his
net income if he undertakes the capital development.

Secondly, a heavy and highly progressive income-tax will
cause a diminution in the proportion of income saved. Richer
people are more able to save than poorer people, and in fact
we find that richer people save not only a larger amount but
als a larger proportion of income. It follows that the more
equally a given income is divided among a number of
individuals, the smaller will be the amount saved out of that
income. Suppose for instance that a man with £900 saves
331/3 per cent, or £300, aman with £500 saves 15 per cent, or
£75, and a man with £100 saves 5 per cent, or £5. Then the
total income of these men will be £1,500, out of which £380
will be saved. If the £1,500 were divided equally between
the three men, each would have £500 and each would there-
fore save 15 per cent, or £75. Thetotal savings of the three
men would therefore fall from £380 to £225.

Thereisafurther reason why a steeply progressve income-
tax is likely to cause a fall in the proportion of income saved.
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People save, in part at least, in order to increase their future
incomes by the interest on their additional property. If there
is a steeply progressive income-tax, an amount of saving
which would add £100 to their gross income in the future
might add only £40 to their net income in the future; and an
amount of saving which would be worth while if it added
£100 to annual income in the future might be considered no
longer worth while if it added only £40 to future income.
Indeed in the extreme case in which the tax is so progressive
that nothing can be added to net income by increasing gross
income, this important motive for saving would be entirely
removed.

A diminution in inequality of income brought about by
a heavy and highly progressive income-tax will therefore
reduce the proportion of income saved; and for this reason it
will help to reduce unemployment. For, as we have argued
in Chapter 11 of Part |, this additional expenditure on con-
sumption goods will cause a direct increase in the output of
consumption goods, will raise the incomes of those producing
these goods, and will thus cause still further increases in
expenditure. Such increases will, moreover, make industry
more profitable, and will therefore increase the incentive to
borrow money for expenditure on capital development, since
a higher rate of profit may be earned on new machinery
installed for the production of consumption goods. |f, there-
fore, the banks prevent any rise in the rate of interest, the
diminution in the proportion of income saved will in itself
stimulate the expenditure of money on capital development,
and will help to offset the tendency of a progressive income-
tax to diminish expenditure on capital development. We
may conclude, therefore, that a progressive income-tax will
almost certainly increase the volume of employment if the
rate of interest is not allowed to rise; for it will directly
stimulate expenditure on consumption and so indirectly the
expenditure on capital development. And if the income-tax
caused unemployment by reducing the incentive to spend
money on capital development more seriously than it
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stimulated expenditure on consumption goods, this could be
offset by alowering of interest rates by the banks.

We have now to discuss the effect of income-tax upon the
supply of the factors of production. In Part 1V, Chapter | | ,
pp. 259-61, we shall argue that there is an 'optimum’' amount
of work which should be done by each member of the com-
munity; and we shall conclude that this 'optimum’ amount
of work will be automatically provided by each person if the
real wage-rate offered to each worker for an hour's work is
equal to the marginal product of hiswork, so that by working
a little more each individual will add to his real income an
amount equal to the difference in the real output of the
community. Any tax on earned income will mean that the
real wage-rate of labour is lower than the marginal product
of labour, since no worker will be offered more than his
marginal product and part of this offer will not reach the
worker but will be removed by the income-tax. Moreover,
themore progressive theincome-tax, the smaller the proportion
of his gross wage-rate which any worker adds to his net
income by working more; and thus the discrepancy between
a worker's marginal product and the increase in his net
income, due to his doing more work, is increased by every
increase in the progressiveness of taxation. A heavy or highly
progressive income-tax on earned incomes will therefore
disturb the 'optimum' amount of work to be done by each
individual. Thisis by far the most disadvantageous effect of
such taxation.

We shall also argue in Chapter 111 of Part IV that there
is an 'optimum' supply of savings. On the assumption that
there is full employment provided by the policies suggested in
Part |, it is impossible for the community to produce and
consume more consumption goods without transferring
resources from the production of new capital equipment;
and in these circumstances a reduction in the proportion of
income saved must mean that less capital development is
undertaken. It is possible to provide full employment when
a large proportion of income is saved, if the rate of interest

4284 R
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is lowered to stimulate a sufficient volume of expenditure on
capital development. Alternatively, when a small proportion
of income is saved, full employment may be provided with
a smaller volume of expenditure on capital development and,
therefore, with a higher rate of interest. We shall argue in
Chapter | I | of Part 1V that there is an'optimum’proportion of
income which should be saved on the assumption of full em-
ployment, because a certain proportion of the fully employed
resources should be applied to the production of new capital
equipment. A heavy and highly progressive income-tax by
diminishing the proportion of income which is saved may
reduce this proportion below the ‘optimum’.

It is, however, easy for the state itself to save part of the
tax revenue, if such taxation threatens to reduce the supply
of savings below the optimum. Suppose that £100 millions
are raised in taxation of the rich to increase the incomes of
the poor. The rich must reduce either their expenditure on
consumption or their savings to pay the £100 millions.
Suppose that they reduce their expenditure on consumption
by £60 millions and their savings by £40 millions. If the
whole £100 millions were spent by the poor on consumption
goods, the net effect would be a diminution of savings by
£40 millions. If the state wished to prevent this, it might
raise the £100 millions in taxation, pay £60 millions of this
to the poor to increase their expenditure on consumption
goods, and itself save £40 millions to replace the diminished
savings of the rich. This £40 millions could be used by the
state to reduce the outstanding national debt or to invest in
any other forms of property, which it was suitable for the
state to hold.

We have next to consider duties on property passing at
death as a means of raising revenue to redistribute income and
aso to consider their effects upon the distribution of the
factors of production among different occupations, upon the
volume of employment, and upon the optimum supply of
the factors of production. Death duties may be proportionate
or progressive. They are proportionate, if the same percentage
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is levied in duty regardless of the sze of the total property,
or of theindividual bequest, which isleft at death. They are
progressive, if either of two principles of graduation are
adopted. With the first principle of progresson (which is
adopted in the English Estate duty), the proportion of the
property taken in duty increases with the sze of the total
property left at death. With the second principle of progres-
sion, thetotal property left at death would, for purposes of the
duty, be divided into its component legacies and each legacy
would be taxed at a rate dependent upon its sze. If out of a
total property of £10,000 one man is left £8,000, another
£1,000, and two others £500 each, the £8,000 bequest would
be taxed at a higher rate than the £1,000 bequest, which in
turn would be taxed at a higher rate than either of the £500
‘bequests.

For the purpose of redistributing income more equally,
progressive death duties have less advantages than a pro-
gressve income-tax. In as far as inequalities of income are
due to the unequal ownership of income-bearing property
such duties are as effective as an income-tax. Progressve
death duties—especially those which are graduated on the
second of the two principles mentioned in the previous
paragraph—uwill take large amounts of property from those
who inherit large properties and so obtain large incomes from
property; and the revenue may be used to increase directly
or indirectly the incomes of the poor. But while the income-
tax will also diminish inequalities of income from work,
death duties will not directly have this effect, snce they
cannot be levied on incomes from work. But indirectly they
will diminish inequalities of earned income. For, aswe have
shown in Chapter Il of this Part, inequalities of income from
work are partly due to inequalities of opportunity to train
for the higher paid occupations, so that an equalization of
incomes from property would indirectly diminish inequali-
tiesof income from work. In acommunity in which the main
inequalities are due to the unequal distribution of property,
and in which many of the inequalities of income from work
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are due to inequalities of opportunity, progressive death duties
will be almost as effective as a progressive income-tax in
reducing inequalities. And if, as will be shown in what fol-
lows, death duties have other marked advantages over an
income-tax, they are to be preferred as the main instrument
for promoting equality.

Death duties, if they are levied impartially on all forms
of property at death, will, equally with an income-tax, have
no adverse effects upon the distribution of economic re-
sources among different occupations. Consumers will be
free, through the prices offered for different commodities, to
express their marginal preferences for different commodities;
and since capital will be subjected to death duties in every
form of occupation, the factors of production including
capital will still flow into those industries in which their
marginal products are of the greatest value to the consumers.

In their effect upon employment progressive death duties
are to be preferred to a progressive income-tax. We have
argued that the effect of taxation upon employment will
depend first upon its effect on the incentive to spend money
on capital development at the current rate of interest, and
secondly, upon its effect on the proportion of income which
will be saved. It was shown that ahighly progressive income-
tax would reduce the incentive to spend money on capital
development. People will borrow money for this purpose
only if they expect to earn on the new capital goods installed
a profit in excess of the interest to be paid on the borrowed
funds, and this margin of profit may be seriously reduced
by a progressive income-tax. In the case of the death duties
this margin would not be reduced at all. |f aman can borrow
£10,000 at 4 per cent., i.e. for £400 a year in interest, and
expects to make a rate of profit of 5 per cent., i.e. a profit of
£500, on the installation of a machine costing £10,000, he
will add £100 to his net income by installing this machine.
This action will not increase the property taxable at his death,
since his debts must be set against his property to arrive at the
net value of his taxable property. The incentive to spend
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money on capital development at the current rate of interest
will therefore be less affected by death duties than by an
income-tax.

This result may appear paradoxical. But it should be
clear, if it is realized that the incentives to spend money on
capital development are quite different from the incentives
to accumulate property. A man can accumulate property by
spending less than his income; but, having accumulated
property, he must make the independent decison whether
to hold money, securities, or a machine. A man can decide to
accumulate wealth without deciding to build a new machine;
for he may decide simply to hold more money or securities.
A man can decide to build a new machine without deciding
to accumulate more property; for he can use some of his
holding of money, or can sdl securities for money, in order
to purchase the new machine, without himself spending less
than his income. The incentive to spend money on capital
development at any given rate of interest should, as we have
argued, be little affected by death duties.

But progressive death duties, just as a progressive income
tax, will almost certainly causeadiminution intheproportion
of the national income saved, if the proceeds of these taxes
are used to increase the incomes of the poor. This will be
so for two reasons. First thispolicy will diminish inequalities
of income; and we have already argued that a transference
of income from rich to poor causes a fall in the savings made
out of that income, because the poor save a smaller proportion
of their income than the rich. Secondly, if the death duties
are progressive, any one who is saving will know that the
larger the property which he accumulates, the greater will
be the proportion taken at his death by the state and the
smaller, therefore, the proportion which he can leave to his
heirs. Thismay reducetheincentiveto accumulate property
for the benefit of his heirs.

It is, however, sometimes maintained that death duties
will reduce the proportion of the national income, which is
saved, to a greater extent than an equivalent income-tax,
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because death duties are a tax on capital and the income-tax
is a tax on income. This belief is not necessarily true.
Suppose that a man is determined to leave a fixed amount of
property for the benefit of his heirs. If he hasto pay income-
tax during his life he must restrict his expenditure on con-
sumption in order to accumulate as much as before to leave
to his heirs. If a duty will belevied on hisproperty at death,
then he must equally restrict his consumption during his
life in order to accumulate a larger property than before, of
which only a part will pass to his heirs. An income-tax, the
revenue from which is used by the poor for expenditure on
consumption, will reduce the proportion of the national
income which is saved, in so far as the taxpayers in order
to meet the tax do not reduce their expenditure on consump-
tion but save less A death duty, the revenue from which is
spent on consumption, will reduce the proportion of the
national income which is saved only in so far as those whose
property will be taxed at death fail to restrict their consump-
tion during life sufficiently to offset the effect of the duty on
their heirs inheritance. There is, therefore, no a priori
reason why death duties should diminish the proportion of
income saved more than an income-tax, although progressive
death dutieswill probably diminish the proportion of income
which is saved at least as much as a progressve income-tax.
Since death dutieswill diminish the incentive to spend money
on capital development less than an income-tax, and will
diminish theproportion of income saved asmuch asan income-
tax, we may conclude that death duties will have a greater
effect in reducing unemployment than an income-tax.
Finally, we must discuss the effect of progressve death
duties upon the optimum amount of work and upon the
optimum proportion of income which should be saved when
thereisfull employment. Asweargued on p. 241, an income-
tax, and especially a progressive income tax, will have disad-
vantageous effects upon the optimum amount of work done
by each person, because a progressive tax on earned incomes
will cause a discrepancy between the real reward of work and
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its marginal product. Death duties will not have this effect;
for death duties do not prevent a man, who by working more
adds something to his income, from keeping the whole of
this additional income. In this respect death duties have
great advantages over an income-tax.

Death duties will reduce the proportion of the national
income which is saved at least as much as an equivalent
income-tax. There is therefore the same possibility that, if
full employment has been achieved by the measures suggested
in Part |, progressive death duties may reduce the proportion
of the national income which is saved below the optimum,
as defined in Part V. But for this there is the same simple
remedy as in the case of the income-tax. The state may use
only part of its revenue from such duties to increase the
incomes of the poor, and may itself save the remainder, using
these sums to redeem the national debt or to purchase any
other appropriate forms of property. By such means the
state can prevent any undesired reduction in the proportion
of the national income which is saved.

All the arguments employed in this discussion of death
duties are equally valid in the case of any taxes levied on
property or on income from property as opposed to income
from work. Such taxes include a progressive income-tax,
from which earned income is exempted, and taxes levied
annually on the value of the property owned by each in-
dividual. We may therefore summarize the arguments of
this chapter in this way: incomes may be redistributed by
taxing the rich and using the revenue to increase the incomes
of the poor. For this purpose commodity taxes are to be
ruled out, both because they are inappropriate taxes for the
raising of revenue from the rich and because they cause an
undesirable redistribution of factors of production among
different occupations. A highly progressive income-tax is
the best instrument for the purpose of redistributing incomes,
and further it has no disadvantageous effects upon the distri-
bution of factors of production among different occupations.
It will probably help to cure unemployment. Although it
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may somewhat reduce the incentive to spend money on
capital goods at any given rate of interest, it will certainly
reduce the proportion of income which is saved and will so
stimulate activity. The great disadvantage of a genera
income-tax is that it will necessarily upset the proper balance
between work and leisure. If the income-tax reduces the
proportion of income saved to an undesirably low level in
conditions of full employment, this may be remedied if the
state itself saves part of the tax revenue. Death duties or
any taxes on property or on income from property alone will
be slightly less efficient than an income-tax in redistributing
incomes, since they cannot directly affect inequalities of
income from work. But they have two distinct advantages
over the income-tax. First, they will not diminish so much
the incentive to spend money on capital development.
Secondly, they will not disturb the proper balance between
work and leisure. In their other effects they are similar to
anincome-tax. From thiswe may conclude that redistribution
of income through progressive death duties or other taxes
on unearned income can have no serious economic disad-
vantages provided that, if necessary, the state is itself pre-
pared to save part of its tax revenue for the purchase of
property of one form or another.



\Y

REDISTRIBUTION OR SOCIALIZATION OF
PROPERTY

N order to remove the most important cause of inequali-

ties of income, namely the unequal ownership of property,
measures might be taken to ensure that property was owned
in more equal amounts by all members of the community
and not concentrated in the hands of a few persons. The
ideal at which this solution would aim is the attractive
'distributist’ state in which all men are free, equal, and inde-
pendent, because all men own a modicum of property with-
out any glaring inequalities in such ownership.

This 'distributist’ state could be brought about by means
of steeply progressive death duties, which would take all, or
nearly all, property above a certain figure away from the
rich to give it to the men who had less property. No single
redistribution of property would suffice, unless some pro-
vision were made for the redistribution of property at death,
Otherwise inequalities would soon appear again, and would
perpetuate and accentuate themselves; for once one family
obtained a measurable advantage in income over others it
would be easier for it to accumulate still more property and
easer for its members to train for the best paid occupations.
Alternatively, the 'distributist’ state might be attained by
fundamental changes in the laws of inheritance, whereby: a
man who died was not allowed to leave more than a certain
amount to any single individual, or—better still—whereby
no man was allowed to inherit an amount of property so great
that together with the property which he already owned he
would possess more than a certain total edtate.

Such a policy would have the same advantages and dis
advantages as progressive death duties, which were discussed
at theend of the last chapter. It would help to cure unemploy-
ment, since it would not diminish the incentive to borrow
money to spend on capital development at any given rate of
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interest, and since itwould cause areduction in the proportion
of incomewhichwas saved. It would in no way prevent factors
of production from flowing into those occupations in which
the value of their marginal products was highest. It would
not interfere with the proper balance between work and
leisure, since it would not prevent any man from earning for
hiswork a reward equal to the value of his marginal product.
On the other hand, it might seriously reduce the supply of
savings below their optimum level in circumstances of full
employment. If all rich men knew that they could not leave
more than a moderate sum to their own dependants, the
main incentive for avery large part of thecommunity'ssavings
would be entirely removed. For this reason the state might
be obliged to fill this gap by raising revenue to devote to the
purchase of property of one form or another.

We have concluded that in redistributing income either by
progressive taxes used to increase the incomes of the poor or
by a direct redistribution of property, the state will probably
be obliged itself to accumulate property, as soon as full
employment is achieved. Such action will gradually lead to
the socialization of the ownership of a considerable amount of
property. We must therefore discuss how the state should use
the income from state-owned property to promote equality.

If the state owns a considerable amount of income-bearing
property, it will be in a position to control directly the
proportion of the national income which is saved. In Part
IV, Chapters I'I'l and IV, we discuss the principles upon
which this decision should theoretically rest. That part of
its income from property which the state decided to save
would either be handed over to those in charge of socialized
industries for expenditure on capital development, or would
be used to purchase securities and other forms of property
in the market, or would be lent at interest to privately con-
trolled concerns. By this means the state could ensure that
the savings flowed into those uses in which the real yield on
capital was highest. The state could use part of its income
from property to financeits ordinary expenditure onjustice,
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defence, & ¢, without raising money by commodity taxes or
by an income-tax. This is a further advantage of state
ownership of property, since taxes on particular commodities
will disturb the best distribution of the community's resources
between different occupations, and an income-tax will upset
the best balance between work and leisure. The remainder of
its income from property could be used to promote equality.
It could either be spent on education, health services, pensions
for old age or for widows, or family allowances, or could be
distributed as an equal 'social dividend' to all members of
the community.

To achieve substantial equality of income by this means
does not necessarily imply that all property should be owned
by the state. If the state owns sufficient property to ensure
that the optimum amount of the national income is saved,
to achieve a considerable degree of equality in incomes, and
to finance its ordinary expenditure without resort to com-
modity or income taxes, the rest of the community's property
might well be left in private ownership. In order to prevent
such -private ownership from causing the regrowth of great
inequalities, private estates over a certain size should be
subjected to heavy death duties, designed in such a way as to
prevent any man from leaving an estate over a certain moder-
ate size to any one individual. As we have already argued
in Part I, Chapter VIII, p. 190, a clear distinction must
be drawn between state ownership and state control of
property. It is quite possible for the state to own land and
to let it out at afixed rent to private individuals to manage
and to farm. It is equally possible for the state to leave the
land in private ownership and itself to hire it at afixed rent
in order that agriculture may be state-managed. In Chapter
VIII of Part 11 we concluded that, in order to achieve the
best use of the community's resources, property in mono-
polistic industries should be socially managed. In this
chapter we conclude that to obtain equality of income a
certain amount of property should be socially owned. It
may be that the state should own more property than it
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manages or should manage more property than it owns. This
depends simply upon the amount of property which must be
socially owned to achieve equality and the amount which
must be socially managed to offset the effects of monopoly.
The important point to realize isthat state ownership and state
management are not the same thing, that they are desirable
for quite different reasons and that they do not necessarily
go together.

By state ownership of property complete equality of in-
come from property could be achieved. At first sight it
appears that by this means all inequalities of income from
work might aso be offset. For the state could use part of
the income which it received from state-owned property in
order to pay allowances to individuals who earned little from
work, so as to equalize their total incomes with the incomes
of those whose earnings from work are high. In particular
industries, which were socially owned and controlled, the state
could deliberately pay wage-rates greater than the marginal
product of labour, if this was necessary to promote equality
of incomes from work. But such policies would be open to
two serious objections, because a man's total income would
no longer depend upon the value of the marginal product
of hiswork. First, no man would have any incentive to move
from occupations in which his marginal product was low to
occupations in which it was high, so that labour would no
longer tend to distribute itself automatically among different
occupations in such a way that consumers' needs were best
satisfied. Secondly, the correct balance between work and
leisure would be upset. If each individual knows that his
total income will not vary even if his income from work
varies, he will no longer have any incentive to choose the
best balance between work and leisure. Hewould presumably
work as little as possible, so that the state would have to set
minimum hours of work. But the state is unlikely to impose
the proper balance between work and leisure, the judgement
of which is best left to each individual .*

Lv. Part IV, Chapter | | , pp. 259-61.
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We are here up against a fundamental dilemma in any
attempt to distribute income equally. It may be desirable
from the point of view of the distribution of income to get
rid of inequalities of income from work, but to do so will
cause considerable difficulty in achieving the best use of the
available labour and the best balance between work and
leisure. For by whatever means equality of earned income is
achieved, it is bound to mean that people's net incomes will
not vary with thevalue of themar ginal product of their work.
In the choice of atax policy or of a policy of paying allowances
to supplement low incomes, the advantage of greater equality
of earned incomes must be balanced against these disad-
vantages. |f complete equality of income from property is
obtained by the social ownership of property, and if complete
equality of opportunity for training for the best paid jobs
is ensured by means of an educational policy based on the
principles outlined above in Chapter Il of this Part, in-
equalities of income will be greatly diminished, even if the
remaining causes of inequalities of income from work were
left untouched.

If we accept this method of achieving equality, there
remains for discusson the problem of the transition from
private to state ownership of property. The state must first
raise surplus revenue by taxation and use the proceeds to buy
up privately owned property. Clearly thefirst block of such
property to be bought up would be the national debt of the
state. As the capital sum of the state's debt was redeemed,
the amount which the state had to pay in interest on the debt
would be diminished so that taxes on the poor could gradually
be remitted, or expenditure designed to promote equality
could be increased. After the national debt had been re-
deemed, the date could invest its surplus revenue in the
purchase of other forms of privately owned capital. 1t would
naturally choose in the first place to redeem the privately
owned debt of any industries which had been socialized, and
would for example buy up the stock of the L ondon Passenger
Transport Board or of similar socialized concerns. After
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thisit might invest in the debt of local authorities. Finally,
it might purchase the debentures of private industries or
invest in the purchase of land. Each stage would either
diminish the state's expenditure on interest on debt or would
increase the state's income from interest or rent. It would
thus gradually be in a position to develop fully its policy for
theredistribution of income.

We have already discussed in the last chapter the principles
upon which the revenue for the socialization of property
might be raised. We concluded there that progressive death
duties might be imposed, part of the revenue from which
could be used by the state to purchase property, if the
imposition of these duties threatened to reduce the com-
munity's savings to too low a level. The transition towards
state ownership of property can always be speeded up by
imposing heavier duties on privately owned property. The
payment of these duties will in itself increase the proportion
of income saved in as far as the taxpayers reduce their ex-
penditureto meet the duties, and will reduce the proportion
of income saved in asfar as the taxpayers reduce their savings
or sell part of their property to meet the heavier levies. By
using a larger part of the revenue to promote expenditure
by the poor the state can prevent such a policy from causing
so large an increase in savings that unemployment results,
and by using a larger part of the revenue to buy up privately
owned property the state can prevent the proportion of
income saved from falling below the optimum in conditions
of full employment.

Y In this discussion we have ignored the possibility that owners of
property may attempt to escape the levy by removing themselves and their
capital to other countries. In Part V, Chapter | | |, we shall discuss the
effects of an increase in foreign Iendm?, and shall’ suggest measures b¥
meart'lsl of which the government can, if necessary, prevent an export o
capital.



PART IV

THE SUPPLY OF THE PRIMARY FACTORS
OF PRODUCTION

|
LAND, LABOUR, AND CAPITAL

E are still left with one fundamental economic problem,

which it is the object of this Part to discuss. Since
the amount of the primary factors of production is not
rigidly fixed, we have to decide how these factors can be
made available to the community in the best or Optimum*
amounts.

It is usually held that there are three primary factors of
production—Iland, labour, and capital—from the use of
which all the real income of the community is obtained.
This view is correct so long as the nature of these three
factors is properly interpreted. By land we must mean all
the natural resources of the community which are useful
for the production of comniodities or for the immediate
satisfaction of human needs. Land; therefore, must be inter-
preted to include not only the surface of the earth, but aso
the fertility of the soil, the natural supply of minerals, the
water supply available for power and for other purposes,
and all the resources whose presence is not due to human
activity. Labour must be interpreted to mean the whole of
man's current activity in producing goods and services. It
must include, besides ordinary manual labour, the work of
technicians, of those directing business concerns, and of
doctors and others who provide direct personal service.
Capital is the whole stock of man-made instruments of
production in existence at any one time, which arc useful for
the production of real income. Capital must include the
stock of machines, buildings, and raw materials, the existing
improvements in the land which are due to human labour,
and even such immaterial things as the existing stock of
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human knowledge and capability, which is due to the expen-
diture of past human effort on the education and training of
men.

If we accept these interpretations of the three primary
factors of production we can see that the production of any
finished commodity or service is wholly due to the use of
the&ethreefactorsin one form or another. In Part |, Chapter

, pp. 2-3, it was argued that the cogts of any firm could be
reduced to sx items:

(i) the wages of labour employed by the firm;

(i) the interest to be paid on the capital borrowed by

the manufacturer;

(iii) the rent or royalties to be paid for the use of land or
other natural resources by the manufacturer;

(iv) thecos tothe manufacturer of purchasing the neces-
sary raw materials to make the finished product;

(v) the payment to be made for the repair and replace-
ment of machinery and plant which wears out as the
finished commodity is produced;

(vi) a profit to the manufacturer sufficient to make him
willing to carry on with the production of the com-
modity.

All these items of cost can be reduced to payments for the
use of the three primary factors of production: land, labour,
and capital. Item (i) is clearly a payment for labour, item
(ii) a payment for land, and item (iii) a payment for capital.
Items (iv) and (v) can, as we argued in Chapter | of Part I,
be reduced to the wages, rent, interest, and profit earned
in the industries producing raw materials and machines,
so that they are made up of payments for labour, land, and
capital together with a certain profit of management. But
this profit of management together with item (vi), the profit
received directly by the producers of the final commodity,
represents either a payment to the manufacturers for their
own labour of management or ese interest on capital, in so
far as the manufacturers themseves own the capital which
they use
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All the factors of production used in the production of
any commodity can be reduced to land, labour, and capital;
but it is not possible, as has sometimes been supposed, to
reduce capital itself to land and labour. It is true that the
physical capital goods, such as machinery, must have been
produced in the past by the use of natural resources and of
human labour. But in spite of this, capital is a factor of
production independent of labour and land. We can see this
best by taking a simple illustration. Let us suppose that the
production of a certain amount of boots requires the employ-
ment of 50 men and a unit of land in the boot manufacturing
firm, and of 50 men and a unit of land in industries producing
raw materialsand machines, in order to replace the boot manu-
facturers' stock of capital goods as they are used up or worn
out. Then the production of these boots requires 100 units
of labour and 2 units of land; but it also requires the existence
of a stock of machines in use and of raw materials in process.
If there were no such stock of capital the 100 units of labour
and the 2 units of land could be used directly without any
equipment in an attempt to produce boots; but clearly a
smaller number of boots would in these circumstances be
produced. If a certaih amount of capital equipment is used,
only part of the labour and land will be used directly to
produce boots, and the other part will be used to maintain
the stock of capital goods and equipment as it is used up
by the production of boots. In the one case, few bootswould
be produced with a given amount of labour and land but no
capital; in the other case more boots would be produced
with the same amount of labour and land and with a
certain constant stock of capital. Thus three primary and
independent factors of production exist:

(i) the current use of an existing stock of capital, i.e. of
instruments of production and of raw materials;

(ii) the current expenditure of a certain amount of human
effort, part being used directly to produce the finished
commodity and part to maintain the stock of capital
goods intact; and

4284 S
-
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(iii) the current use of a certain amount of natural re-
sources, part again being used directly to produce
finished commodities and part to maintain the existing
stock of capital goods intact.

In deciding how the primary factors of production may
be supplied in the 'optimum' amounts, it is clear that as far
as natural resources are concerned there can be no problem.
For these are things which man cannot vary in amount,
but which are supplied in certain quantities by nature.
But in the case of labour and capital, man can decide how
much of these primary factors shall be supplied; for it is
possible to vary the amount of work done and also the size
of the stock of capital goods in existence. Chapter Il of this
Part will deal with the principles which should govern the
total supply of labour, on the assumption that there is a
constant stock of capital in existence; Chapter | Il will deal
with the principles which should govern variations in the
total stock of capital, on the assumption that there is a con-
stant supply of labour. In Chapter IV we shall discuss
briefly the principles upon which the supply of labour and of
capital should be varied simultaneously, if at the start neither
is supplied in the optimum amount.



)
THE OPTIMUM SUPPLY OF LABOUR

HE total amount of labour may be varied by a change

in the amount of work done by each member of the
community or by a change in the size of the population.
When both these variables are at their optimum point, we
have the optimum supply of labour. A discussion of these
two optima, on the assumption that there is a constant stock
of capital, forms the subject of this chapter.

Different ways in which the amount of work done by
each person can be varied have already been mentioned in
Part 111, Chapter | |, pp. 225, 226. An increase in the work
done per member of the community may be obtained by an
increase in the number of hours worked per day or in the
number of days worked per year, by lowering the age at
which people start work or raising the age at which they
retirefromwork, or by an increase in the number of members
of each family who seek work—e.g. a wife may decide to go
out to work instead of staying at home. It may appear unreal
to suppose that the average worker has any control over his
daily hours of work. In occupations in which a man is his
own master, he may be free to decide whether he will work
moreor less. Butif amanisemployed in afactory, inwhich
the hours of work are fixed, he can either work the fixed
number of hours aweek or not work at all. But even so the
number of hours of work done per person can be varied con-
siderably. Theworkers, either directly or throughtheir trade
unions, in settling the terms of work with their employers
can bargain for a reduction or for an increase of hours of
work at the current hourly wage-rate; and hours of work
have, in fact, been considerably changed by this means in
the course of the last century.

It is easy to see that if the wage which people are paid for
their work is equal to the value of the marginal product of
their labour, the amount of labour supplied by a given
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population will—with certain reservations to be made later—
tend towards the optimum. For the optimum amount of
work will be done so long as people work up to the point
at which the marginal disutility of work, i.e. the amount of
satisfaction which they would lose by doing another hour's
work, isjust equal to the marginal utility of the marginal
product of work, i.e. the additional satisfaction which is to
be obtained from the consumption of the extra product due
to doing one more hour's work. If the marginal disutility
of work is less than the marginal utility of the marginal
product of work, people would be better satisfied if they
worked more. By working an extra hour they would dim-
inish their satisfaction, through the loss of leisure and the
unpleasantness of the extra work, by less than the addition
to their satisfaction from the extra product produced. It
follows that, if people are paid for their work a wage-rate
equal to the value of the marginal product of work, and if
they are left free to decide how much work they will do,
either d|rectly or through trade-union or similar collective
action,’ there will be a tendency for the optimum amount
of work to be done per head of the population. In these
circumstances, the utility of the hourly wage-rate offered
will measure the marginal utility of the marginal product
of labour, and people should then be left free to decide
whether the marginal disutility of work was so small or so
great as to make it worth their while working more or less.
Workers will then bargain for those hours of work and for
those holidays at the current marginal product of work,

! Different individuals have different desires for real income and for
leisure according (e.g.) to their tastes and the size of their dependent
family. For this reason it is often argued that collective action is usdess
for the purpose of obtaining the best balance between work and leisure.
This is, however, an exaggeration. Often for technical reasons every one
in a factory must work the same number of hours, so that every individual
cannot obtain the best balance between work and leisure. But collec-
tively the workers can bargain for a change in the number of hours worked
at a given hourly wage-rate to obtain that number of hours which repre-
sents the 'centre of gravity' of the wishes of the different individuals. For
this reason collective action may have a useful function in achieving the
best balance between work and leisure.
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which represent the best balance between work and leisure.
The wife will go out to work only if the utility of the addi-
tional product due to her work is greater than the disutility
of the work. The worker will retire when the utility of the
additional product due to his staying in work is less than the
disutility of his work.

Theonly important modification of thismethod of securing
the optimum amount of work per head is in the age at which
persons start work. As we have argued in Part 111, Chapter
[, pp. 215-17, the. investment of a certain sum of money in
a longer education—which sum must include the actual
cost of the education plus the amount which the child might
have earned during the years of education—may considerably
increase the earning power of the child and may represent
a capital investment which from the purely economic point
of view has a high yield. But either because parents under-
estimate the actual increase in earning power which educa-
tion can bring, or because from sheer impatience they wish
to launch the child at once into an occupation in which he
can earn, or because poor parents are unable to provide
sufficient security to borrow money for education at the
current rate of interest, much desirable expenditure on educa-
tion and the conseguent rise in the age at which work begins
may not take place; unless the state interferes. Further, if
there is no state interference, it is the parents who must
make the investment in education and the sacrifice which
it involves, while it is in the main the children who will gain
through the increased ability to earn. For any or all of these
reasons children may be set to work earlier than is desirable
even from the strictly economic point of view.

The principle that the wage-rate should be made equal to
the value of labour's marginal product, in order to achieve
the best balance between work and leisure, is one of the
reasons for some of the decisions which we have already
reached in the previous Parts of this book. Here it is neces-
sary only to enumerate these points briefly.

(i) There should be no income-tax, and in particular no
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progressive income-tax, on earned incomes (cf. Part 111,
Chapter 1'V) and no taxes levied per unit of labour employed,
as, for example, in the case of contributions for health in-
surance (cf. Part 1, Chapter | X).

(it) There should be no subsidization of employment in
competitive industries, in an attempt to increase employ-
ment without a reduction in the real wage-rate (cf. Part I,
Chapter 1X).

(iii) There should be no legal restriction of hours of work
and no compulsory retirement from industry at a given age
in order to reduce unemployment (cf. Part |, Chapter | X).

(iv) In Part Il we have shown that in monopolistic condi-
tions, labour, being one of the hired factors of production,
will be offered a reward lower than the value of its marginal
product. Thisinvolvestwo evils: (a) the maldistribution of
labour among different occupations, and (b) the disturbance
of the proper balance between work and leisure. To cure
the former evil it is only necessary to ensure that the value
of the marginal product of labour is the same in every occu-
pation, but to cure the second it is necessary to ensure that
the wage paid to labour is equal to the value of its marginal
product in every occupation. For this reason it is preferable
to remove the wastes of competition by measures which
make the reward of labour equal to the value of its marginal
product—e.g. by fixing maximum commodity prices and
minimum wage-rates or by the socialization of monopolistic
industries—rather than by measures which only ensure that
the value of the marginal product of labour is the same in
every industry—e.g. by a system of taxes and subsidies on
employment in different occupations (cf. Part I 1, Chapter
VII).

(v) The payment of state allowances to equalize earned
incomes or the raising of the wage-rate paid in socialized
industries above the marginal product of labour will upset
the proper balance between work and leisure (cf. Part |11,
Chapter V).

We must now turn to changes in the total supply of labour
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due to variations in the size of the population. We have here
to answer the following questions: What do we mean by an
optimum population? Isthere any reason to believe that the
population automatically tends to grow to this optimum
size? If not, how can we judge whether the population is
too large or too small ? Finally, how can we control the size
of the population and cause it to tend to the optimum size?

We may mean by an optimum population either that
population which will produce the greatest total amount
of satisfaction, or that population which will produce the
greatest satisfaction per head. Suppose that real income
per head would be high if there were only a small popula-
tion, and would be lower, but not very much lower, if
there were a considerable increase in the population. In such
circumstances satisfaction per head would be greatest with
a small population, whereas with a larger population the
total amount of satisfaction would be greater, since there
would be a much larger number of persons each enjoying a
slightly lower amount of satisfaction. We have therefore to
determine whether—from the purely economic point of view"
—we desire that number of persons which will raise the
individual standard of living as high as possible, or that
number which will ensure the greatest aggregate sum of
human satisfaction. In my opinion the proper definition of
the optimum population is that which maximizes satisfaction
per head, which is, of course, the same as the population
which provides the greatest real income of commodities and
services per head. In what follows the optimum population
will be defined in this sense, and it is left to any reader who
chooses the alternative definition to modify the argument
appropriately.

If the growth of population is not consciously controlled,
it will be an accident if the population happens to be of the

! Other considerations may be important besides economic satisfaction.
For example, an increase in the number of human souls may itself be of
value. |n the text we are concerned only with the maximization of econo-
mic welfare, and our conclusons may need modification if the maximiza-
tion of some other good requires a different polity.
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optimum size, as we have defined that term. The motives
which cause people to have larger or smaller families are
obscure and are not primarily economic, so that there is
little probability that people will adjust the size of their
families in such a way that the population is of the optimum
size. |f—as was at one time held to be true—workers always
increased the size of their families so long as their income was
above the subsistence level, the population would always grow
beyond the optimum. |If, as is probably nearer the truth,
people restrict the size of their families with the object of
ensuring that their children will be in a position to enjoy a
higher standard than they enjoyed, there is still no reason to
believe that the population will automatically approach the
optimum. If the population is below the optimum, the
standard of living can be raised only by an increase of
population; but people may still restrict the size of their
f?]mlicljies in an attempt to obtain a better start in life for each
child.

How then can we judge whether the population is greater
or less than the optimum size? In this chapter we shall
assume that there is a certain stock of natural resources and
of capital to be used by the working population; and we
shall inquire how we can decide whether real income per
head would be increased by an increase or by a diminution
in the numbers of the working population, without any
change in the amount of capital with which it is to co-operate.
If in these circumstances the population were very small,
real income per head could be increased by a growth in the
population. After a certain increase, rea income per head
would reach a maximum, and any further growth in the
population would cause it to fall.

There are two opposing forces at work. If the population
isvery small therewill belittle opportunity for the specializa-
tion of work among different workers, i.e. for 'the division
of labour*. If there were only one man in the community,
he might have to spend one third of his time making bread,
one third of his time making clothes, and one third of his
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time building and repairing his house. If, however, there
were three persons, one of whom spent all his time making
bread, one making clothes, and one building houses, the
community's supply of bread, clothes, and houses would be
more than threetimes asgreat. For each man, by concentra-
ting on one job, would save time, would obtain a greater
skill, and would choose that job for which he was naturally
most suited. In the production of each commodity there are
a large number of slightly different processes and jobs, and
there are also a large number of different commodities to
be produced. In order, therefore, that there may be the fullest
division of labour, the population must grow to a consider-
able size.

There is a further reason why, up to a point, a growth in
the population to be employed with a given amount of land
and capital will cause real income per head to increase. In
Part Il it was pointed out that in every industry the capital
equipment must for technical reasons be of a certain mini-
mum size, however small an output is produced, so that
the output could be increased up to a point without a
proportionate increase in equipment. To print one copy of
a book or newspaper requires a minimum capital equipment
- of type and machinery, or to produce a few motor-cars
requires a minimum capital equipment. To run two instead
of one train a day requires no larger equipment of tunnels,
stations, embankments, lines, &c. If, therefore, the popula-
tion is very small, an increase would raise real income per
head; for the increased population could be set to work to
use the capital more fully, and there would be little or no
increase in the work necessary to maintain and repair the
existing stock of capital. If there is*not a full utilization of
capital equipment, which for technical reasons can only be
fully utilized if there is a fairly large total demand for the
products of industry, agrowth in the population, by causing
an increase in the total aggregate demand for commodities,
will cause the capital to be more fully utilized and will so
lower real costs of production per unit of output; and this
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means that the growth of population will cause a rise in
real income per head.

But there is a second and opposing tendency at work.
Before the population has benefited fully from the division
and specialization of labour and from the full utilization of
the capital equipment, afurther growth in the population will
cause a fall in real income per head. For if there is a given
amount of natural resources and a given stock of capital
equipment, a growth in the population must mean that each
worker is equipped with less capital and natural resources,
and this in itself will tend to cause output per head to fall.
As the population grows, a point will' be reached when the
fact that each labourer would have a smaller equipment of
natural resources and of capital outweighs the advantages to
be gained from the greater specialization of labour and the
fuller use of certain types of capital equipment. The larger
the population, the less important will the advantages of
large-scale production become, and the more important will
be the fact that there is little capital and land to use with
each worker, so that at some point output per head would be
reduced by a further growth of numbers.

If it is agreed that, with a given equipment of land and
capital, real output per head will grow up to a maximum
point and then fall as the population increases, we can
discover a method of determining whether the population
is less or greater than the optimum. This point can be
explained by means of the arithmetical illustration given in
Tablel X . *

In this Table the figuresin column A represent the total
population, the figures in column B show the output of
commodities per head of population, the figuresin column C
show the total output for each population and are obtained
by multiplying the figure in column A by the correspond-
ing figure in column B. The figures in column D show
the marginal product of labour, or the amount by which
the total output in column C is increased by increasing the
population by one unit; these figures are obtained by sub-
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tracting from the corresponding figure in column C the
previous figure in column C. When the population grows
from 8 to 9, the total output increases from 768 to 891 and
the difference between these figures—namely 123—is shown
in column D as the marginal product of the 9th worker. The
figures in this Table have been chosen so that output per
head rises as the population increases up to 10 or 11 and

TABLE IX
The Optimum Population

A ‘ B c D
Output Total  "Marginal
Population I per head - output product
5 | JCI 375 -
6 i 84 504 | 129
7 : 91 637 , 133
8 ' 96 768 ¢ 131
9 99 891 123
10 : 100 © 1,000 109
11 ' 100 © 1,100 100
12 : 99 1,188 88
13 96 1,248 60
14 ) 91 1,274 26

then falls, so that the optimum population is 10 or 11. It is
to be observed that so long as the marginal product of labour
is greater than the existing output per head, an increase in
the population would raise the output per head. Suppose that
the population is 7 and the existing output per head isthere-
fore 91. Table IX shows that the marginal product of an
extra or 8th man is 131, which is greater than the existing
output per head, so that to have an 8th worker would raise
output per head from 91 to 96. Thisis a natural and neces
sary fact. If an increase in population by one unit would
increase the total output by more than the existing output
per head, then an increase in the population will raise output
per head, just as a cricketer will raise his batting average, if
he goes in for one more innings and makes a score greater
than his existing batting average (cf. p. 106 above). From
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Table IX it can also be seen that as soon as the marginal
product of labour has fallen below the existing output per
head, an increase in the population would cause output per
head to fall; for if the employment of one more man adds
less to the total output than the existing output per head,
output per head must be reduced by his employment.

We now have a method of judging whether with a given
amount of land and capital the population is greater or
less than the optimum. If the marginal product of labour is
less than the average output per head, the population is
greater than the optimum, and a fall in the population would
raise output per head. If the marginal product of labour is
greater than the average output per head, the population is
below the optimum and an increase in the population would
raise output per head. The tedt, therefore, issimply this: if
the payment of wages to labour, equal to the marginal product
of labour, would not absorb as much asthe total output of the
community, because output per head is greater than the
marginal product of labour, the population is greater than
the optimum. [|f, however, output per head is less than the
mar ginal product of labour so that therewould not be a suffi-
cient output to pay labour a wage-rate asgreat asits marginal
product, the population is too small.

This principle does not imply that there is too great a
population, if in a laisser-faire economy the whole of the
product does not go to labour. If the population is of the
optimum size, a small increase in the population will cause
no rise or fall in output per head; for until this point is
reached, an increase in population would cause a rise in out-
put per head, and after this point an increase in population
would cause a fall in output per head, so that at this point an
increase in population would cause no change in output per
head. In other words, at the optimum population a i per
cent, increase in the supply of labour would cause a i per cent,
increase in the total output. Inthiscasea Iper cent, increase
in the supply of capital and land as well as of labour would
cause output to increase by more than i per cent., snce a
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| per cent, increase in labour aone is sufficient to cause a
1 per cent, increase in total output. In other words, in these
circumstances there must still be some economies to be
derived simply from producing on a larger scale; for in the
absence of any such economies a 1 per cent, increase in
every factor of production would cause total output to rise
by no more than 1 per cent. But there can be economies of
large-scale production only if there are still economies to be
derived from the further division and specialization of labour,
or from the further utilization of certain forms of capital
equipment. If this is so, there are bound to be monopolistic
conditions. For these economies can exist only if the total
demand for a product is not sufficient to allow the fullest
utilization of one single form of capital equipment, such as a
railway line, or if the total demand for a product is not
sufficient to allow thefullest division of labour among different
tasks, even if there is only one single worker undertaking each
specialized task. In these circumstances there cannot be
perfect competition; there must in some industries be only
one, or at the most a few, independent units of capital equip-
ment, or independent firms in which labour is specialized
on different tasks. Butaswe have seenin Part | | , Chapters IV
and V, in a laisser-faire economy labour will be paid less
than the value of its marginal product if monopolistic condi-
tions exist. It follows that in a laisser-faire economy labour
will not receive the whole product, if the population is of the
optimum size, because at this point it would receive less than
its marginal product.

[f, however, all monopolistic industries are socially con-
trolled and managed on the principles suggested above in
Part |1, Chapter VIII, pp. 190-5, and an attempt is made
everywhere to pay labour a wage equal to the value of its
marginal product, it is possible immediately to say that the
population is at the optimum if this absorbs the whole
product; that it is greater than the optimum if this absorbs
less than the whole product; and that it is less than the
optimum if such payment of labour is impossible because
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it would absorb more than the whole product of industry.
This does not mean that if the population is at the optimum
the wage paid in each separate industry should just absorb
the total product of that industry. For in some industries,
in which the economies of large-scale production are not im-
portant, the marginal product of labour may be less than the
output per head and these industries will pay to labour less
than the total output of the industry. But in othersin which
the economies of large-scale production are very important,
the marginal product of labour may still be considerably in
excess of output per head, and these industries will be
operated by the public bodies controlling them in such a
way that their wage-bill is greater than their total receipts.
Their losses must therefore be financed by the profits earned
in the first class of industry, in which labour's wage does not
absorb the whole of the product. If the population is at the
optimum, the payment to labour throughout the whole of
industry of wages equal to the value of its marginal product
will just absorb .the whole income of the community. It
follows that if the population is near the optimum and if
labour is paid a wage equal to the value of its marginal
product in all industries, it will be necessary for the state to
own all property, since the income derived from property in
industries which still make profits will be required by the
state to subsidize those industries in which losses are made.

In these circumstances the state must revert to taxation
to raise funds for its ordinary expenditure or to provide
funds for savings; for there will be no net income from state-
owned property to be used for these purposes. Death duties
will be impossible, since no significant amount of property
will remain in private ownership. Commodity taxes are
open to the objection that they divert factors of production
to the wrong occupations (cf. p. 235). A progressive or
proportionate income-tax will upset the best balance between
work and leisure (cf. p. 241). We are faced with a dilemma.
If the population is at the optimum, and labour is paid
a reward equal to its marginal product, the whole of the
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national income will go to labour. Wage incomewill there-
fore be the only source of income to tax to raise money for
ordinary expenditure or to build up the community's stock
of capital. But, as we have seen, a tax on earned income
will disturb the proper balance between work and leisure.
This difficulty might be overcome by the imposition of a
poll-tax, i.e. a tax which levies the same fixed sum from
every individual whatever his income may be. The state
could then raise revenue without disturbing the proper
balance between work and leisure. For if every one had to
pay a fixed sum of £100 in taxation, and at the same time
received a wage-rate equal to the value of his marginal
product, it would still betrue that by working one more hour
aman would add to his income the marginal product of that
hour's work; for the amount of a poll-tax does not increase
because the man increases his income by working more. The
disadvantage of a poll-tax is that it makes no allowance for
inequalities of income. But in the circumstances which we
are examining, a poll-tax will not be as unjust as appears at
first sight. For the whole national income will go to labour,
so that there will be no inequalities of income from property.
Ifinaddition capital isinvested in education on the principles
discussed in Part I I 1, Chapter | |, pp. 214-18, only inequali-
ties of earnings due to differences in natural ability will
remain. But there is a fundamental dilemma here,* and the
state would have to compromise between the extremes of a
poll-tax which will not disturb the proper balance between
work and leisure and a progressive income tax, which is
most desirable from the point of view of the distribution of
income.

While it is possible in this way to judge whether the
population is too great or too small, any discussion is academic
unless it is possible to decrease the population if it is too

! This difficulty will not be removed until the biologist can tell us how
to control men's natural abilities, so that those men whose marginal
product has a high value can be forthcoming in greater numbers and those

whose marginal product has a low value can be diminished in number,
until the value of each man's marginal product is the same.
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large and to increase it if it istoo small. Direct state control
of the numbers of the population is not only difficult, but to
many will appear repugnant for reasons that are not econo-
mic. Yet if this test of the optimum size of the population
were recognized, therewould, at least, be ascientific basis for
informing individuals whether the general standard of living
would be raised by an increase or by a decrease in the size
of the family. The state might go farther, and encourage
large families by paying substantial allowances for each child
in the family. But there might, of course, be a direct conflict
between the best distribution of the national income and the
prosecution of a policy designed 'to promote an optimum
population. For example, in order to reduce the numbers of
a population which was above the optimum, it might be
desirable to tax large families in order to pay alowances to
the childless, although such action would distribute the
national income in an uneconomic fashion. But at present
this country isthreatened with a severe and unlimited decline
in population, and therefore, sooner or later, with under-
population. In such cwcumstances family allowances are
desirable from every point of view.*

There is one final point which will be important for our
argument in the next chapter. The fact that, if the popula-
tion is of the optimum size and labour is paid a wage equal
to its marginal product, there will be no income left over to
go in interest on capital or rent of land, does not mean that
the marginal products of capital and land are zero. The
population is of the optimum size when the economies of
large-scale production are just offset by the fact that, with a
given amount of land and capital, an increase in the popula-
tion would cause each unit of labour to be equipped with
less land and capital. But if thisis so, it must still be of im-
portance to have a greater supply of land and capital—or of
one of them at least—so that an increase in their supply
would cause some increase in the total output.

! See Note on the Trend of Population, pp. 389-92.



1
THE OPTIMUM SUPPLY OF CAPITAL

N this chapter we shall discuss what determines the opti-

mum size of the stock of capital, on the assumption that
there is a given supply of labour. To do thiswe must show,
first, how the amount of capital may be varied without any
variation in the amount of land or labour, and, secondly, how
the marginal product of capital may be measured. Suppose
that there are 3 units of land and 300 units of labour to be
employed. If this land and labour were all used directly to
produce wheat, there would be no capital in existence and
the output of wheat would be small. Suppose, however, that
1 unit of land and 100 units of labour were used to produce
ploughs and the remaining 2 units of land and 200 units of
of labour were employed with the ploughs to produce wheat.
There would now be a constant capital stock of ploughs in
existence and the 1 unit of land and 100 units of labour would
be employed in constructing just sufficient ploughs to replace
the existing stock of ploughs as they wore out. The output
of wheat would almost certainly be greater if the 3 units of
land and 300 units of labour were employed in this way than
if they were all emplQyed directly to produce wheat without
any stock of ploughs. If now 2 units of land and 200 units
of labour were set aside to produce agricultural machinery
and only 1 unit of land and 100 units of labour were left to
produce wheat directly with this machinery, there would be
the same amount of land and labour used directly or indirectly
to produce wheat, but there would be a larger capital stock
of machinery to be employed with this labour and land. The
output of wheat might be further increased by adding to the
capital stock in this way, although a point will be reached at
which the use of more labour and land to maintain a larger
stock of capital equipment will leave so little labour and land
to use that equipment that the final output would be reduced.,

By setting a larger proportion of a given supply of labour

4284 T
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and land to produce machinery and other capital goods a
larger stock of capital can be maintained, and up to a point
this increase in the stock of capital goods will increase the
total output of the community. In these circumstances, as
soon as the capital stock has been increased, a larger output
of finished goods will be produced by the given amount of
labour and land, but while the stock of capital goods is being
built up, the output of consumption goodswill be smaller than
before. Only by going without consumption goods, which
could otherwise have been produced, can a greater stock of
capital goods be produced, in order that the output of con-
sumption goods may be permanently increased in the future.’

Thus if i unit of land and 100 units of labour are used to
maintain a stock of ploughs by means of which 2 units of
land and 200 units of labour produce wheat, the output of
wheat will be permanently greater than the output which
would be produced, if all the 3 units of land and the 300 units
of labour were permanently employed to produce wheat
directly. But in order to move from the second position to
the first, the consumption of wheat must be temporarily
reduced. For when 1 unit of land and 100 units of labour
are set to produce the first ploughs, the remaining 2 units of
land and 200 units of labour must produce wheat directly
without the aid of ploughs, until the first ploughs have been
constructed. During the time in which the stock of capital
is being built up, consumption of finished goods must be
cut down to allow some of the factors of production to pro-
duce the additional capital goods.

We can now show how the marginal product of capital
goods should be measured. Let us suppose that one more
plough is to be added to the stock. If the same amount of
labour and land were to be used directly with one more
plough in the production of wheat this would add something
—Ilet us say 20 units of wheat—to the annual output of wheat.

! We are, of course, assuming throughout this Part that full employ-
ment of the available resour ces has been achieved by the policies suggested
inPart|.
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We may call thisthe gross marginal product of a plough. But
as one more plough has been added to the stock of ploughs,
more labour and land will have to be used to produce ploughs
to maintain this greater stock. Let us suppose that 1 more
unit of land and 2 more units of labour must in future be
regularly employed in the production of ploughs for this
purpose. The net addition to the output of wheat will there-
fore be 20 units minus a reduction in output due to the fact
that 1 less unit of land and 2 less units of labour are
available to produce wheat directly with the increased stock
of ploughs. This reduction in the output of wheat is equal
to the marginal product of a unit of land used directly in
producing it, since 1 less unit of land can be used for this
purpose, plus twice the marginal product of labour used in
the direct production of wheat, since 2 units of labour have
had to move from its direct production. If the marginal
product of land used directly for the production of wheat is
5 units of wheat a year and the marginal product of labour
used in thisway is also 5 units of wheat a year, then the net
or true marginal product of a plough is 5 units of wheat a
year. |Its use would add 20 units to the annual output if it
were used with the same amount of land and labour, but
its maintenance requires the withdrawal of a certain amount
of labour and land from the direct production of wheat and
S0 a consequent reduction in the annual output of wheat by
15 units. The value of the net marginal product of a plough
can be easly calculated, if labour and land in all industries
arepaid rewardsequal to the value of their marginal products.
If the farmer who intends to add one plough to his stock
decides how much he would add to his output of wheat by
using one more plough with the same amount of labour and
land, and multiplies this by the current price of wheat, he
will thereby calculate the value of the gross marginal product
of the plough. If he subtracts from this sum the amount
which he must set asde for the repair and maintenance of
the extra plough, then—on the assumption that the factors
of production are paid rewards equal to the value of their
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marginal products—the result will give the value of the net
marginal product of the plough. He will have subtracted
from the value of the gross marginal product of the plough
an amount equal to the value of the productivity in wheat
production of the extra factors required to maintain an
additional plough in the capital stock. If, therefore, all
products are sold at prices corresponding to their marginal
costs, so that the cost of maintaining an extra plough repre-
sents the value of the product which the factors so employed
might have produced in any other occupation, the marginal
product of a capital instrument may be measured by the
value of its gross marginal product minus the cost of its
upkeep and maintenance.

The marginal product of capital may best be measured
as a percentage rate of profit in order that the value of the
marginal products of different forms of capital instruments
may be compared. Suppose that there are two forms of
capital instrument—a mechanical plough and a mechanical
reaper—both costing £100. If all commodities are sold at
prices corresponding to their marginal costs, this means that
It costs the community the same amount of factors to produce
another plough as it does to produce another reaper. If the
marginal product of the mechanical plough is £5 a year,
reckoned by subtracting from its gross marginal product the
annual cost of its upkeep, while the marginal product of the
mechanical reaper is £3 a year, reckoned in the same way,
the community would be better off if it used its factors to
produce another plough costing £100 rather than to produce
another reaper costing the same amount. Since the invest-
ment of £100 in a plough adds a net annual amount to the
community's output valued at £5, we may say that the
marginal product of capital invested in aplough is5 per cent.
per annum; and similarly the marginal product of capital
invested in a reaper is only 3 per cent, per annum. It isto
the community's interest that capital should be invested in
those occupations in which the marginal product of capital
reckoned in this manner is highest.
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From this discussion of the nature of capital we may
conclude that the community should continue to add to its
capital equipment, until the capital stock is so large that its
net marginal product has fallen to zero. If, for example, the
marginal product of capital is still 5 per cent., this means
that by spending £100 on the construction of an additional
capital instrument—i.e. by one single sacrifice of consumption
goods valued at £100 enabling the factors of production to
be released to produce the capital instrument—the com-
munity can add/or éver a net amount to its annual real output
valued at £5. At the end of 20 years the community will
have received an additional income equal in value to the
sacrifice of consumption goods necessary for the investment,
but the increase in annual income will last for ever, since we
have allowed for the cost of permanent upkeep of the capital
before reckoning its net marginal product.

Granted then that the stock of capital goods should be
increased by saving until the marginal product of capital is
zero, we have still to decide how much should be saved this
year and how much of the necessary savings should be
postponed until later years. When so much capital has been
accumulated that no further addition can be made to real
income by the further accumulation of capital, the real
income of the community will be of its maximum size and the
real satisfaction of economic needs will be as great as possible.
We will call this condition the state of Bliss, which we are
striving to reach through the accumulation of capital. Once
the state of Bliss is reached it will continue for ever without
the need for any further saving out of income. The only
reason for saving more now is that the state of Bliss may be
reached more quickly. The cost of saving more now is the
loss of present satisfaction due to the fact that less can be
consumed now. The gain from saving more now is that Bliss
will be reached more quickly, so that men will have less years
in the future in which their real satisfaction falls below the
maximum obtainable in the state of Bliss. If people are
rational, they will give up a present enjoyment if it enables
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them to obtain a greater enjoyment in the future; and thus
more should be saved so long as the present loss of satisfaction
due to saving more is less than the future gain in satisfaction
due to reaching Bliss sooner.

Suppose that the community is now saving 199 units of
income ayear. Let us consider whether the community ought
to raise its present rate of saving by 1 unit to 200 units a year.
| f the community saves 200 units of income in ayear, it will
have saved 199 units of income in 199/200 of ayear. Thus,
by saving 200 instead of 199 units of income this year, the
community will at the end of 199/200 of a year reach the
position which it would otherwise have reached at the end
of awhole year, so that it will reach Bliss and every stage on
the way to Bliss 1/200 of a year sooner. The community
will & before have to pass through every stage on the way
to Bliss, but it will pass through each stage 1/200 of a year
sooner; and this means that it will have 1/200 of ayear more
in the state of Bliss, and will have 1/200 of a year less at its
present level of consumption. The gain from saving a 200th
unit of income this year is therefore the excess of 1/200 of a
year's satisfaction in the state of Bliss over 1/200 of a year's
satisfaction in the present state.

But this advantage can be gained only by giving up one
unit of consumption this year in order to save the 200th unit
of income. The loss due to refraining from spending on
consumption this additional unit of income is the marginal
utility of this year's income, since the marginal utility of
income measures the importance of having one more or one
less unit of income to spend on consumption. Now the
community should save more so long as the loss is less than
the gain, i.e. so long as the marginal utility of this year's
income is less than the excess of 1/200 of a year's satisfaction
in the state of Bliss over 1/200 of a year's satisfaction at
present standards. In other words, more should be saved now
if 200 times the marginal utility of aunit of present incomeis
less than the excess of one year's satisfaction in the state of
Bliss over one year's satisfaction at present standards. But
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200 measures the number of units of present income which
are saved this year, so that we reach this conclusion: more
should be saved now until the number of units of present
income which are saved in a year, multiplied by the marginal
utility of a unit of present income, is equal to the excess of
one year's satisfaction in the state of Bliss over one year's
satisfaction at present standards.

There are two reasons for believing that individuals, if
left to themselves, will not save this 'optimum* amount of
their incomes. In the first place, individuals will not aways
give up a present satisfaction simply because a greater satis-
faction can thereby be obtained in the future. They are
impatient—if for no other reason—because they are mortal,
and do not consider the needs of their descendants as impor-
tant as their own. On the other hand, the state does not die,
and can consciously attempt to save more so long as the
future gain is greater than the present loss.

There is a second and more important reason why indivi-
duals may not save the optimum amount. As we have seen
in the last chapter, if the population is near the optimum,
the whole of the national income will be required to pay
labour a reward equal to its marginal product. For this
purpose it will be necessary for the state to own most of the
community's capital and land in order to subsidize the pay-
ment of wages in those monopolistic industries in which
the payment of wages absorbs more than the total output
from those competitive or less monopolistic industries in
which the payment of wages absorbs less than the total output.
In such circumstances, even if new saving could be left to
the initiative of individuals, no interest could be offered on
capital, so that the incentive to save would be very largely
removed. And yet it may be proper for the state to save in
these circumstances, since as we saw at the end of the last
chapter the marginal product of capital may still be positive,
even though the payment of a reward to labour as great as its
marginal product absorbs the whole national income. In
these circumstances the state would have to raise the funds
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for its saving by means of taxation, and this point was dis-
cussed in the last chapter (pp. 270, 271).

Although no income will remain over to pay as rent or
interest if the population is near the optimum and labour
is paid a reward equal to its marginal product, it isimportant
not to neglect the marginal products of land and capital.
First, in order that the available amount of land and capital
should be used in those occupations in which they are most
useful, those in control of the socialized industries must
estimate their marginal products. The state must allot the
available amount of land and capital between different indus-
tries by comparing the estimates of their marginal products
in different socialized industries and the rate of interest and
rent which is offered for their use in any competitive occupa-
tions remaining in private control. Secondly, the state must
know whether the marginal product of capital is positive, in
order to know whether more capital should be accumulated.

We have provided a theoretical principle by which it can
be determined at what rate the community should save on
the assumption that there is a constant supply of land and
labour. But in practice this rule will be amost impossible
to apply; for to apply it the state would have to estimate—

(i) the extent to which the incomes of individuals would
be increased if capital were accumulated to such an
extent that its marginal product was zero;

(ii) the difference between the total satisfaction which
could be obtained from such an income and the total
satisfaction obtained at the current standard of living;
and,

(ii1) the present marginal utility of income. -

Such estimates would be extremely uncertain, so that we
may conclude that the community should save something
as long as the marginal product of capital is positive, but that
the state must decide in a rather arbitrary manner how much
income should be saved each year.



IV

SIMULTANEOUS VARIATIONS IN THE SUPPLY
OF LABOUR AND CAPITAL

N Chapter Il of this Part we examined how the supply of

labour should be varied on the assumption of a given stock
of capital; and in Chapter | I | we examined how the stock of
capital should be varied on the assumption of a given supply
of labour. In this chapter we must sse whether the conclu-
sons of those two chapters need modification, if both labour
and capital are varied at the same time.

In Chapter | | 1 we defined the optimum supply of capital
as that amount of capital which would be sufficient to reduce
the marginal product of capital to zero, so that ho permanent
increase in income could be obtained by a further accumula-
tion of capital. Variations in the total supply of labour will,
however, dter the Sze of this optimum stock of capital. For
if the population is small, it will require a relatively small
stock of capital to satidfy all the possible ways in which capital
can be used in co-operation with labour to increase the output
of commodities; whereas if the population is large, it will
require a larger amount of capital before all the possible
productive uses of capital have been used up.

In a similar way the optimum sze of the population may
dter if there is an dteration in the total stock of capital.
In Chapter |l it was argued that the optimum sze of the
population depended upon the importance of economies of
large-scdle production. For the greater the advantages to
be obtained simply from producing on alarge scae, the more
important is it to have a large population in order to maxi-
mize output per head. It is probable—though not certain—
that an increase in the total stock of capital makes economies
of large-scde production more important. It is probably
less important to be able to produce on a large scde in a
community in which hand work is important, because the
dosence of a large amount of capital necesstates working
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with a small amount of machinery per head. If this is so,
an increase in the supply of capital will itself cause the
optimum size of the population to increase.

For these reasons the conclusions of the last two chapters
need modification. Suppose that at the moment the popula-
tion is greater than the optimum, i.e. that the marginal
product of labour is less than the output per head, and that
the stock of capital is below the optimum, i.e. that the mar-
ginal product of capital is still positive. According to the
conclusions of the last two chapters the population should be
diminished and the stock of capital increased. But one of
these two things may in fact be unnecessary. For if the popu-
lation is diminished, this, as we have just seen, will diminish
the optimum size of the capital stock; and it is possible that
when the population has been diminished, the existing stock
of capital will become so great relatively to the reduced
amount of labour that its marginal product is reduced to
zero, so that no addition to the capital stock is required. On
the other hand, if the stock of capital were increased by saving
because at the moment its marginal product is positive, this
might, as we have seen, increase the optimum size of the
population; and it is possible that the existing population,
which at the moment is above the optimum, will itself become
the optimum, when the capital stock has been increased
sufficiently to reduce its marginal product to zero.

If the population could be varied in amount instantane-
ously, the conclusions of the last two chapters would be
correct without modification. In this case the population
should be adjusted at every moment of time to the existing
stock of capital, in such a way that the population was of
the optimum size relative to that stock of capital, i.e. so that
the marginal product of labour was at every point of time
equal to the output per head of population; and the capital
stock should be increased so long as the marginal product
of capital was positive. But even if there were the fullest
possible state control over the growth of the population, the
working population could not be instantaneously adjusted so
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as to be of the optimum size with every different stock of
capital goods. The birth-rate cannot be immediately raised
or lowered without limit, and the working population is not
affected by a change in the birth-rate until the new infants
become of working age. It would clearly be absurd, for
example, to start a decline in the population now simply
because the population was above the present optimum, if
the growth in the stock of capital would within ten years
cause the present population to be of the optimum size.

There is a certain size of the population and a certain size
of the capital stock which together would cause the popula-
tion and the capital stock to be simultaneously of the opti-
mum sizes, so that, at the same time, the marginal product of
labour equalled the output per head and also the marginal
product of capital was zero. We may call these the absolute
optima of population and capital; and these are the supplies of
labour and capital, which in the end are desirable in the com-
munity. If we could judge the size of these two absolute optima,
we could say for certain that the population should be dimin-
ished if the existing population were greater than the absolute
optimum, and that the capital stock should be increased if
it were below the absolute optimum. |f, moreover, we knew
how quickly the working population could be changed, it
should be possible, with a suitable modification of the argu-
ment of pp. 277-80 above, to determine not only in what
direction but also at what rate the supply of labour and the
supply of capital should be changed. But there is in fact no
way by which the size of the absolute optima of labour and
capital can be judged. By the means suggested in the last
two chapters we can say whether income per head could be
increased, either if the population diminished with the given
capital stock or if the capital stock increased with the given
population. We cannot possibly judge how great the popula-
tion ought to be if the capital stock were very much greater
than it is now, or how great the capital stock should be if the
population were much smaller than it is now.

As the best working rule for practice, we must adopt the
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conclusons of the lagt two chapters—namely, that the popula-
tion should be increased or diminished according as the
marginal product of labour is greater than or less than output
per head, and that the sock of capital goods should be
increased so0 long as the marginal product of capital is greater
than zero. For if thisis done the absolute optima of popula-
tion and capital will eventually be reached, since the supplies
of labour and capital will continue to be adjusted until both
are smultaneoudly of the optimum sze. The only disad-
vantage of such a policy is that it may not avoid the wastes
(e.g.) of increasing the stock of capital goods now beyond the
point which may in the future be necessary when the popula-
tion has diminished, or of diminishing the population now,
although some increase may be found to be necessary when
the stock of capital has been increased. The conclusons of
the lag two chapters may, therefore, provide a working cri-
terion of the direction in which the population or the stock
of capital should be changed at any time; but the rates at
which the state—in as far as it can control them—should
cause the population and the stock of capital goods to change
must be determined arbitrarily.



PART V
INTERNATIONAL PROBLEMS

\
THE BALANCE OF PAYMENTS

N the four preceding Parts we have examined the four

fundamental economic questions which must be answered
if the standard of living in any economic society is to be as
high as possible. But we have discussed these problems on
the assumption that the economic ‘'system, with which we have
been dealing, was a self-contained system with no economic
relations with other systems. In this Part we shall sse how
the arguments of Parts | to |V are affected by making allow-
ance for economic contacts with other states.

All important economic contacts between one country and
other countries involve a money payment between the
nationals or the government of the one country and the
nationals or government of the other countries. Thus, if
goods are imported into England or if Englishmen lend to
foreigners, Englishmen must pay money to people in other
countries. We may, therefore, introduce a study of inter-
national economic problems by examining England's Balance
of Payments, which is simply a statement of all the payments
which Englishmen have made to foreigners and which
foreigners have made to Englishmen over a certain period of
time. Table X gives alist of the reasons which may give rise
to payments between England and other countries. All the
items on the left-hand side of Table X represent payments
made by foreignersto Englishmen. Thus, if a foreigner buys
English goods or gold, uses English ships, comes to England
to spend money, makes a gift of money to an Englishman,
pays interest on money borrowed from an Englishman, pays
tribute to the English government, lends money to English-
men, or repays a debt to Englishmen, the foreigner must
make amoney payment to an Englishman. Conversely, all the
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elements on the right-hand side of the account represent
payments made by Englishmen to foreigners.

If all the items in the Balance of Payments are properly
and completely recorded, the total of all the items on the
receipts side valued in pounds must be equal to the total of

TABLE X
Theltemsin England's Balance of Payments

English receipts

(@) Value of English commodity
exports.

(b) Value of English gold exports.

(c) Valueof English services (ship-
ping, financial, &c.) sold to
foreigners.

(d) Expenditure in England by
foreign tourists.

(e) Gifts made by foreigners to
Englishmen.

(/) Interest received by English-
men on capital invested by
them in foreign countries.

(g) Interest, capital repayments,
tribute, reparations, indem-
nities received by the
English government from
foreigners.

(/) Amount borrowed by Eng-
lishmen from foreigners (i)
on long-term and (ii) on
short-term.

(i Repayment by foreigners of
sums previously lent by
Englishmen.

English payments
(@ Value of English commodity
imports.
(b) Valueof English gold imports.
(c) Value of foreign services (ship-
ping, financial, Sec.) used by

Englishmen.

(d) Expenditure by English tour-
ists abroad.

(e) Gifts made by Englishmen to
foreigners.

(/) Interest paid by Englishmen
on capital invested by

foreignersin England.

(8) Interest, capital repayments,
tribute, reparations, indem-
nities paid by the English
government to foreigners.

(h) Amount lent by Englishmen
to foreigners (i) on long-
termand (ii) on short-term.

(i) Repayment by Englishmen of
sums previously borrowed
from foreigners.

all the items on the payments sde valued in pounds; the
Balance of Payments must balance. This is in reality an
obvious but none the less important fact. All the items on
the receipts sde of the English Balance of Payments represent
the purchase of English money, i.e. of pounds, with foreign
money, i.e. with dollars, francs, marks, & c. For if aforeigner
possessing foreign money has to make a payment to an
Englishman, either the foreigner must purchase English
money in order to pay the Englishman, or the Englishman
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will purchase English money with the foreign money that is
paid to him. In either case a payment of money by (e.g.) an
American to an Englishman involves the purchase of pounds
with dollars. Similarly, a payment by an Englishman to an
American involves a purchase of dollars with pounds. But
every time a pound is bought with foreign money, some one
must be selling that pound to purchase foreign money. Every
time, therefore, that apound is paid to an Englishman by a
foreigner, some Englishman must be selling a pound to make
a payment of that value to a foreigner, so that the sum of all
thereceptsitemsmust beequal to the sum of all the payments
items in the Balance of Paymentsover the same period of time.
At first sight it may seem astonishing that the Balance of
Payments should always balance. Why should the total
amount of pounds, which Englishmen wish to sdl to foreign-
ers for foreign money, be always equal to the total amount
of pounds which foreigners wish to buy with foreign money
from Englishmen? In this chapter we shall take it for
granted that the Balance of Payments balances—as indeed it
clearly must do—and in the next two chapters we shall se
by what mechanisms this balance is maintained.

We must next distinguish between the Balance of Trade,
the Balance of Paymentson Current Account, and the Balance
of Payments. A country's Balance of Trade means properly
the value of a country's commodity exports minus the value
of its commodity imports over a certain period of time (e.g.
ayear). ItsBalanceof Tradeissaid to be positive or favour -
able, if.the value of its exportsis greater than the value of its
imports, and negative or 'unfavourable', if the value of itsim-
ports exceeds the value of its exports. Thus, if in any year
England exportsgoodswor th £500 millionsand impor tsgoods
worth £900 millions, England hasan unfavourableor negative
Balance of Trade of £400 millionsin the course of theyear.
A country's Balance of Trade need not balance. |f, for ex-
ample, England isimporting £400 millions mor e goods than
she is exporting but is recelving interest payments from
foreigners of £400 millionsin the year, England's Balance of
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Payments will balance, although she has a negative or un-
favourable Balanceof Trade. By acountry's Balance of Pay-
ments on Current Account is meant the value of all the
payments made to the country for all current purposes such as
the purchase of that country's goods, the payment of interest
toit, the use of its shipping services, & c.—i.e. all the receipts
itemsin Table X except items (h) and (i)—minus all the pay-
ments made to the foreigners for current purposes, which
include all the payment items in Table X except items (h)
and (i). Thus, acountry's Balance of Payments on Current
Account measures the total amount which is available for
that country to lend abroad or to useto reduceitsindebtedness
to foreigners, and is said to be favourable or positive if the
country in question is on balance lending money abroad or
reducing its existing indebtedness to foreigners, and is un-
favourable or negative if on balance it is borrowing from
abroad.

These distinctions can be made clear if we take a smple
example. It will be clear from Table X that all the itemsin
the Balance of Payments are not equally important. We will
suppose for illustration that between England and -other
countriesthere are no payments except for trade in commodi-
ties, for shipping and financial services, for interest payments,
and for lending or the repayment of past borrowing. Then
we can draw up a simplified Balance of Payments, as in
Table X 1, in which we have given money values to the
different items for the purposes of illustration.

In Table XI the Balance of Payments balances at £1,080
millions. But England has exported goods to the value of only
£500 millionsand hasimported £800 millionswor th of goods,
so that England's Balance of Trade is negative or unfavour-
able to the amount of £300 millions. Against this England
has received £480 millions for other current purposes (i.e.
£150 millions in payment for shipping and financial services
and £330 millions in interest from foreigners). On the other
hand, England has £80 millionsto pay to foreigners for other
current purposes (i.e. £50 millions for the use of foreign
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services and £30 millions in interest to foreigners). In other
words, England has an unfavourable Balance of Trade of
£300 millions but from other current payments has received
anet amount of £400 millions; therefore, she has a favourable
Balance of Payments on Current Account of £100 millions,
which represents the net amount of money which England

TABLE XI
[llustration of Main Items in Balance of Payments
£
English receipts millions English payments millions
I. Commodity exports . 500 6. Commodity imports . 800
2. Shipping  and finan- 7- Foreign shipping and
clal services sold to financial services
foreigners . 150 bought by English-
men . 50
3- Interest paid by foreign- 8. Interest paid by Eng
ers to Englishmen . 330 lishmen to foreigners 30
4- Amount borrowed from 9- Amount lent by Eng-
abroad . 40 lishmen to foreigners 190
5 Repaymentbyforagners 10. Repayment by Eng-
ofsumsprewouslylent lishmen of money
to them . . 60 previously borrowed
from foreigners - 10
£:,080 £| 080

has available to add to her foreign investments in the course
of theyear. From items 9 and 10 in Table X we ssethat she
has lent £190 millions abroad and has repaid £10 millions of
money which she has in the past borrowed from foreigners,
but from items 4 and 5 we s that she has borrowed £40
millions from foreigners and that foreigners have repaid £60
millions of past borrowings, so that the figure of £100 millions
(i.e. 190+10—40—60) represents the net amount of Eng-
land's foreign lending in the year. To sum up, England's
Balance of Payments balances at £1,080 millions, she has an
unfavourable Balance of Trade of £300 millions, but she has
a favourable Balance of Payments on Current Account of
£100 millions, which represents the net amount which she
is enabled to lend abroad in the course of the year.

The figures of Table X| are represented in a simpler

4284 u
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manner in TableX | | . Ifwecompareitemsi and 6 of Table
X1 ,weseethat England spent £800 millions on imports and
received £500 millions for her exports, so that her trade in
commodities left a net balance of payments to be made for
imported goods of £300 millions; and in Table X | | this net
figureis shown in item 3. |f next we compare items 2 and 7

. TABLE X1
Alternative Method of illustrating the Balance of Payments
£ ‘ £
English receipts millions English payments millions
1. Net receipts from ship- 3. Net excess of imports
ping and financial ser- over exports, or un-
vices . . .100 favourable Balance of
Trade . . . 300
2. Net receipts of interest 4. Net amount lent abroad
from abroad . . 300 in the course of the
year . . . 100
£400 £400

of Table XI we ssethat England spent 50 millionson foreign
services but received £150 millions from foreigners for her
services, so that England had a net figure of £100 millions
to receive from foreigners for services. This net figure is
showninitemlof TableX | | . Similarly, by comparingitems
3 and 8 of Table XI we ssethat England received anet balance
of interest from foreigners of £300 millions, which is shown
initem 2 of Table X 11 . And by comparing items 4 and 5
with items 9 and 10 of Table XI we see that England lent
abroad a net amount of £100 millions, in the course of the
year, which is shown in item 4 of Table X 1 1. Table X1
expresses the same facts as Table X | , but shows only the net
balance of receipts or payments under each head of com-
modity trade, services, interest, and lending.

In order to discuss in the next two chapters the mechanism:
which ensures that a country's Balance of Payments balances,
we must outline the factors which determine the size of the
different items in a country's Balance of Payments. In
Table X I | there are four different itemsto be discussed:
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(a) the net value of the excess of a country's imports over

her exports;

(b) the net value of a country's receipts from shipping and

other services;

(c) the net amount of interest payments received by a

country from foreign countries; and

(d) the net amount lent by one country to others.

(a) Let usfirst consider the factors determining the value
of England's exports. A fall in the price in pounds of English
exportable goods will in itself ailmost certainly increase the
total value of English exports. If the price of English
machines falls, foreigners will certainly buy more English
machines, both because they will want more machines when
their price falls, and aso because they will buy English
machines instead of machines made in other countries in
which the price has not fallen. Itisnot quitecertain, however,
that the total value of English exports of machines will rise.
Suppose that England is exporting 100 machines at £100
each, and that the price of English machines then falls to £80.
If in consequence England exports 150 instead of 100
machines, the value of her machine exports will rise from
£10,000 (= 100X £100) to £12,000 (= 150 X £80). But if
English exports rose only to 120 machines, then the value of
her machine exportswould fall from £10,000 (= 100 X £100)
to £9,600 (= 120X £80). But since the exports of any one
country will probably compete with similar goods produced
in many other countries, it is probable that when the price
of a single country's exports falls there will be a relatively
large increase in the amount sold, because the lowered price
will enable them to compete better in many markets. For
this reason the total value of English exports is likely to rise
in consequence of a fall in the price of her exportable
goods. We may take this as the normal result of afall inthe
home price of any country's exportable goods.

The price of English exports in foreign markets may, how-
ever, fall, not because the price of the English goods expressed
in pounds falls, but because the value of the pound itself
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depreciates in terms of other foreign currencies. When the
rate of exchange between the pound and the dollar is £I to
$5, an American must give $5 to purchase £1. If for one
reason or another the pound depreciates in value in terms of
dollarsandisworth only $4%2instead of $5, thenthe American
will have to give only $% instead of $5 to purchase £1; and
this means that the American will have to give only $450
instead of $500 in order to buy an English machine costing
£100. A depreciation in the value of the pound in terms of
thedollar itself lowers the price of English exportsin terms of
American prices and will, therefore, if other conditions are
unchanged, cause the Americans to buy more English
machines. In these circumstances, since the price in
pounds of English machines has not changed, the value of
English exports measured in pounds will certainly be
increased.

A rise in the foreign price of foreign goods comparable to
English export goods will cause arisein the value of English
exports. A risein the price in dollars of American machines
will cause Americans to buy more English machines, if the
price of English machines has not risen and if the rate of
exchange between the pound and the dollar has not changed,
because it will become cheaper to buy in England rather than
in America.

A risein money incomes in foreign countrieswill in itself
cause a rise in the value of English exports. If Americans
for one reason or another have large! dollar incomes to spend,
they will spend more on all commodities and will probably,
therefore, purchase more English goods as well as more
American goods.

Finally, the value of English exports depends upon the
tariffs, quotas, prohibitions, or other restrictions placed in
foreign countrieson theimport of English goods. A reduction
intariffs, or adiminutionin other legal restrictions, imposed
on the import of English goods into America will increase
the value of English exports, if other conditions do not alter
at the same time.
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The value of English imports is determined by the same
factors as the value of her exports, if we substitute 'foreign’
for 'English’ and 'English’ for 'foreign' throughout our
discusson of the factors determining the value of English
exports. Thusthe value of English imports will be increased
(i) by a fall in the foreign price of foreign exportable goods,
(ii) by an appreciation in the value of English money in terms
of foreign money, since a rise in the amount of dollars ob-
tainable for a pound will cause a fall in the English price of
American goods, (iii) by a rise in the price of English goods,
(iv) by arisein English money incomes, and (v) by a reduc-
tion of the legal restrictions placed on the import of goods
into England. We may therefore conclude that the value of
the excess of a country's imports over her exports will be
increased (i) by a rise in her prices compared with foreign
prices, (ii) by an appreciation in the value of her money in
terms of foreign money, (iii) by a rise in her money income
compared with foreign money incomes, and (iv) by areduction
in her tariffs compared with foreign tariffs.

(b) A country's net receipts from shipping and other
services will depend upon similar considerations. A fall in
the English price of such services (e.g. in the shipping
freights and charges made by English shipping firms), or a
rise in the foreign price of such services, will increase foreign
expenditure on English services, and diminish English
expenditure on foreign .services. Both Englishmen and
foreigners will use the English services which have become
cheaper rather than similar foreign services which have
become dearer. A depreciation of the value of the pound in
terms of foreign money will increase the price in England of
foreign services, snce more pounds have to be paid to obtain
a given amount of foreign money, and will decrease the price
of English services in foreign countries, snce more pounds
can be obtained for a given amount of foreign money. A
depreciation of the value of the pound in terms of foreign
money will therefore increase the value of English services
20ld abroad and will diminish English expenditure on foreign
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services. A fall in English incomes, which will diminish
English expenditure on all goods, will among other things
diminish the English demand for foreign services, and a rise
in foreign incomes, which will increase the foreign demand
for all goods and services, will increase the foreign demand for
English services among other things. The net value of a
country's receipts from shipping and other services will
therefore be increased, (i) by a fall in her prices compared
with foreign prices for the services, (ii) by a depreciation in
the value of her currency in terms of foreign currencies, and
(i) by a fail in her money incomes compared with foreign
money incomes.

(c) The net amount of interest payment received by a
country will depend upon the following conditions: (i) the
amount of capital which the country in question has lent
abroad in the past, (ii) whether this money has been lent at
fixed interest or whether the payment of interest on it
depends upon the profits earned by the concern in which the
money is invested, and (iii) whether any fixed interest which
is to be paid on past loans is fixed in terms of the money of
the country receiving interest or in terms of the money of
the country paying interest.

It is clear that the net amount of interest which a country
receives from abroad will depend mainly upon the amount
lent abroad in the pag and the rate of interest at which it
was lent. But to some extent its receipts of interest from
abroad will depend upon present conditions at home and
in foreign countries.

If Englishmen have lent money to American industries or
to American municipalities at fixed rates of interest, the
prosperity of American business will have no effect upon the
amount of interest received by English people on these loans,
except in so far as a depresson in American business may
drive American industries or municipalitiesinto bankruptcy.
But if the English people have invested the funds in American
busnessin ordinary sharesor equities, thenarisein American

- money incomes, and therefore in the profits earned by,
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American industry, will increase the amount of interest re-
ceived by Englishmen from America.

A depreciation of the value of the pound in terms of
foreign money will increase the amount of pounds received by
Englishmen in interest on past foreign investment, if these
past investments take the form of loansto foreignersyielding
interest or profit fixed in terms of foreign money. For if the
value of £1 depreciates from $5 to $4, the payment of $5 in
interest or profit té Englishmen will mean the receipt of
£1 5s instead of £I, snce $5 will purchase £1 5s at a rate
of exchange of $4to£1. But if Englishmen have lent money
to foreigners at interest fixed in terms of pounds, a change
in the value of the pound in terms of foreign money will have
no effect upon the amount of pounds received by Englishmen.

To sum up, the net amount of interest received by a
country will depend in the main upon the amount which it
has lent abroad or borrowed from abroad in the past, and the
rates of interest at which it has borrowed or lent. But arise
in money profits at home may increase a country's payment
of profit to foreigners and so may reduce its net recept
of interest from abroad. A risein foreign money profits will
increase its net receipt of interest from abroad, in so far asthe
country in question has in the past invested in foreign
ordinary shares. A depreciation of a country's money in
terms of foreign money will raise its net receipt of interest
from abroad in terms of its own currency, in so far as it
receives interest or profit fixed in terms of foreign money,
but will reduce its net receipt of interest from abroad, in so
far as it owes to foreigners interest fixed in terms of foreign
money.

(d) Finally, wemust consider the factors which determine
the net amount which a country lends abroad. The net
amount lent abroad by England is equal to the gross amount
lent by Englishmen to foreigners, plus the repayment by
Englishmen of their indebtedness to foreigners, minus the
gross amount borrowed by Englishmen from foreigners,
minus the repayment by foreigners of their indebtedness to
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Englishmen. The gross amount lent abroad by English-
men must include all the pounds with which Englishmen
_purchase foreign moriey for the purpose of increasing their
holding of capital in foreign countries. Thisfigureincludes
the amount lent on, long term to foreign governments,
municipalities, or busnesses, whether the foreign securities
bought are newly issued securities or whether they are
existing foreign securities, which are bought by Englishmen
from foreigners. It includesthe amount spent by Englishmen
on the purchase of land or buildings in foreign countries, on
the purchase of short-term foreign securities, and on the
purchase of foreign money to deposit in foreign banks or to
hold as a capital asst in the form of notes or coins. The
amount of capital which Englishmen repay to foreigners
must include all purchases by Englishmen of indebtedness of
Englishmen toforeigners, and includes, ther efor e, the amount
of existing English securities and money, which are owned
by foreigners and bought from them to be held by English-
men, as well as the actual amount of any money debt repaid
by an Englishman to aforeigner. Conversely, the amount of
foreign lending to England must include all the purchase of
pounds by foreigners for the purpose of increasing their
holding of capital in any form—securities, land, buildings,
bank deposits, or cash—in England; and the amount of
capital repaid by foreigners must include the total amount of
foreign property—securities, land, or money—which is in
the ownership of Englishmen and which is bought back from
them by foreigners.

Afall ininterest ratesin England and arisein interest rates
abroad will increase England's net lending abroad, because it
becomes more profitable to lend money abroad rather than
in England.

The net amount lent abroad is also increased by an ex-
pectation that the profitability of English industry will in the
futurefall or that the profitability of foreign industry will rise.
For people will wish tosdl English ordinary shares, the
dividends on which are expected to fall and the capital value
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of which will also fall as profits fall, in order to purchase
foreign assts, the profits from which and the capital value
of which are expected to rise.

An expectation that the value of the pound will depreciate
in terms of foreign money will cause the net amount lent
abroad by English people to increase. |If the pound depreci-
ates in terms of foreign money, the yield in terms of pounds
on a foreign aset bought before the depreciation takes place
will be greater than the yield on the foreign assts reckoned
in terms of foreign money. For example, suppose that the
rate of interest both in England and America is 5 per cent.,
and that the pound is expected to depreciate from $5 to $4.
If £100 isinvested in England, £5 per annum can be obtained
in interest. But this £100 might be used to purchase $500,
which invested at 5 per cent, in America would bring in $25
per annum. |If subsequently, as is expected, the pound
depreciates from $5 to $4, these $25 will purchase £6 5s. In
other words, though the rate of interest both in England and
in America is 5 per cent., the investment of £100 in England
will yield 5 per cent., whereas the immediate investment of
this sum in America together with the subsequent deprecia-
tion in the pound will bring in ayield of 6£ per cent, on the
£100. The expectation of high yields from long-term foreign
lending due to the expectation that the pound will depreciate
in terms of foreign money is important, only if the pound
is expected not merely to depreciate but also to remain for
a long time at the depreciated value. For if the pound
depreciates in value from $5 to $4 for a short time and then
rises again in value to $5, the yield from foreign investment
will not be raised in any significant way. For as soon as the
pound appreciated in value again to $5, the interest of $25
on the foreign investment will yield only £5 or 5 per cent,
on the foreign investment of the £100.

But short-term foreign investment will be increased by the
expectation that the pound will depreciate, even if the
depreciation is expected to be bnly temporary. An Eng-
lishman can purchase $500 by the investment of £100 in
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American money, if the rate of exchange is $5 for £1; if
subsequently the rate of exchange moves to $4 for £1, these
$500 will be sufficient to purchase £125. Even, therefore, if
little or nointerest isgained on the money in America, because
it is held in American cash or on deposit at an American
bank, the Englishman by purchasing £100 worth of dollars
at $5 to the £1 and by waiting to repurchase pounds at $4
to £1, can make a profit of 25 per cent, on the original £100.
And if he purchases dollarsjust before the pound depreciates
and then sls dollars for pounds, he may make this 25 per
cent, in avery short time.

Finally, the net amount lent abroad depends on the size
of money incomes at home and abroad. If Englishmen have
larger money incomes from which they can save, they will
probably lend morein England and mor e abroad. Conversdly,
a fall in foreign incomes will decrease the amount which
foreigners have to lend, and they will probably lend some-
what less to England, Consequently, the net amount lent
abroad by England will be increased by a rise in English
incomes and a fall in foreign incomes.

To summarize, the net amount lent abroad by any one
country will be increased,

(i) by arisein therate of interest abroad or by afall in
the rate of interest at home;

(ii) by an expectation that foreign profitswill rise or home

profits fall;

(iii) by an expectation that the value of the home money

will depreciate in terms of foreign money; and

(iv) by arisein home incomes or a fell in foreign incomes,

from which savings can be made.
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THE GOLD STANDARD

N the last chapter we showed that the Balance of Payments

must always balance in the sense that the total amount
of pounds used to purchase foreign money must always be
equal to the total amount of pounds bought by foreigners
with foreign money; in this and the following chapter we
shall show by what monetary mechanism this balance is
maintained.

There are two distinct methods of adjustment of the
Balance of Payments, the first of which operates when the
countriesin question are all on a common monetary standard,
and the second when the countries are on independent
monetary standards. The most important common monetary
standard is the Gold Standard, which we shall discuss to
illustrate the operation of an international standard. The
reader can himself apply the argument to any other inter-
national monetary standard (e.g. a Silver Standard), snce
the principles of operation are the same, whatever that
standard may be.

A number of countries are on an effective Gold Standard,
only if the value of the currency of each country is fixed,
within narrow limits, in terms of the currency of any other
country on the gold standard. For thisto be sotwo conditions
must be fulfilled. First, the price of gold in terms of the
money of each country must be fixed within narrow limits.
Secondly, there must be freedom of movement of gold between
the different countries on the gold standard. We will discuss
these two conditions in turn, and will start by describing the
three possible devices, by which the price of gold may be
fixed in terms of a country's money.

(i) The price of gold in terms of a country's money will
be fixed, if the legal money of that country consss of gold
coins of a certain weight. In this case the government office,
which is responsble for the coining of gold, must always be
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willing to coin afixed weight of gold into a certain number of
gold coins of a fixed value in terms of the country's money;
and at the same time individuals must be free to melt these
gold coins or to export them for the purpose of melting them.
Thus, before 1914 the legal money of England was the gold
sovereign or gold pound coin. The English Mint was under
an obligation to coin an ounce of gold, whenever presented
for this purpose, into a fixed amount of gold sovereigns, and
people were free to melt gold sovereigns into gold bars or
bullion. Thefixedrateat which theM int waslegally obliged
to coin gold was 1 ounce of gold to £3 17s. 10%d. By this
means the value of an ounce of gold was prevented from
moving appr eciably above or below £3 17s 10%d. Themarket
price of an ounce of gold could not rise to £3 18s, because
people could always obtain an ounce of gold by melting down
£317s. 10%d. wor th of gold sovereigns. Similarly, the market
price of an ounce of gold could not fall appreciably below
£3 17s 10%d., because people could always get the Mint to
coin an ounce of gold into £3 17s. 10%2d. worth of gold coin.
There were, however, certain expenses involved in having
gold minted into gold sovereigns. Since the minting of gold
took time, there was some loss of interest involved in bringing
gold to the Mint. Interest could have been earned on this
money if it had been invested for this time in other ways.
For this reason, although an ounce of gold was always freely
minted into £3 17s. 10%2d. of gold coins, it did not pay people
to buy gold in the market and to have it minted into coin
until the market price of an ounce of gold had fallen to
£3 17s 9d. or under. In consequence, the market price of an
ounce of gold could not fall below £3 17s. 9d., and could not
rise above £3 17s. 10¥2d. When the price of gold is fixed in
terms of a country's money by these means, the country is
said to be on a Gold Specie Standard.

(ii) But the price of gold in terms of a country's money
may be fixed without the use of gold coins. Between 1925
and 1931 the price of gold in terms of pounds was fixed,
although there were no gold coinsin circulation. The Bank
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of England was legally obliged to buy gold for pound notes
from any one who wished to sell gold to it at a fixed price of
£2 17s. 9d. per ounce, and to sel gold for pound notes to any
one who wanted gold at a fixed price of £3 175. 10%2d. The
price of gold in the market could not rise above £3 175. 10vd.
because people could always buy gold from the Bank of
England at this price; and the market price of gold could
not fall below £3 175. 9d. an ounce, because people could
always sl gold to the Bank of England at this price. When
the price of gold in terms of a country's money is fixed by
these means the country is said to be on a Gold Bullion
Standard; for the price of gold bullion (i.e. of gold in an un-
coined form) is fixed in terms of the country's money.

(iii) Thereisathirdway in which the price of gold may be
fixed. If the Central Bank of a country is under an obligation
to buy and sdl the notes of some second country, which is
on a gold specie or gold bullion standard, at a price fixed
in terms of its own notes, then the price of gold isindirectly
fixed in terms of the money of thefirst country. Suppose that
England is on a gold bullion standard, so that the pound note
is always worth a fixed amount of gold. If the German
Central Bank is under an obligation to buy and sdll English
pound notes at a fixed price for mark notes, the price of
pound notes will be fixed in terms of marks. Indirectly,
therefore, the price of gold will be fixed in terms of marks.
Even if there were no gold in any form in Germany, the
German Central Bank by holding a reserve of pound notes—
or of deposts in England which give it a claim to pound
notes—could fix the price of gold in terms of marks by
this means. When a country fixes the price of gold in terms
of its own money in this way, it is said to be on the Gold
Exchange Standard. It hasfixed the value of its own money
in termsof gold by fixing the rate of exchange between its own
and someother money, which in turn has afixed valuein terms
of gold.

I f, by operating gold specie, gold bullion, or gold exchange
standards, both of two countries fix the price of gold in terms
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of their own money, and if there is freedom of export and
import of gold in both countries, the rate of exchange between
the money of the two countries will be fixed within narrow
limits. Suppose, for example, that both England and America
are on the gold standard and that the price of a certain
amount of gold is fixed in England at £I, and that the price
of the same amount of gold is fixed in America at $5.
Then the par rate of exchange between the pound and the
dollar is said to be £1 to $5.! If the pound appreciates in
value in terms of dollars considerably above the par rate of
exchange—if, for example, the pound becomes worth $5Y%
instead of $5—Englishmen will find it profitable to purchase
dollar notes with pound notes, in order to buy gold in
America at thefixed pricein dollars and to ship it to England
to sdl at the fixed price in pounds. For with £1 in notes
they can buy $5% notes, and with $5 of these notes they
can purchase a certain amount of gold in America, which
they can sdl to the Bank of England for £1. Thus on each
such transaction they make a profit of $% On the other
hand, no Americans with dollar notes would be willing to
purchase pound notes at $5% for £1; for they could obtain
pounds more cheaply by buying $5 worth of gold in America
and sdling it in England for £1. For these reasons if the
rate of exchange was £1 for $55 Englishmen would want to
buy dollar notes with pound notes in order to ship gold from
America to England, while no Americans would be willing
to purchase pound notes with dollar notes, but would make
their payments in England by shipping gold. The demand
for dollar notes with pound notes would be great and there
would be no demand for pound notes with dollar notes, so
that the amount of dollar notes which could be obtained for

! As a matter of fact the par rate of exchange between the pound and
the dollar both before 1914 and between 1925 and 1931, when both
countries were on the gold standard, was £1 to $4-866. In other words
the amount of gold which in England was bought and sold by the Bank
of England for £1 was bought and sold by the Federal Reserve Banks in
America at the fixed price of $4*866. The par rate of exchange of £1
to $5 is chosen in the text in order to simplify theillustration.
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a pound note would necessarily fall-from $5Y%2 towards $5,
and the rate of exchange between the pound and dollar would
approach the par rate again.

Conversdly, if for any reason the value of the pound were
to depreciate in terms of the dollar from the par rate of £1
for $5 to £1 for $4'%, it would pay people to send gold from
England to America. Englishmen with paymentsto make in
America would purchase gold from the Bank of England for
£1 and would sdl this gold to the American banks at the
fixed price of $5, rather than give a £1 note directly in ex-
change for only $4% in notes. At the same time Americans
with $4% in notes would purchase a £1 note and with that
would buy gold from the Bank of England, export it to
America, and sl it at the fixed price of $5, making a profit of
$% on each such transaction. The demand for pound notes
with dollar notes would be great, while no one with pound
notes would purchase dollar notes directly at this rate. In
consequence, more dollar notes would have to be given to
obtain a pound note, and the rate of exchange between the
pound note and the dollar note would move from $4%for £1
towards the par rate of $5 for £1.

If there were no cogt involved in shipping gold between
England and America and if the price of gold were rigidly
fixed in terms of English money and American money, the
rate of exchange between the pound and the dollar could not
alter at all from the par rate of £1 to $5. For no one with
dollars would ever offer morethan $5 for £1, sincethey could
obtain £1 by shipping $5 worth of gold to England; and no
one with pounds would accept less than $5 per £I, snce
they can obtain $5 by shipping £1 worth of gold to America.
But the shipment of gold between America and England in-
volves a certain cost, and because of this cost the actual rate
of exchange between the dollar and pound can fluctuate with-
in limits st by the cost of moving gold, even if both countries
are on the gold standard. The cost of shipping gold conssts
in the freight charged by the shipping company, theinsurance
of the gold against loss at sea, and the interest which is lost
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by using money to ship gold. It takestime to move gold from
London to New York, and if a man therefore buys £100
worth of gold to ship to New Y ork, he loses the interest which
he could have obtained on the £100 if he had invested this
money for the time in an interest-bearing security. Suppose
that it costs 2 cents to ship between England and America
that amount of gold which sdlsin England at the fixed price
of £1 and in America at the fixed price of $5. In these
circumstances it will not pay to ship gold from England to
America until the pound has depreciated to £1 for $4-98 or
less. For an Englishman would be willing to accept anything
above $4-98 in direct exchange for a £1 note rather than bear
the cogt of shipping £1 in gold to America to obtain $5.
Similarly, it will not pay to ship gold from Americato England
until the pound has appreciated to £1 for $5.02 or more.
At this point the rate of exchange between the pound and
dollar is said to have reached the English Gold Import Point
or the American Gold Export Point. As soon as the rate of
exchange is £1 for anything less than $4-98, it is said to have
reached the English Gold Export Point or the American
Gold Import Point, since at this point it becomes profitable
to ship gold from England to America.

We can now show how it is ensured that the Balance of
Payments balances when all countries are on the gold stan-
dard . If thetotal amount of paymentswhich Englishmen wish
to make to foreignersis equal to the total amount of payments
which foreigners want to make to Englishmen, there is no
difficulty in arranging for these payments. There are a
number of technical methods of making these payments; but
the principle involved is the same. We may assume that
there are a number of foreign exchange dealers, who are
individuals or bankers holding a certain amount of pounds
on deposit with English banks and' a certain amount of
foreign currencies on deposit with foreign banks. If an
Englishman with pounds wishes to make a payment to an
American, the exchange dealers will give the Englishman
some of their dollars deposited in American banks in ex-
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change for deposts in an English bank paid to them by the
Englishman. But at the same time Americans, who wish
to make payments to English people, will be giving the
exchange dealers dollar deposts in exchange for some of the
exchange dealers holding of pounds on deposit in English
banks. |f, at the current rate of exchange, the amount of
pounds which Americans wish to purchase from exchange
dealers are equal to the number of pounds which English
people want to exchange into dollars, the total amount of
pounds held by exchange dealers on deposit with English
banks and the total amount of dollars held by them on
deposit in American banks will not alter.

But suppose now that Englishmen for some reason or
another—e.g. because the Englishman's desre for American
goods increases—wish to pay £10 millions more a week to
Americans than Americans wish to pay to Englishmen. At
the current rate of exchange between the pound and the
dollar the exchange dealers are receiving £10 millions more
a week from Englishmen than they are sdlling to Americans,
and at a rate of exchange of $5 for £1 are paying out $50
millions a week more to Englishmen than they are receiving
from Americans. The pound deposits of the exchange
dealers in English banks are therefore rising by £10 millions
a week and their dollar deposits with American banks are
falling by $50 millions a week. Aslong as this continues the
exchange dedlers themsdves are exchanging their capital
from American money to English money, which represents
a capital movement or loan of £10 millions a week from
Americato England. The Balance of Payments still balances,
English commodity imports have gone up by £10 millions
a week, but againg this thereis an additional lending of £10
millions a week from American money to English money.

If Englishmen continue to spend £10 millions a week more
on imports, the exchange dealers would soon have no more
dollar deposts to pay out and would hold all their balances
in the form of pounds deposited with English banks. In
order to sop people buying so many dollars with pounds

4284 X
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they will reduce the number of dollars which they will give
for a pound. In other words the pound will depreciate in
value in terms of the dollar. The exchange dealers will, for
example, offer $4-98 instead of $5 for a pound. But if both
countries are on the gold standard, a small depreciation of
the pound will make it cheaper for English people, who have
payments to make in America, to ship gold to America
rather than to continueto buy dollars directly from exchange
dealers with pounds. As soon as the pound has depreciated
sufficiently to make Englishmen purchase £10 millions a
week of gold from the Bank of England to make their pay-
ments in America, the exchange dealers receipts and pay-
ments of pounds and their receipts and payments of dollars
will balance again, so that their balances held in dollars will
cease to diminish. Therewill now appear a new item in the
Balance of Payments, namely an export of £10 millionsworth
of gold aweek from England, which isbeing sold in America
for dollars. The Balance of Payments will still balance.
Against the additional commodity imports of £10 millions
a week is now an export of gold of £10 millions a week,
which takes the place of the additional lending of £10
millions aweek from American to English money.

But this state of affairsis also only temporary. For aslong
as it continues England must be exporting £10 millions of
gold a week, which is being purchased by Englishmen from
the Bank of England. |f, however, England isto stay on the
gold standard, thisdrain of gold must be stopped. T he Bank
of England cannot for ever pay out gold at a fixed price for
pounds, since its gold reserves must sooner or later be usd
up. We have already seen in Part |, Chapter | | | (p. 24),
that, if people cash part of their deposts with the ordinary
joint-stock banks, the cash reserve ratio of these banks will
be reduced, and that in order to prevent this fall in their
cash reserve ratio the banks will be obliged to sall securities
and raise interest rates in order to diminish their depost
liabilities. An export of gold from England will have the
same effect. |1f Englishmen find it profitable to purchase gold
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from the Bank of England, this must cause the cash reserves
of thejoint-stock banks to fall. If customers of these banks
change their deposits into notes, in order with the notes to
purchase gold from the Bank of England, this will auto-
matically reduce the cash held by the joint-stock banks in
the form of notes. |f, however, the exporters of gold purchase
gold from the Bank: of England by means of a cheque drawn
on their deposits with ajoint-stock bank, then thejoint-stock
bank will pay the Bank of England for their customers' pur-
chase of gold by using up part of its deposit balance with
the Bank of England. But aswe have seen (p. 19) the joint-
stock banks count their deposits with the Bank of England
as part of their cash reserves, so that their cash reserveswill be
reduced. The consequence of the gold export is, therefore,
that the banks must sell securities and raise interest rates, in
order to preserve their cash reserve ratio.

This rise in interest rates will, as we have argued in
Chapters Il and 111 of Part |, cause money incomes and
money prices to fall in England, since Englishmen will be
lesswillingto borrow money to spend on capital development
at the higher rates of interest. This reduction in English
money incomes and prices will cause English imports to fall
off and English exports to rise, since people will now prefer
the cheaper English goods to foreign goods and since
Englishmen will have smaller incomes to spend on imports.
Moreover, the fall in English incomes from which savings
can be made together with the rise in the rate of interest in
England will cause a reduction in England's net lending
abroad. At the same time gold will be imported and sold to
the Central Banks of the foreign countries. The reserves of
the foreign bankswill be increased by the import of goldjust
as the reserves of English banks are diminished by the export
of gold, and the foreign banks will be able to lower their
interest rates and purchase securities, in order to increase
their deposit liabilities. In consequence the rate of interest
will fall in foreign countries as it rises in England, and prices
and money incomes will rise in foreign countries as they fall
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in England. This provides a further reason why English
exports should rise and her imports fall, and why the net
amount lent abroad by England should fall off.

As the export of gold continues, the rate of interest in
England rises and falls in foreign countries, while English
money incomes and prices fall and foreign money incomes
and pricesrise. When the consequent rise in English exports,
thefall in her imports, and the diminution in her net lending
abroad have together become as great as the original increase
in her demand for imports, which first caused the export of
gold, then the normal payments of Englishmen to foreigners
and of foreigners to Englishmen will balance again. The
Balance of Payments will be in a new equilibrium, and the
export of gold from England will cease.

We have illustrated the operation of the gold standard by
supposing that a country's demand for imports increases,
leading to a loss of gold by that country; but from our
discusson of the Balance of Payments it follows that any
change, which increases the payments which it must make to
foreigners or reduces the payments which foreigners must
make to it, will cause a country to lose gold. The following
are therefore the most important reasons why a country may
losegold:

1. A country which ison the gold standard will lose gold
if there is a fall in money prices and incomes abroad unac-
companied by a similar slump in money prices and incomes
at home, or if there is a rise in money incomes and prices at
home unaccompanied by a similar rise in other countries.

L et us suppose that there is a world-wide slump in money
prices and incomes, causing prices everywhere to fall below
costs of production and so leading to unemployment in all
countries, but that England by adoptingthe policies suggested
in Part | prevents the growth of unemployment through
banking action designed to reduce interest rates, through
public works expenditure, and through measures designed to
stimulate directly the expenditure of money by consumers
on consumption goods. The rise in English money incomes
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and prices relatively to money incomes and prices in foreign
countries will, as we have seen, cause English imports to rise
and her exportsto fall, so that England will lose gold. There
are two further reasons why in these circumstances England
is likely to lose gold. First, if in England the rate of interest
is being deliberately lowered by the banks to prevent unem-
ployment, while the slump in money prices and incomes is
continuing abroad unchecked by any similar deliberate
reduction in interest rates, it will become more profitable to
lend money abroad, since the rate of interest in England has
fallen relatively to interest rates in other countries. For this
reason England's net lending abroad will rise, which will
further increase the payments to be made by England to
foreign countries and so intensify the loss of gold by England.
Secondly, as the slump develops in foreign countries English-
men's receipts of dividend and interest from past investments
in foreign countries will fall. For industries in foreign
countries will become less profitable, and will pay lower
dividends. If the Slump in money incomes and prices abroad
goes far enough, foreign businesses, municipalities, and
governments may be driven into bankruptcy and so default
on their payments of interest on fixed-interest securities. In
as far as Englishmen have invested in such securities, Eng-
land's receipt of dividends and interest from abroad will fall,
which will increase the flow of gold from England.

2. Ifthereisarisein foreign tariffs or other legal restric-
tions placed upon the import of English goods, the value of
English exports will fall; and this will cause an export of
gold from England.

3, If the productivity of labour and other factors of pro-
duction increases in other countries more rapidly than in
England in the production of commodities, which compete
with English products either in the English market or in
foreign markets, the cot and so the price of such foreign
goods will fall more rapidly than the English price of similar
goods. This will cause a fall in English exports or a rise in
her imports which will lead to a loss of gold by England,
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4. If the tase of consumers in England or in other
countries change so that they prefer the type of goods pro-'
duced in foreign countries, England will lose gold because
her importswill rise or her exports fall off.

5. Theimposition of a tribute, indemnity, or reparations
to be paid by England to other countries would cause an
increase in the amount of payments to be made by England
to other countries, and would so cause England to lose gold.

6. An increase in the desre of Englishmen to lend money
abroad, by causng an increase in the payments of money to
be made to other countries, would lead to an export of gold
by England. An important new invention abroad or the
opening up of an undeveloped territory might cause English-
men to expect abnormally large profits on money lent abroad
to finance these new developments. Greater political security
in other countries and a diminished snse of security in
England, by increasing the safety of capital held abroad
relatively to capital held in England, would cause a rise in
England's net lending abroad.

Any of these things may cause a country to losegold. We
have already shown that a drain of gold from one country can
be stopped only if the country losing gold allows its interest
rates to rise and its money prices and incomes to fall, and if
the countriesimporting gold adopt monetary policies designed
to lower their rates of interest and raise their money prices
and incomes. There is, however, no reason to believe that
the monetary policy which a country must adopt in order to
operate the gold standard will be the same as the monetary
policy, which is appropriate on the principles outlined in
Part |, to preserve a high level of employment. For money
prices and incomes may fall in foreign countries, or foreign
countries may raise their tariffs, at a time when unemploy-
ment is appearing at home. In these circumstances deflation
of money prices and incomes is necessary to prevent an
export of gold and so to maintain the gold standard, while an
inflation of money prices and incomes is appropriate to
prevent unemployment.
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There is one way in which this conflict between the two
appropriate monetary policies might be resolved. We saw
in Chapter V I | of Part | that it isthe relationship between
the money wage-rate on the one hand and the level of money
‘incomes and prices on theother, which determinesthevolume
of employment. Unemployment can be reduced if money
wage-rates are reduced relatively to money prices, since this
will reduce thereal wage-rate. If thereis sufficient flexibility
in the money wage-r ate, there need be no conflict between the
‘monetary policy designed to maintain full enployment and that
designed to maintain the gold standard. If, for example, a
country lost gold at a time when unemployment was appear -
ing at home, the loss of gold could be stopped by monetary
action designed to reduce money incomes and prices; but
thisdeflation would be compatiblewith a smultaneousreduc-
tion in unemployment, if the money wage-rate was reduced
mor e quickly than thereduction in money incomesand prices.
If money wage-rates always fell quickly so long as there was
unemployment, the monetary authorities could concentrate
on controlling the level of money incomes and prices in such
a way that there was no import or export of gold, while the
money wage-rate automatically adjusted itself to this level of
money prices in such a way as to preserve full employment.

Thisisapossble solution of the conflict between monetary
policies designed to preserve internal and external equi-
librium; but it is not necessarily the best solution. For in a
country in which there are important blocks of indebtedness
fixed in terms of money, an extensive and rapid fall in prices
and incomeswill greatly increase the real value of these debts.
If, in order to stay on the gold standard, a country with a
large internal government debt lowers its money incomes,
prices, and wage-rates, it will be necessary to raise the rates
of taxation to meet the interest on its fixed debt; for as its
money incomes fall, the tax revenue raised by the existing
rate of taxation will fall, while the fixed amount to be paid
by thegovernment in interest on debt will remain unchanged.
- But, in fact, money wage-ratesin most communities cannot



312 THE GOLD STANDARD

be very rapidly and extensively altered. Thisis particularly
true of a country in which many wagerates are fixed for
long periods of time gither by bargain between employers
and workers associations or by official wage boards. In such
circumstances any rapid adjustment of money wage-rates
must be ruled out as a possible solution of our problem. It
will, in these circumstances, be possible to operate a gold
standard successfully without causing unemployment only if
the necessity for large or rapid adjustments of money prices
and money wage-rates can be avoided. For this reason there
are sx important conditions which must be fulfilled if the
gold standard is to be operated successfully in modern
conditions.

1. The most essential is that the important countries on
the gold standard should adopt internal policies, designed
onthelinesdiscussed in Part |, to prevent violent fluctuations
in money incomes and prices. If all countries were conscioudy
and successfully adopting internal policies to prevent serious
dumps in money prices and incomes, no one of them will
be faced with a sudden slump in the demand for its exports
due to a fall in incomes and prices in other countries. The
main reason for rapid internal deflation to preserve the gold
standard will be removed. Agreement among the major
countries that they will all lower interest rates, expand the
volume of money, spend more on public works, and stimu-
late consumers expenditure when unemployment appears,
is therefore an essential condition which must be fulfilled
before any one country can operate a gold standard success
fully without fear of unemployment at home.

By these means the necessity for violent and rapid readjust-
ment of money prices, incomes, and wage-rates by any one
country could be avoided; but some readjustment would still
be necessary from time to time. To take a single example:
the technical efficiency of production might be increasing
more rapidly in America than in England in the production
of goods which compete with English exports. In this case
English exports would fall as American prices fell relatively
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to English prices, and England would lose gold. In order to
remain on the gold standard England would be obliged
to let her money prices fall as American prices fell; and to
prevent unemployment in England money wage-rates would
have to fall, as English prices fell more quickly than the
productivity of English labour rose. But in this case a very
rapid adjustment would not be necessary; for a fall of
American cods relative to English costs due to more rapid
technical progressin Americawould berelatively sow, when
compared with afall of American pricesrelatively to English
prices which was caused by an uncontrolled sump of all
money prices and incomes in America.

2. Since some adjustment of money prices and cogs will
still be necessary, the second condition for the effective
operation of the gold standard is that countries losing gold
should allow their money incomes and prices to fall, while
countries receiving gold should allow their money incomes
and pricestorise. We have already argued that an export of
gold from a country will cause a fall in money incomes and
prices in that country by restricting the cash reserves of the
banks, and that an import of gold will causearisein internal
money’ prices and incomes. It is, however, possible for-the
Central Bank to prevent these effects of gold movements.
If the Central Bank of a country which is losing gold pur-
chasss securitiesin the open market, this,aswesaw in Part I,
Chapter |11 (pp. 22-4), will in itself cause a rise in the
cash reserves of the ordinary banks, so that by purchasing
securitiesinthemarket a Central Bank can prevent an export
of gold from causing any reduction in the reserves of the
ordinary banks. And similarly, by selling securitiesin the open
market a Central Bank can prevent an import of gold from in-
creasingtheordinary banks cash reserves. It isessential that
the Central Banks should not offset gold movements in this
way. | f they do so, therewill benofall in pricesin thecountry
losing gold and no rise in prices in the countries receiving
gold, sothat thegold movement will be unchecked and sooner
or later the country losing gold will be driven off the gold
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standard. Indeed, it may be desirable for the Central Banks
to adopt the opposite policy and to accentuate the effects of
gold movements by selling securities when they lose gold
and purchasing securities when they receive gold. It is
important that the countries gaining gold should inflate their
money incomes and prices,; for unless they do so, the whole
readjustment must be achieved by a deflation of money
incomes and prices in the country losing gold, which defla-
tion must be so much the greater. Thegold standard can be
expected to work effectively only if a movement of gold from
one country to another is met partly by a deliberate inflation
in the country gaining gold, and partly by a deliber ate defla-
tion in the country losing gold.

3. In order that any deflation of money prices necessary
to prevent an export of gold shall not cause unemployment,
money wage-rates must be lowered as money pricesfall; and
in order that any necessary inflation of prices should not lead
to an excess of profits, money wage-rates must be raised as
prices rise. A country should, therefore, be unwilling to
operate the gold standard, if there is not sufficient flexibility
of money wage-rates to meet all the readjustments that will
be necessary.

4. When a country is on the gold standard, the Central
Bank of that country must have certain reserves of gold. For
it must be able to meet any demand for gold on the part of
people who wish to export gold. There are various legal
provisons in different countries regulating the minimum
gold reserve, which the Central Bank must hold. Of these
the two most important are the Fiduciary Issue system,
which is in operation in England and which was discussed
in Part |, Chapter | I | (p. 21), and the Proportional Re-
serve system, which isin operation in America and France
among other countries. With the Fixed Fiduciary Issue
system the Central Bank is only allowed to issue notes equal
in value to the gold held by the Bank plus a certain fixed
amount of notes backed by other asssts With the Propor-
tional Reserve system the Central Bank must holdaminimum
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gold reserve equal in value to a certain proportion (e.g. 40
per cent.) of its note issue, or of its deposit liabilities and its
note issue.

In any casethe Central Bank must hold a certain minimum
gold reserve, which is related in some way to its note issue
or to thetotal value of its liabilities in the form of notes and
deposits. The Central Bank must be able to meet all possible
demands for gold for export; and the amount of gold which
it must hold for this purpose depends upon the total volume
of monetary transactions undertaken. For the larger the
volume of monetary transactions undertaken, the greater is
the possible fluctuation in any figure in the Balance of
Payments and so the greater the possible demand for gold to
meet a disturbance in the Balance of Payments. In order,
therefore, that the gold standard should operate successfully,
the total supply of gold reserves, available for all the Central
Banks of the countries on the gold standard, must be suffici-
ent to form an adequate backing against that volume of
monetary transactions which is necessary to prevent a world-
wide slump in money prices and incomes.

L et us suppose that throughout the world capital is being
accumulated and the population is growing, so that the
output of goods and services is increasing. To obtain full
employment of the factors of production it may be necessary
for money incomes and expenditure to increase as real
output increases, in order to prevent the prices of commodities
falling below their costs. In these circumstances the volume
of money in all countries, and therefore the note issue and
thedeposit liabilitiesof the Central Banks, must beincreasing.
If on the average an increase of 2 per cent, per annum in
Central Banks note issues and deposit liabilities is just
sufficient to prevent unemployment on the one hand, or boom
conditions on the other, their gold reserves should also be
increasing at a rate of 2 per cent, per annum. It may so
happen that the output of new gold isjust sufficient for this
purpose. But if the output of gold is less than sufficient,
unemployment will not be avoided, unless money wage-r ates
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can be reduced appropriately. But if money wage-rates are
not very flexible, some means must be found of adjusting the
total stock of gold reserves to the requirements necessary to
preserve a high level of employment throughout the world.

The Central Banks can to some extent meet this difficulty
by alterations in the proportion between their total liabilities
and their gold reserves. If the output of gold is too small,
the Central Banks of the different countries in co-operation
might diminish the proportion of their liabilities which they
cover with gold reserves. This will enable them to adopt
monetary policies which preserve full employment. It may
of course involve an alteration in the legal limits below which
their reserves are not allowed to fall. There are, however,
limits to the possible reduction in the reserve proportion
of any Central Bank. It must not fall below a minimum
which is necessary to enable the Central Bank to meet any
possible demands upon it for gold.

In the second place the difficulty can be met by an exten-
sion of the gold exchange standard. If a Central Bank holds
part of its reserves in the form of the money of some foreign
country deposited with aforeign bank, thisreserveis as useful
as gold in meeting any demand for foreign money to make
payments abroad, but it economizes in the total amount of
gold. Suppose that the rate of exchange between the pound
and thedollar is£l for $5, and that the Bank of England keeps
£100 worth of itsreservesin the form of $500 deposited in an
American bank. If this American bank holds gold reserves
of only 10 per cent, againg its deposit liabilities, then $50
(or £10) worth of actual gold is acting as a gold reserve of
£ 100 for the Bank of England.

There is, however, a danger in the extension of the gold
exchange standard. Suppose that a country which is oper at-
ing the gold exchange standard loses reserves to another
country. Then instead of sdlling gold for export, which
would reduce the gold reserves of the first and increase the
gold reserves of the second country, the Central Bank of the
first country may sl part of its deposit in the second country
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to those who wish to make larger payments to the second
country. This will cause the reserves of the Central Bank
of the first country to fall, but will not cause any increase in
the reserves of the Central Bank of the second country; for
there is no import of gold into that country but simply a
change in ownership of some of the depost liabilities of the
ordinary banks of that country. There will therefore be a
reduction in the total volume of Central Bank reserves, and
the whole of the adjustment must be brought about by a
deflation of money incomesand pricesin the country operating
the gold exchange standard. Conversdly, if an increase takes
place in the payments made to a country which is on the
gold exchange standard, the Central Bank of that country
will increase its reserves by holding more money on deposit
in the other country, but therewill be no export of gold from
the country making the payment. In this casee the whole
adjustment in the Balance of Payments must be brought about
by an inflation of money prices and incomes in the country
on the gold exchange standard. There is therefore a danger
of a general deflation of money prices and incomes, when
countries on the gold exchange standard lose reserves, and a
danger of a general inflation of money prices and incomes,
when countries on the gold exchange standard gain reserves.

This difficulty could be met if the countries operated a
gold exchange standard but kept their reserves in the form
of deposits with a single International Bank. Suppose that
the Bank of England and the American Federal Reserve
Banks' deposited all their gold with the Bank for International
Settlements in Bagle, and counted these deposits of Swiss
francs of a fixed gold value as their gold reserves. Then if
England lost reserves to America, the deposts of the Bank
of England with the Bank for International Settlements
would fall, but at the same time there would be arise in the
reserves of the Federal Reserve Banks in the form of extra
deposits with the Bank for International Settlements. The

! These twelve banks in the U.S.A. perform the functions of a Central
Bank in that country.
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necessary readjustment would thereforefall partly on England
and partly on America. At the same time the Bank for
International Settlements could control the total volume of
Central Bank reserves by buying securities from or selling
securities to the different Central Banks. Suppose, for
example, that in order to prevent a world-wide slump it was
necessary to increase the total volume of gold reserves by
10 per cent. The Bank for International Settlements could
purchase an amount of securities from the Bank of England
equal in value to 10 per cent, of the Bank of England's
reserves and could pay for these securities by increasing its
deposit liability to the Bank of England. By a similar pur-
chase of securities from the Federal Reserve Banks and* the
Central Banks of the other countries on the gold standard,
the total value of Central Bank reserves could be raised by
10 per cent.

This is probably the smplest method of controlling the
total volume of gold reserves, but there is a third method,
which might be preferred. If there was a shortage of gold
reserves, all the Central Banks might agree to raise their
fixed buying and sdlling prices of gold by the same propor-
tion. Suppose that an ounce of gold is bought and sold by
the Bank of England at the fixed price of £4 and by the
American Federal ReserveBanksfor $20. Then the par rate of
exchange between the pound and dollar is fixed at £1 for $5.
Suppose that the Bank of England raised its fixed buying
and sdlling price of gold by 25 per cent, from £4 to £5 an
ounce, and that the Federal Reserve Banks at the same time
raised their buying and selling price of gold by 25 per cent,
from $20 to $25 an ounce. The par rate of exchange between
the pound and dollar would remain unchanged at £1 for $5,
so that the main result of the gold standard, namely the fixity
of the rates of exchange between the currencies of the
countries on the gold standard, would be preserved. But the
nominal value of the gold reserves both of England and
America would be raised by 25 per cent, in terms of pounds
and dollars, and this would enable the English and American
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banking systems to expand the total amount of money in the
way required to prevent a world-wide slump in money prices
and incomes.

This revaluation of the gold value of the pound and the
dollar would provide a money profit to the Central Banks. If,
for example, the Bank of England held £200 millions of gold
reserves, these reserves would become worth £250 millions
if the Bank's buying and selling price of gold was raised from
£4 to £5 an ounce. Any profit due to such a revaluation of
the gold content of the pound should properly accrue to the
government; and if the value of the Bank of England's gold
sock was raised in this way by £50 millions, the deposit
liability of the Bank of England to the government would be
raised by £50 millions on the other side of the Bank's account.
The government could use this extra sum for extra expendi-
ture not covered by taxation; and the expenditure of this
sum would in itself help to prevent the fall in money incomes
and prices, which it was the object of the revaluation to avoid.

In asimilar way, if thetotal value of Central Bank reserves
became too large to prevent a world-wide boom, the Central
Banks might reduce their buying and selling prices of gold
smultaneoudly by the same percentage. This would reduce
the gold stocks of the banks valued in terms of pounds and
dollars, and so would cause the necessary contraction. The
loss, which in this case would be caused by the fall in the
value of their gold reserves, should in each country be met
by the government; and the necessary reduction in expendi-
ture or rise in taxation would itself aid the desired fall in
money incomes and prices.

5, Ifthe gold standard isto work successfully, appropriate
rates of exchange between the different currencies must be
chosen. This consideration is of vital importance when
countries'are intending to return to the gold standard. For
example, suppose that at a rate of exchange of £1 for$4 the
English Balance of Payments is in equilibrium. Suppose,
however, that England is not on the gold standard, while
Americais on the gold standard at a buying and selling price
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of gold of $20 an ounce; if then England returned to the
gold standard at a fixed buying and selling price of gold of
£4 an ounce, the rate of exchange would be fixed at £1 for
$5. Since England's Balance of Payments was in equilibrium
at £1 for $4, England would now lose gold; for at the rate of
exchange of £1 for $5 English goods and services would be
too expensive in America and American goods and services
would be too cheap in England. In order to preserve the
gold standard at the rate of exchange of £1 for $5, English
prices and incomes would have to be reduced relatively to
American prices and incomes. |If before England's return
to the gold standard both countries had that internal level
of interest rates, prices, and incomes which just preserved
full employment, this would involve deflation and unemploy-
ment in England or aprofit boomin America. |f the Ameri-
can monetary authorities prevented any import of gold into
America from leading to a rise in prices and incomes there,
the necessary deflation in England would be so much the
more severe. Unless wage-rates could be rapidly reduced in
England, a prolonged period of unemployment would begin.
In returning to the gold standard countries must choose those
rates of exchange, at which the Balance of Payments between
them will bein equilibrium, when their internal pricesare so
adjusted to their money cogts of production that there is full
employment.

The criterion therefore for the correct rates of exchange
isto befound simply in the Balance of Payments. With those
interest rates, money prices, and money incomes which give
a country internal equilibrium, there will be one rate of
exchange between its currency and other currencies which
will enable its Balance of Payments to balance without gold
movements. A more appreciated value of its currency in
terms of foreign currencies will cause a drain on its reserves,
a more depreciated value for its currency will cause a drain
on other countries reserves. To find the appropriate buying
and selling price of gold and so the appropriate rates at which
the exchanges should be stabilized, the method of trial and
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error alone can be used, if a number of countries wish to
return to the gold standard at a time when they are not al-
ready in internal equilibrium. The authorities in consulta-
tion must fix upon certain rates of exchange, which they think
are appropriate, and must then temporarily fix their buying
and selling prices of gold at figures which give these chosen
rates of exchange. The monetary authorities can then con-
tinue with their internal policies which are designed to
preserve a high level of employment at home. If there is a
steady drain of gold from country A and a seady import of
gold into country B, thisisasign that the currency of country
A has too appreciated a value in terms of other currencies,
while that of country B hastoo depreciated a value. Country
A must raise and country B must lower its buying and
selling price of gold by an amount which isjudged sufficient
to stop the steady flow of gold. By readjustments of the rate
of exchange of this kind, a final rate of exchange for each
currency might be obtained, which would put each country
both in internal equilibrium and in equilibrium with the
other countries.

6. If a country receives a large amount of interest or of
reparations from abroad, its Balance of Payments will be
in equilibrium, only if it lends more abroad than it borrows
from abroad or if it imports from abroad more than it ex-
ports. A creditor country, if it isnot willing to lend sufficient
abroad, must import morethan it exports. Thereisin many
people's minds a fallacious belief that a country is better off if
it has a 'favourable’ balance of trade or an excess of exports
over imports than if it has an excess of imports over exports,
but the only real advantage to a nation from interest or
other such receipts from abroad is that it can obtain some
part of its imports without exporting any goods or services
in return for them. If countrieswork on the hypothess that
an 'unfavourable’ balance of trade is always undesirable,
creditor countries will raise tariffs, quotas, and prohibi-
tions on imports and will subsidize their exports, so long
as their balance of trade is unfavourable. But this must

4284 Y
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result either in a continual flow of gold from the debtor
to the creditor countries, snce the debtors are unable to
export more than they import by reason of the tariff policy of
the creditor countries, or dse in a repudiation of their in-
debtedness by the debtor countries. If international debts
are not to be repudiated, the creditor countries must adopt
a tariff policy which allows an excess of imports over exports
in order to receive payment of that part of their interest
which they do not wish to lend abroad again. This is true,
whether the countries are on the gold standard or not; but
the gold standard will certainly break down, if the tariff
policy of the creditor countries causes a continued loss of
gold reserves by the debtor countries to meet the interest
-on their indebtedness. This argument does not prove that
there must be a complete absence of tariffs for the gold
standard to work, but simply that the tariffs of the creditor
countries must not be so raised as to make it impossible for
the debtor countries to export more than they import. The
pros and cons of tariffs on other grounds will be argued in
Chapter V of this Part.
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F any of the six conditions discussed in the last chapter

are not fulfilled, the gold standard cannot be successfully
operated; and in these circumstances a country should retain
an independent monetary standard. We must therefore con-
sider the way in which the Balance of Payments is adjusted
in the case of countries which are not on an international
monetary standard. Suppose that the English legal money is
simply the pound note issued by the Bank of England, and
that the Bank of England is under no obligation to buy and
sell gold at afixed price in terms of these notes. In these
circumstances the rate of exchange between the pound and
the dollar is no longer fixed within any prescribed limits. The
only way to obtain dollars for pounds or pounds for dollars
is to exchange the dollar notes or deposits directly for pound
notes or deposits;, and there are no longer any fixed gold
import or export points to prevent afluctuationin the rate
of exchange between the pound and the dollar.

To show how the Balance of Payments is adjusted in these
conditions we may suppose again that all exchange dealings
take place through a number of exchange dealers, who hold
deposits of pounds in English banks and deposits of dollars
in American banks, and who exchange dollar deposits for
pound deposits for people who wish to make payments be-
tween the two countries. Let us suppose that the rate at
which the exchange dealers are exchanging dollarsfor pounds
and pounds for dollars is £1 for $5, and that at this rate of
exchangethe total amount of poundswhich Americanswish
to purchase with dollarsisjust equal to the total amount of
pounds which English people wish to sell for dollars. Then
the Balance of Paymentsisin equilibrium; and the balances
of dollars and of pounds held by the exchange dealers will
remain unchanged, since the exchange of dollars for pounds
by Americans will just offset the exchange of pounds for
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dollars by Englishmen. |f Englishmen then decided to spend
£10 millions a week more on American goods, the amount of
pounds offered to the exchange dealers by Englishmen to
obtain dollars would be £10 millions in excess of the amount
of pounds bought from exchange dealers by Americans each
week. As long as the rate of exchange remained £i to $5,
the exchange dealers holding of pounds would increase by
£10 millions a week, and their holding of dollars would
diminish by $50 millions a week. The Balance of Payments
still balances, English imports have risen by £10 millions a
week, but the amount lent to England has also risen by £10
millions a week, since the exchange dealers themselves are
moving £10 millions worth of their capital from dollars to
pounds each week.

As long as this continues, the exchange dealers holding of
pounds will continue to increase and their holding of dollars
to diminish, and they must take steps to prevent their dollar
balances from dwindling to nothing. They will offer less
dollars per pound, in order to stop part of the English demand
for dollars, and the rate of exchange will move from £1 for
$5 to—let us say—£1 for $4. As the value of the pound
depreciates in terms of dollars, American goods will become
more expensive in England, since less dollars can be obtained
for a pound, and English goods will become cheaper in
America, snce a pound can be obtained with less dollars.
In consequence English imports will diminish and English
exports will increase. The value of the pound will continue
to depreciate so long as the demand for dollars with pounds
is in excess of the demand for pounds with dollars; for so
long as this is s0, the exchange dealers will be increasing
their holdings of pounds and will be running short of dollar
balances. But there will come a point in the depreciation of
the exchange value of the pound at which English imports
have diminished and English exports have increased just
aufficiently to equate the total amount of pounds bought by
Americans to the total amount of pounds sold by English-
men. At this point the Balance of Payments will again be
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in equilibrium. Thisreadjustment can come about without
any change in money incomes and prices or in interest rates
in England or in America; the depreciation of the exchange
value of the pound is alone sufficient to adjust the Balance of
Payments.

A country which isnot on the gold standard will therefore
be free to concentrate upon its internal monetary policy in
order to preserve a high level of employment, and can leave
the exchange rate with other countries to find that level at
which the payments and receipts in its Balance of Payments
are equal. While this should be the essential principle of
policy for any country, which is not on the gold standard,
some control over its Balance of Payments would still be
desirable.

If a country's exchange rate with other countries is not
fixed, some control should be exercised over the movement
of short-term funds between it and other countries. The
reason for this can be shown by an illustration. Supposethat
the existing rate of exchange between the pound and dollar
is £1 for $5, but that people expect the pound to depreciate
from $5 to $4; such an expectation might be due to the fact
that a slump was developing in America, while it was known
to be the policy in England to prevent any fall in money
prices and incomes. So long as people expect this deprecia-
tion in thevalue of the pound, thereis a profit to be made by
exchanging pounds for dollars at £1 for $5 in order to pur-
chase pounds with dollars in the near future at £1 for $4.
But this purchase of dollars with pounds in order to move
short-term funds abroad will in itself cause the pound to
depreciate in value, and it will have two undesirable effects. -
In the first place, because speculators are attempting to
anticipate future events, it will cause the pound to depreciate
beforethefall in pricesand incomesin America has madethe
exchange depreciation necessary to adjust the other itemsin
the Balance of Payments. And secondly, it may cause the
pound to depreciate much more than is really necessary to
adjust the other itemsin the Balance of Payments. While a
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depreciation of the pound from $5 to $4-5 may be all that
IS necessary to preserve equilibrium in England's Balance
of Payments, the speculative movement of funds into dollars
may cause the pound to depreciate to $4, because people
overestimate the extent to which American prices and in-
comes will fall or the extent to which the pound must depre-
ciate to maintain equilibrium in face of a given fall in Ameri-
can prices. The exchange depreciation should be controlled
in such away that it is neither more rapid nor more extensive
than is necessary to adjust the normal item in the Balance of
Payments to the changed conditions. For any unnecessary
depreciation in the exchange value of a country's money will
raise unnecessarily the price of imported goods, and so will
reduce the real wage-rate and the standard of living below
what is necessary to preserve full employment. If the price
of foreign goods is falling, a depreciation in the exchange
value of a country's currency, which is just sufficient to
offset the fall in foreign prices, will not lower the standard of
living at home; the fact that less dollars can be obtained for
the pound will be offset by the fact that the dollar will buy
more American goods. But if there is a rapid depreciation
in the exchange value of the pound caused by the speculative
movement of short-term funds from pounds to dollars, the
exchange value of the pound will depreciate in expectation
before dollar prices fall, and the amount of American goods
which can be purchased with a pound will fall.

A second reason for avoiding a speculative movement of
funds abroad is that it will intensify unnecessarily the slump
in prices and incomes in other countries. If an internal
monetary policy is being adopted in England to preserve
full employment, a depreciation of the exchange value of the
pound, sufficient to offset any fall in American prices and
incomes, is necessary to allow this policy to be successfully
carried out. But if there is a large movement of short-term
funds from England to America, the exchange value of the
pound must depreciate more than this; the price of English
goods in America will fall more quickly than the price of
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American goods, and the price of American goods in England
will rise. In consequence English goods will compete more
strongly with American goods both in American and English
markets. The consequent increase in English exports and
fall in her imports is necessary in order to finance the move-
ment of short-term funds to America; but it is unnecessary
in order to preserve full employment in England, since full
employment is being preserved by the English internal mone-
tary policy. In America, however, the sump will be intensi-
fied, because American producers will lose part of their
markets to Englisli producers. |f, however, the speculative
movement of short-term funds to America were avoided,
English goods would not compete any more strongly with
American goods, and the ssump in America would not be
intensified.

When one country aloneis successfully adopting an inter nal
monetary policy designed to preserve a high level of employ-
ment, thereisa strong case for the control by it of the amount
of capital lent abroad on long-term as well as of the move-
ment of short-term funds. Suppose that the long-term rate
of interest in America and in England is 5 per cent, and that
adump sartsin both countries. If England by her monetary
policy reduces the rate to 3 per cent, to avoid the slump,
while America does not reduce the rate from 5 per cent, and
auffers a slump in consequence, there will be an increase in
the purchase of dollars with pounds due to the sale of English
securitieswith a 3 per cent, yield in order to purchase Ameri-
can securities with a 5 per cent, yield. This increase in
long-term foreign lending will have the same effects as the
increase in short-term foreign lending, which we have just
examined. To finance the increased lending abroad English
exports must rise and her imports fall, and to bring this
about the pound will depreciate to an extent more than
aufficient to offsst the fall in American prices and incomes.
This will cause an unnecessary fall in the English real wage-
rate, and by enabling English goods to compete on better
terms with American goods will intensify the slump in



38 FREE EXCHANGE RATES

America. We shall argue in Chapter VI of this Part that
from the international point of view capital should always be
allowed to flow fromr a country in which its real yield is low
to onein which its real yield is high. But the free movement
of capital from a country in which the real yield on capital
is low to a country in which monetary policy has failed to
lower the rate of interest in conformity with the true yield
on new capital development, will merely lower standards of
living by raising the price of imports in the first and by
intensifying the slump in the second country.

The principles upon which any control of capital move-
ments should be exercised are clear. All movements of short-
term funds, which are taking place simply to profit from
expected alterations in the rate of exchange, should be pre-
vented. It will be the duty of the monetary authority which
is exercising the control tojudge what movements of short-
term funds fall into this category. In the case of long-term
capital movements the criterion is somewhat more difficult.
The object is to prevent the export of capital on long-term
to any country in which the rate of interest has not been
sufficiently reduced by internal policy to prevent a slump.
In practice this decison must be somewhat arbitrary; its
effect will be to prevent large increases in foreign lending,
which would otherwise occur during a world slump if inter-
e rates are reduced at home to prevent unemployment but
remain high abroad.

The net amount lent abroad by any country can be con-
trolled by an Exchange Equalization Fund. In England an
Exchange Equalization Fund was s&t up under the control
of the Treasury to prevent speculative movements of short-
term capital from affecting the exchange value of the pound.
The Fund was enabled to borrow through thesale of Treasury
Bills up to £350 millions, i.e. the Fund could obtain pounds
by selling government securities to the public or to the banks
up to a limit of £350 millions. These pounds could be used
to purchase gold or foreign money; and the fund could
subsequently sell for pounds any gold or foreign money,
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which it had so obtained. Thus the Exchange Equalization
Fund on the one hand holds a certain amount of gold or
foreign money, and on the other hand has the power to
borrow pounds equal to £350 millions minus that part of
this £350 millions which it has already borrowed to pur-
chase gold or foreign money. The Fund can prevent any
movement of short-term funds from affecting the rate of
exchange between the pound and foreign currencies. If an
Englishman buys £100 worth of dollars from the exchange
dealersto lend on short-term in America, this extra purchase
of dollars tends to depreciate the value of the pound; but if
at the same time the Exchange Equalization Fund buys £100
from the exchange dealers with part of its holding of dollars,
there will be no depreciation of the pound. The Englishman
lends £100 abroad, but the Exchange Equalization Fund
offsets this by diminishing its holding of dollars in order to
hold £100 more in pounds. Conversely, if Americans lend
more on short-term to England and purchase pounds for
this purpose, the Exchange Equalization Fund, by buying
dollars with pounds, can prevent an appreciation of the
exchange value of the pound. The Exchange Equalization
Fund was not intended to prevent an appreciation or depre-
ciation of the pound which was due to fundamental changes
in the Balance of Payments; it was intended simply to prevent
speculative short-term movement of funds from causing
unnecessary movements in the exchange rates.

This method of control is subject to two criticisms. In
the first place the government risks losing considerable sums
on the exchange operations involved. Suppose that to offset
a movement of funds to England the Fund bought dollars
at $4 for £1, when the equilibrium rate of exchange was near
this figure. If subsequently prices and incomes rise in
America so that the equilibrium rate of exchange moves to
$5 for £1 and the Fund then has to sdl dollars for pounds
to offset a movement of funds from England, the Fund will
lose. The Fund will make a profit if it has to buy dollars
when they are cheap and to sell them when they are expensive
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in terms of pounds. But if speculators are intelligent in their
expectations of the way in which the equilibrium rate of
exchange is likely to change, the Fund is bound to make a
loss: for speculators will move funds from a currency that
will depreciate to one that will appreciate, and in order to
prevent an alteration in the rate of exchange before it is
necessary, the Fund must purchase the currency that is
about to depreciate in value.

A more serious criticism of this method of control is that
it cannot be effective if there is a very considerable movement
of short-term funds. If the Fund is holding only £100 mil-
lions worth of foreign money, at a time when people wish
to move mor e than £100 millions of short-term funds abroad,
the Fund cannot prevent this movement of short-term funds
from having some effect upon the rate of exchange. For
when it has sold all its foreign money, it can exercise no
further control. Ifitiscertain that England by her internal
policy will prevent her prices and money incomes from falling
and if a consderable slump has started abroad, it will be
certain ‘that the pound will sooner or later depreciate con-
siderably. In these circumstances the amount of funds moved
abroad might be very large, and the Exchange Equalization
Fund might not hold sufficient foreign money to prevent the
pound from depreciating more quickly than was necessary
to preserve equilibrium in the normal items in the Balance
of Payments.

The only certain method of controlling the volume of
foreign lending is by the monopolization of exchange dealings
in the hands of some central monetary authority, such asthe
Central Bank. If this method were adopted in England, the
Bank of England would hold a reserve of foreign money or
of gold which could be sold for foreign money, and would
then.fix a rate of exchange between the pound and foreign
money, which it considered would put the English Balance
of Payments in equilibrium without any speculative move-
ments of short-term funds. At this rate of exchange it would
allow the purchase and sale of foreign money in unrestricted
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amounts for the purposes of import and export of goods and
services, for the payment of interest on debt, tourist expendi-
ture, and all other current itemsin the Balance of Payments.
But it could disallow any purchase or sde of foreign money
for the movement of short-term funds-or for 'abnormal’
movements of long-term capital. If it had in fact chosen the
correct rate of exchange, it would then find that the amount
of pounds which it received from customers desiring to
purchase foreign money for approved purposes was just
equal to the amount of pounds which it paid out to foreigners
wishing to purchase pounds for approved purposes. Its
holding of foreign money would therefore be unchanged.
I f, however, it had fixed the exchange value of the pound
at too high a figure, its customers would purchase less pounds
from it for foreign money than they sold to it for foreign
money, and its balances of foreign money would fall. In
these circumstances it would revise the fixed rate of exchange
and would offer less foreign money per pound. The Central
Bank would concentrate on its internal policy, would allow
all purchases and sales of foreign money for approved pur-
posss, and by a process of trial and error would adjust the
rate of exchange with other currencies to the rate which
kept the Balance of approved Paymentsin equilibrium.

To make the control of capital movements complete,
further powers would be necessary besdes the monopoliza-
tion of foreign exchange dealings in the hands of a single
authority; for there are certain ways in which people can
move funds abroad without purchasing foreign: currencies.
An Englishman who obtains his income in foreign money
can lend money abroad by refraining from purchasing pounds
with this money. English exporters or English owners of
foreign securities can lend money abroad by refraining from
purchasing pounds with the foreign money obtained from
the sale of their goods or received as interest on their capital.
In order to control the volume of foreign lending the central
monetary authority must have the legal power to force such
persons to sdl this foreign money to it for pounds at the *
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current rate of exchange. Information about the income
received from foreign sources should not be impossible to
obtain. For the customs authorities can inform the relevant
authority of the value of all goods exported. And the income
tax authorities for the purpose of taxing income derived from
foreign investments already collect information about the
foreign securities owned by Englishmen.

In carrying out this policy the Central Bank would prob-
ably allow the purchase and sale of foreign money at the
current rate of exchange through agents, and for this purpose
the ordinary commercial banks might operate as agents of
the Central Bank. The commercial banks would probably
co-operate in applying this control as agents of the Central
Bank, in such a way as to prevent all capital movements
which were not approved. But if they would not co-operate
fully for this purpose, this would provide a reason for
their socialization, which was discussed in Chapter 1V of
Part I .

If a country which is not on the gold standard has to face
an unemployment problem at home, it can raise its money
incomes and prices by the means discussed in Part 1. |If
other countries are not at the same time adopting a similar
policy of internal expansion, this will cause some increase
in its imports from abroad and some fall in its exports,
unless the exchange value of its currency depreciates
sufficiently to offset the rise in its prices and incomes.
We have argued that countries which are not on the gold
standard should attempt to cure unemployment at home by
these means, and should allow the exchange value of their
currencies to depreciate by an amount just sufficient to
keep their Balance of Payments in equilibrium. Such a
policy will have no adverse effects upon the trade of other
countries; for if England, for example, allows the exchange
value of the pound to depreciate, as English prices and money
incomes rise, this will not restrict the markets of other
countries. The exchange depreciation of the pound will only
prevent an increase in English imports and a fall in her
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exports, which woul d otherwise have occurred because of the
rise in prices and incomes in England.

But a country which was not on the gold standard might
attempt to cure unemployment by depreciating the exchange
value of its currency by more than was necessary to offset
any rise in its internal prices and incomes, in order thereby
to increasé its exports and to restrict its imports so that it
obtained markets at the expense of foreign countries. Sup-
pose that the English Balance of Payments isin equilibrium,
but that England depreciates the exchange value of the pound
without at the same time raising her prices and incomes at
home by internal monetary expansion. The money demand
for English goods will increase, because foreigners will buy
‘more English exports and because Englishmen will buy less
foreign and more home-produced goods. This increase in
expenditure on English goods will cause their price to rise
and employment will increase in England both in the export-
ing industries and in the industries which produce goods
previously imported. Such a depreciation in England's ex-
change rate might be brought about in a number of ways.
The English Exchange Equalization Fund might purchase
foreign currencies with pounds, although there was no move-
ment of short-term funds to offset. Thisis equivalent to a
movement of short-term funds abroad manipulated by the
English government in order to depreciate the exchange
value of the pound to increase the English favourable Balance
of Trade. Orif England were onthe gold standard, by raising
the buying and selling price of gold in terms of pounds at a
timewhen her Balance of Paymentsisalready in equilibrium,
she could depreciate the exchange value of the pound in such
a way that her favourable Balance of Trade increased. The
expansion in English exports and contraction in her imports
would in this case be financed by an import of gold. This
flow of gold must in the end be stopped by arise in English
money prices and incomes and by afall in money prices and
incomes in other countries; and in this case England will
have achieved an expansion of her own internal purchasing



34 FREE EXCHANGE RATES

power at the expense of a similar fall of purchasing power in
other countries.

It is not to be denied that such action can cure unemploy-
ment in England, if other countries do not retaliate. But
there are three reasons why this method of curing unem-
ployment should be avoided. First, it will amost certainly
be made ineffective by foreign retaliation. If England begins
by such methods to depreciate its exchange rate and to flood
the world markets with its exports and to restrict its market
for imports, other countries will amost certainly retaliate
by devauating the gold value of their currencies (i.e. by
raising their buying and selling prices of gold), or by setting
up Exchange Equalization Funds to depreciate their curren-
cies as quickly as, or more quickly than, England, or by
imposing specid tariffs on English goods. In this case there
will be no net extension of the markets for English goods.
Secondly, if retaliation does not take place and England does
succeed in diminishing unemployment by this means, there
will be an unnecessarily large fall in the English real wage-
rate. For the method conssts in raising the price of
imported goods by depreciating the exchange value of the
pound without any primary rise in its own money incomes
to offset the rise in the price of imports. Thirdly, if the
method is successful, it will cure unemployment in England
at the expense of creating unemployment in other countries.
For the increase in English exports and fall in her imports
will take place a the expense of the markets for foreign
products. For these reasons each country should meet its
unemployment problem by internal monetary expansion and
by alowing that depreciation in the exchange value of its
currency which is necessary to preserve equilibrium in its
Badance of Payments, rather than by measures designed to
manipulate an increase in its favourable Baance of Trade,
which may endble it to expand at the expense of other
countries.



[V
INTERNATIONAL TRADE

E have now to examine the theory of international

trade in order to see how such trade should be regu-
lated. The theory of trade between nations differs from the
theory of trade within a nation. In the case of internal trade,
the factors of production will sooner or later move to those
districts and occupations in which the rewards are highest,
whereas the movement of the factors of production between
nations is not free. The movement of labour between nations
is hindered not only by the cost of such movement, but also
by language barriers and ties of sentiment. The movement
of capital between nations is less restricted; but it is to some
extent because of ignorance on the part of investors and
because the ownership of capital in a foreign land involves
greater risks.

In Part Il it was argued that the best distribution of re-
sources among different occupations in a single community
wasthat which would make the value of the marginal product
of each factor the same in every occupation. If there were
free movement of factors between nations, there would be
nothing more to add. Factors of production should move
from those nations in which the value of their marginal
products was low to those nations in which it was high.
But if the factors of production cannot move freey while
their products can be imported and exported,, we have to
decide how the factors of production can be distributed
among different occupations within a nation in order to
achieve the greatest advantage from international trade in
commodities.

L et us see how any one country can obtain the maximum
advantage from international trade. Supposethat in England
the marginal cost of producing a loaf of bread is 6d. and the
marginal cogt of producing a pound of tea is 2s. This means
that England by producing one less pound of tea can release
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factors valued at 2s. and can therefore produce 4 more loaves
of bread. Suppose that in France a loaf of bread is sold
for 4 francs and a pound of tea is also sold for 4 francs; this
means that by selling one loaf of bread in France enough
money can be obtained to purchase one pound of tea. It
follows therefore that if England gives up the production of
one pound of tea in order to produce 4 loaves of bread, she
can sdl these 4 loaves of bread in France and obtain thereby
aufficient French money to purchase 4 |b. of tea. By this
means England can obtain 3 extra Ib. of tea. In these cir-
cumstances England should concentrate on the production
of bread, should export bread and obtain her tea by import
from France; for she can obtain more tea by this means than
by using some of her factors at home to produce tea instead
of bread.

This does not necessarily mean that England should aban-
don the production of tea entirely. For as she produces
more bread and less tea, the marginal cost of producing bread
may rise and that of producing tea may fall. If the marginal
cog of producing bread has risen to is. and of producing
tea has fallen to 1s, then England can only produce one more
loaf of bread by producing one less |b. of tea; and if the price
in France of bread and tea is 4 francs, she can only obtain
1 Ib. of tea for each loaf of bread exported. In these circum-
gances there is no gain to be derived from any further move-
ment of the factors from producing tea to producing bread.
It can be seen from this that England will obtain the maxi-
mum advantage from international trade, if the factors of
production in England are distributed among the production
of the different importable and exportable commodities in
such a way that the ratio between the marginal cods of
these commodities in England is the same as the ratio be-
tween the prices of these commodities in foreign markets.

If there is perfect competition in England and if England
adopts a free-trade policy, this condition will be fulfilled.
In conditions of perfect competition commodities will sell at
prices which are equal to their marginal cods of production,
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as we have shown in Chapter | of Part | | . Therefore, if the
marginal cost of tea were four times as great as the marginal
cog of bread in England, while the price of French tea was
the same as the price of French bread, bread would be ex-
ported from England to obtain tea from France. An English
mer chant could sdll a loaf of bread in France for the price of
a pound of tea, and could then sdl this pound of tea in Eng-
land for the price of 4 loaves of bread. He would therefore
make a profit equal to the price of 3 loaves of bread. Such
trade would be continued until the ratio between the price
of tea and bread in England—and so also the ratio between
the marginal cog of tea and bread in England—was the same
as the ratio between the price of tea and bread in France.
Whether the two countries are on the gold standard or on
independent monetary standards, it will pay English people
to export bread and import tea, as long as the ratio between
the cogt of tea and the cost of bread in England is higher than
the ratio between the price of tea and the price of bread in
France.

This fundamental advantage from international trade can
be obtained by England, even if there is not perfect competir
tion in England. We have argued in Chapters V1| and VI
of Part Il that in the absence of perfect competition some
form of public control of industry is desirable, in order that
the different commodities may be made to sdl at prices
which are in-the same ratio as their marginal costs. As long
as some control over monopolistic industries is exercised, s0
that the prices at which goods sdl in England are in propor-
tion to their marginal coss of production, England can
obtain the full advantages of international trade. This she
will do by exporting commodities as long as the foreign
price is higher than the English cog of producing them, and
by allowing the free import of commodities so long as the
foreign price is lower than the English marginal cog of
producing them.

This fact has an important implication for the policy of
countries in which industries are socialized. We have argued

4284 4
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in Chapter VIl of Part |l that in this case there should be a
free consumers market in the purchase of commodities, so
that the prices offered for different goods measure their
marginal utilities, and that commodities should be sold by
socialized industries at prices equal to their marginal coss
of production. It was argued that this policy would maximize
internal production and satisfy consumers needs most fully.
We may now add that if at the same time a free-trade policy
is adopted, the country will obtain the maximum advantage
from international trade. The free-trade principle applied to
socialized industries involves

(1) allowing consumers to purchase freely from abroad;

(2) the sale by socialized industries of their products at
the same price at home and in foreign markets, i.e.
at prices equal to marginal costs,

(3) the purchase by socialized industries of their raw
materials from home or abroad according as the home
or the foreign priceis lower; and

(4) the adjustment of the money exchange rate with other
countries or the raisng or lowering of all money
prices and wage-rates at home on the principles dis-
cused in the last two chapters, until with the free
import and export of commodities the Balance of
Payments is in equilibrium.

If this is done, there will only be equilibrium when the
factors of production in England have moved to the produc-
tion of those commodities, from which consumers needs
can be best satisfied whether by internal or international
trade. It is important therefore to realize that a country in
which industries are socialized can choose a free-trade policy
equally as well as a laissez-faire community, and that exactly
the same advantages will result in both cases

Thisisthe fundamental argument in favour of Free Trade.

If the ratio between the marginal cogts of two importable and
exportable commodities in England is different from the
ratio between their prices in foreign markets, England can
obtain more of the one commodity without having less of the
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other by importing the commodity whose marginal cost in
England is relatively high and by financing these imports
through the export of the commodity whose marginal cost
in England is relatively low. It is to be observed that this
argument for a free-trade policy in England does not depend
upon the assumption of a free-trade policy in other countries.
If the price at which English merchants can sdl bread in
Franceis4 francs, thismay be dueto thefact that the marginal
cost and so the price of bread is 4 francs in France, and that
France is adopting a free-trade policy. But it may equally
well be due to the fact that the marginal cog and price
of bread in France is 6 francs, and that France imposes an
import duty of 2 francs on each loaf of bread, so that the
English exporter obtains only 4 francs for each loaf, for which
the French consumer pays 6 francs. But if the prices at which
an English merchant can sdll bread in France and obtain tea
from France are both 4 francs, whilein England the marginal
cos of bread is greater than the marginal cog of tea, England
can gain by importing tea and exporting bread. It makes no
difference to the gain obtained by England whether these
priceratiosin France are due to Free Trade or to Protection
in France.

While the fundamental argument for Free Trade in any
country rests upon national considerations, which are not
dependent upon the adoption of Free Trade by any other
country, there js an international loss—i.e. a loss when we
consider the interests of the world as a whole—so long as
any country does not adopt a free-trade policy. We can show
this by means of an example. Suppose that in France the
marginal cost of producing a loaf of bread and of producing
a pound of tea is 4 francs, while in England the marginal
cost of producing a loaf of bread is 6d. and of producing a
pound of tea 2s. These figures are shown in columns A and
C of TableXIIl. Sincethe marginal cost of a loaf of bread
is the same as the marginal cost of a pound of tea in France,
by producing 1 less loaf of bread France can produce 1
more pound of tea. In England, however, the marginal cost
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of a pound of tea is four times as great asthe marginal cost of
a loaf of bread, so that by producing | less pound of tea
England can produce 4 mor e loaves of bread. It follows there-
fore, asisshown in columns B and D of Table X111, that if
Franceproduces| more pound of teaand England 1 lesspound
of tea, the total output of bread may be increased by 3 loaves,
since France will have to produce only 1 less and England

TABLE XII|
TheRatio between theMarginal Costsof Two Commodities
differsin Two Countries

A B C D
Marginal Change in | Marginal | Change in
costin output in costin output in
France France England England
L oaf of
bread 4 francs —1 6d. +4
Pound of
tea 4 +1 2s. —1

can produce 4 more. |f, however, both tea and bread can
be imported and exported, both countries could have the
same amount of tea and 1% more loaves of bread. This
result would be achieved if France produced 1 less loaf of
bread in order to produce-1 more pound of tea to export to
England, and if England produced 1 less pound of tea in order
to produce 4 more loaves of bread and exported 2% of them
to France in exchange for the imported pound of tea.

But if the ratio between the marginal cods of tea and of
bread is the same in both countries, no gain can be obtained
from international trade. Such a situation is illustrated in
Table X1V, where in France the marginal cog of tea is 6
francs and of bread is 3 francs, whilein England the marginal
cod of tea is Is. 6d. and of bread is 9d. In both countries
now the marginal cogt of tea is twice as great as the marginal
cod of bread. In these circumstances no increase in the total
output of bread is possible without a diminution in the total
output of tea. If 1 more pound of tea is produced in France,
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2 less loaves of bread must be produced there; while the
production of 1 less pound of tea in England allows the pro-
duction of only 2 more loaves in England.

In order therefore that the total world output of exportable
and importable commodities should be maximized, in the
$ne that it shall be impossible for any country to have more
of one of these commodities without any other country

TABLE XIV
TheRatio between theMarginal Costsof Two Commodities
isthesamein Two Countries

A B C D
Marginal Change in | Marginal | Change in
costin output in costin outputin
France France England | England
Loaf of
bread 3 francs —2 ad. + 2
Pound of
tea 6 +1 I's. 6d. — |

having less of any other commaodity, the factors of production
in each country must be concentrated on the production of
those exportable and importable commodities, for which
the marginal cods of production are relatively lowest. This
result will automatically be brought about if in all countries
all commodities are sold at prices equal to their marginal
cods and if there is Free Trade between them. For as long
as the ratio between the marginal cog of tea and that of
bread were higher in England than in France, merchants
would purchase the relatively cheap bread in England, would
&l this bread in France to purchase tea, and would sdl this
tea in England for a price greater than that which they had
paid in the first place for the English bread.

This argument must, of course, be restricted to exportable
and importable commodities, and does not apply to commaodi-
ties such as houses and fresh milk which cannot be trans-
ported. Inasfar assuch goodsare concer ned, thearguments
of Part Il apply without modification or extension. Suppose
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that the marginal cos of milk and of tea is the same in
France and that the marginal cost of tea is four times as
high as the marginal cos of milk in England. If France
produced | less unit of milk and so | more unit of tea, while
England produced i less unit of tea and so 4 more units of
milk, the two countries together would have the same amount
of tea and 3 more units of milk. But if milk could not be
transported from England to France, there would not neces-
sarily be any advantage in this change. Neither country
could obtain more of one commodity without having less of
the other; and each will obtain the maximum advantage from
internal trade in milk and tea, if these goods are sold at prices
equal to their marginal cogs in a free consumers market.
The arguments of this chapter imply nothing about the
absolute efficiency of the factors of production in England
and France. I n TableXII| the marginal cost of bread and
of tea is the same in France, while in England the marginal
cogt of tea is four times as great as the marginal cost of bread.
This says nothing about the absolute height of real codts in
either country. It might be that in France 8 more units of
labour, land, and capital would be needed to produce another
loaf of bread or another pound of tea, whereas in England
only 1 more unit of labour, land, and capital would be needed
to produce another loaf of bread and only 4 more units of
labour, land, and capital would be needed to produce another
pound of tea. It would still be true that the marginal cods
of bread and tea were the same in France, and that the
marginal cog of tea was four times the marginal cost of
bread in England. Both countries could still gain, if France
produced tea instead of bread, and England produced bread
instead of tea. England would be importing from France a
commodity, which she could make twice as cheaply as France,
and exporting a commodity she could make eight times as
cheaply as France. If the factors of production could move
from France to England, the result would be quite different.
French factors of production would migrate to England to
produce both tea and bread, since the marginal product and
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so the reward of the factors is greater in England in both
occupations. For this reason internal trade—where the fac-
tors of production will move to the occupation in which their
real reward is highet—is said to depend upon differences
in absolute cogts, while international trade—where the factors
of production cannot move—is said to depend upon differ-
ences in comparative cods, i.e. upon differences in the ratio
between the cogs of commodities in different countries.

We have shown that if the ratio between the marginal
cogs of producing two commodities is different in two
countries a gain can be obtained, if each concentrates on the
production of that commodity in which its marginal cost is
relatively low. But we have not yet shown which country
will obtain the greater part of this advantage. The distribu-
tion of the gain from trade between England and France,
for example, can be measured by the Tenhs of Trade between
them, i.e. by the amount of imported goods which England
obtains for each unit of her exports. In Table XIII it is
assumed that before trade takes place 1 |b. of tea cogs 1 loaf
in France, whereas 1 Ib. of tea costs 4 loaves of bread in
England. When England exports bread and imports tea,
she will gain 0 long as she has to pay less than 4 loaves for
each pound of imported tea, and France will gain so long as
she obtains more than 1 loaf for 1 Ib. of tea. The terms of
trade which allow both countries to gain lie between 1 |oaf
for 1 1b. of teaand 4 loavesfor 1 Ib of tea. If 1 |b. of tea
is exchanged for 1% loaves of bread, England will obtain
much and France little of the gain. Whereas if the terms of
trade are 3%2loaves of bread for 1 Ib. of tea, France will gain
much and England little.

When trade starts, England will sdll bread to France and
France will sdll tea to England. The price of tea will fall
in England, as English people have more tea; and the price
of bread will fall in France, as Frenchmen have more bread.
Thetermsof tradewill befavourableto England, if asFrench-
men have more bread they offer only a dlightly lower price
for bread, and if as Englishmen have more tea they offer a
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much lower price for tea. For if the price of bread falls only
dowly in France but the price of tea falls quickly in England,
England will be able to obtain a large amount of tea for each
loaf of bread exported to France.

The terms of trade will become more favourable to a

particular country,

(a) if tastes change so that its nationals spend less on
imports or so that the foreigner's demand for its
exports increases,

(b) if the country in question receives more interest or
tribute from abroad or pays less to foreign countries,
and

(c) if the country in question borrows more from abroad
or lendsless abroad.

If, for example, tastes change in England so that there is a
fall in the English demand for imported goods, the English
demand for foreign money will fall below the foreign demand
for English money, snce English people will be purchasing
less foreign money to buy foreign goods. If England is on
the gold standard, gold will flow to England from other
countries; and equilibrium in England's Balance of Payments
will be restored only when English prices have so risen and
foreign prices have so fallen, that the consequent rise in
English imports and fall in her exports has made the English
demand for foreign money equal again to the foreign demand
for English money at the fixed rate of exchange. But in this
new position England will be obtaining her imports at a
cheaper price and will be selling her exports at a higher
price; for it is only because of the rise in price of English
goods relatively to the price of foreign goods that England is
importing more again and exporting less. In other words,
England will be obtaining more imports per unit of exports,
and the terms of trade will have moved in her favour. An
increase in the foreign demand for English goods, the receipt
by England of more interest or tribute from abroad or the
payment by England of less money on these accounts, the
borrowing of more money from abroad or the lending of less
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money abroad by England—any of these changes will either
increase the foreign demand for English money or reduce
the English demand for foreign money, and will therefore
cause a flow of gold to England. This flow of gold can only
be stopped by a rise in English prices and a fall in foreign
prices, i.e. by a movement of the terms of trade in England's
favour.

These same changes will also cause the terms of trade to
become mor e favourable to England, if England is not on the
gold standard. A reduction in the English demand for
foreign goods, for example, will as before cause the English
demand for foreign money to fall below the foreign demand
for English money. In this case the Balance of Payments will
be brought into equilibrium by an appreciation of the ex-
change value of the pound, which will make the price of
foreign goods lower in England and the price of English
goods higher in foreign countries. The appreciation of the
exchange value of the pound will continue until English
exports are so restricted by the rise in their price in foreign
countries and English imports are so increased by the fall
in their price in England, that the Balance of Payments is
again in equilibrium. Theterms of trade will have moved in
England's favour. The price in pounds of English goods
has remained unchanged, while the price in pounds of foreign
goods has fallen, so that England is obtaining more imports
per unit of exports. And similarly, an increase in England's
net receipts of interest or tribute from abroad, or a diminu-
tion in her net lending abroad, will also cause the exchange
value of the pound to appreciate, so that the terms of trade
move in England's favour.
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FREE TRADE AND PROTECTION

N this chapter we shall s to what extent the fundamental

argument for Free Trade, presented in the last chapter,
must be modified by the arguments, which can be brought
forward in favour of a policy of Protection. There are five
such arguments which we shall examine:

(1) that by imposing a tariff a country can move the terms

of trade in its favour;

(2) that by means of a tariff a country can tax the

foreigner;

(3) that a tariff is useful to protect infant industries,

(4) that by protecting itsindustries a country can diminish

unemployment at home; and

(5) that a country should protect its industries against

the competition of cheap foreign labour.

1. We dstated at the beginning of the last chapter that the
argument for Free Trade was a purely national one, since
England, for example, would herself gain by adopting Free
Trade whatever policy was adopted in other countries. We
argued that if England could sell a loaf of bread in France
for 4 francs and could buy a pound of tea from France for
4 francs, Englishmen would gain by exporting bread and
importing tea, so long as the marginal cos of bread were
lower than the marginal cost of tea in England; and this gain
would be automatically achieved by Free Trade in England.
But this argument assumed that the price at which England
could sdl bread and purchase tea in France would remain
4 francs, however much or however little England traded
with France; or in other words, we assumed that the terms
of trade werefixed at | loaf of bread for i Ib. of tea.

But the imposition of a tariff on imports may move the
terms of trade in England's favour, if other countries do not
retaliate by raising tariffs. If England puts a tariff on com-
modities imported from France, the immediate effect is to
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raise the price of French products to English consumers
without raising the price which France obtains for her
exports. The difference between these two prices is caused
by the import duty, and provides a revenue for the English
government. England’'s demand for French commodities
will fall in consequence of the rise in their price to English
consumers, and a smaller total amount will be paid to French-
men for their exportsto England. If England and France are
both on the gold standard, gold will flow to England, English
prices will rise, and French prices will fall; or if England
is not on the gold standard, the pound will appreciate in
value in terms of the franc, so that the price of English exports
rises in France and French products are offered by French-
men at a lower pricein pounds in England.

In either cae England receives more French commodities
per unit of her exports to France. This does not, of course,
mean that the price of French products will be lower to
English consumers than before the imposition of the tariff;
for the duty itself will raise the price of French products in
England. But the price in pounds which Frenchmen receive
for their products will be lower; and the difference between
this price and the price of French products to English con-
sumerswill go to the English government as an extra revenue.
In as far, therefore, as the imposition of the English tariff
enables England to obtain more French products per unit
of her exports, English people do gain by the tariff. For
although English consumers are paying a higher price than
before for French products, the Frenchman is receiving
a lower price in pounds for these goods and the difference
accrues to Englishmen in the form of a reduction of other
taxes or in the form of increased expenditure by the English
gover nment.

But we cannot conclude that England will necessarily
gain by the imposition of the tariff. It istrue that for every
unit of French products still imported, England i$ exporting
less than before. But it is aso true that the total volume of
English imports and exports will be smaller than before.
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England is importing less because of the duty on these im-
ports, and is exporting less, because the English Balance of
Payments has only been adjusted by means of a rise in the
price of English goods in France, which causes France to
purchase less from England. On every unit of her goods
exported in return for French products England is making a
larger gain than before; but she is exporting less of her goods.
She is therefore making a larger gain per unit of trade on a
smaller volume of trade. If the increased gain per unit of
trade (i.e. the movement in the terms of trade) is small but the
diminution in the volume of tradeislarge, England will lose
by the imposition of the tariff. If the gain per unit of trade
is large and the diminution in the volume of trade small,
she will gain by the imposition of the tariff.

England will therefore lose by the imposition of a tariff
if a dight rise-in the price of English goods in France causes
French people to reduce their purchases of English goods
considerably, and if a dight fall in the price offered by Eng-
land causes a large diminution in the amount of goods which
Frenchmen will offer for sale in England. For in these
circumstances there will be a considerable reduction in the
volume of trade with only a small movement of the terms of
trade in England's favour. If France can obtain from other
countries or by her own manufacture the goods which she
is importing from England, and if France can sdl in other
markets the goods which dhe is exporting to England or can
easly turn her factors of production from the production of
exports for England to the production of something ese for
other countries or for her own use, the price of English
goods in France will not rise much and the price at which
France offers goods to England will not fall much.

If England is a small country and France is a large
country—which will be true if France sands in our example
for therest of the world with which England is trading—these
conditions are likely to be fulfilled. For there will be other
sources of supply open to the rest of the world for goods
which were being bought from England. And if England is
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small in relation to the rest of the world, any diminution in
England's demand for foreign goods due to the imposition
of the tariff would cause only a relatively small fall in the
total world demand for those goods, so that what was now no
longer sold to England could easily be absorbed at dlightly
lower prices in the rest of the world market. England could
move the terms of trade considerably in her favour by means
of a tariff, only if she exported goods which other countries
must have but could not easly make for themsaves, and if
she bought a large proportion of the world output of the
goods which she imported, so that those countries which
supplied England could not readily sdll their products in
other markets without causing a large fall in the price. We
may conclude that if England can move the terms of trade
in her favour by imposing a tariff, she will gain something
by the imposition of a tariff, provided that the tariff is not so
high that the gain in the terms of trade is outweighed by the
loss in the volume of trade. The more easly England can
cause the terms of trade to move in her favour without losing
a considerable volume of trade, the higher is the tariff which
will bring her the maximum advantage. But only a low tariff
is justified by this argument, if a large loss of trade would
be caused by a small movement in the terms of trade in
England's favour.

This argument holds good, only if other countries do not
retaliate when England raises her tariff. Just as England can
cause the terms of trade to move in her favour by imposing
a tariff on foreign goods, so foreign countries can cause the
terms of trade to move in their favour by imposing a tariff
on English goods. If England raises a tariff on imports from
France, which reduces the English demand for French pro-
ducts, France by imposing a tariff on English goods can
reduce the French demand for English goods. If the French
tariff just offsets the English tariff, there will be no flow of
gold between the two countries and no change in the rate
of exchange between their -currencies;, and the terms of
trade will remain unchanged.
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In this case it is certain that both England and France
will be worse off after the imposition of the tariffs. For
suppose that there is an English tariff on tea imported from
France and a French tariff on bread imported from England,
and that the terms of trade between England and France are
3 loaves of English bread for i Ib. of French tea. In this
cae the price which France obtains from England for a pound
of tea is 3 times as high as the price which England obtains
from France for a loaf of bread. Since there is a tariff in
England on the import of tea, the price of a pound of tea to
English consumers will be more than 3 times—say it is 3%
times—the price of a loaf of bread, which means that
English consumers are still willing to give up as much as
3% loaves of bread for another pound of tea. And since there
is a tariff in France on the import of bread into France, the
price of a pound of tea in France will be less than 3 times
—say it is twice—the price of a loaf of bread to French con-
sumers. This means that French consumers are still willing
to give up a pound of tea if they can get as much as 2 loaves
of bread for it. If both countries reduced their tariffs, so
that they undertook more trade in bread and tea at the same
terms of trade of 3 loaves of bread for a pound of tea, con-
sumers in both countries would gain on the additional trade.
For English consumers would get more tea at a price of 3
loaves for each additional pound of tea, though they are
willing to give 3“2loaves for each extra pound of tea; and the
French consumers would get 3 loaves more bread for each
additional pound of tea exported, though they are willing
to give up a pound of tea for 2 loaves of bread.

Agreements among nations to reduce their tariffs on each
other's goods will invariably benefit each individual country,
if-the tariff reductions made by each country are such that
the extra demand for each country's goods is the same. In
this case the tariff reductions will cause no flow of gold and
no change in the rate of exchange between the currencies
of the different countries, so that there will be no change
in the terms of trade between them. Moreover, it isamost
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certain that any agreement among nations to reduce their
tariffs simultaneously will benefit each individual nation.
For each nation will gain from the increased volume of trade,
and the change in the terms of trade is unlikely to be large,
if they all reduce their tariffs at the same time.

We have seen that one country may gain by imposing a
tariff, if it can thereby change the terms of trade considerably
in its favour and if other countries do not retaliate by the
imposition of tariffs. But even in this case a net loss will be
inflicted on all countries taken together. If a single country
gains by imposing a tariff, other countries will lose more than
the single country gains. Suppose that there is an English
tariff on the import of French tea, while France allows the
freeimport of English bread, and that the terms of trade are
3 loaves of English bread for 1 Ib. of French tea. Then in
France a pound of tea will be 3 times as expensive as a |oaf
of bread, which means that French consumers would be
willingto giveup 11b. of teafor 3 loaves of bread. In England,
gnce there is a tariff on the import of tea, a pound of tea
will be more than 3 times as expensive to consumers as a loaf
of bread. If a pound of tea is 3% times as expensive as a
loaf of bread in England, English consumers would bewilling
to give up 3%z loaves of bread for an extra pound of tea. -

A reduction in the English tariff would cause an increase
in the volume of trade, but would move the terms of trade
against England. Suppose that it would move the terms of
trade from 3 loaves of English bread for 1 |b. of French tea
to 3\ loaves of bread for 1 Ib. of tea. In these circumstances
both English and French consumers would gain on all the
additional trade. For England pays only 3v4loaves for each
additional pound of tea imported, although English con-
sumers would give 3%z loaves for an extra pound of tea; and
France gets 3% loaves for each extra pound of tea exported,
although Frerich consumers would give a pound of tea for
only 3 loaves.

But England may lose by reducing her tariff, because the
gain she gets by importing more pounds of tea at 3% loaves
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per pound may be more than offsst by the fact that she will
have to give 3va instead of 3 loaves for each pound of tea,
which she is already importing. France on the other hand,
besdes gaining on all the additional trade in tea, will also
gain on all the pounds of tea which she is already exporting,
for which she will now get 3vainstead of 3 loaves of bread.
By thelowering of the English tariff both England and France
will gain on all the additional trade; while England will lose
and France will gain on all the existing trade. But the loss
of England on the existing trade is exactly equal to the gain
of France on the existing trade. In asfar as England isgiving
3\ instead of 3 loaves per pound of tea, France is getting
3Ysinstead of 3 loaves per pound of tea on the existing trade
intea. It follows that the gain to England and France on the
additional trade, caused by the tariff reduction, is a net gain
from the international point of view. We have already shown
in the last chapter (pp. 339 to 341) that the world output of
importable and exportable commodities will be maximized,
only if all commodities are sold in all countries at prices equal
to their marginal cods and if there is Free Trade in these
commodities between the nations. To maximize the economic
well-being of theworld Free Trade istherefore essential.

2. The second argument for Protection is that a country
by raising taxes on its imports can force “he foreigner to
contribute to its budget revenue. If England imposes a
tariff on imports from France, either the price of these
commodities must rise'to English consumers by the amount
of the tax, in which case the English consumers bear the
burden of the tax, or ese the price obtained by the French-
men for these commodities must fall, in which case the
Frenchmen is contributing to England's tax revenue. As
we have shown, the price of French products will be signi-
ficantly reduced by the imposition of the English duty, only
if Frenchmen cannot easly sell these commodities in other
markets, cannot eadly shift the factors to produce other
. products, and cannot eadly find alternative sources of supply
for the goods which are being bought from England. In
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other words, whether or not England is in a position to tax
the foreigner depends upon whether or not England is in a
position to turn the terms of trade in her favour by imposing
a tariff. This second argument for Protection is, therefore,
merely another way of stating the first argument for Protec-
tion, which we have already discussed at length.

3. It is argued that a tariff can properly be imposed to
encourage an infant industry. We have shown in Part [l
that there are certain industries, in which economies of
large-scale production are important. In these industries
the cost of production would be high, if only a small output
were produced, but could be lowered if the output were
considerably increased. It may well happen, for historical
reasons, that England is not producing a particular product,
which is being produced on a large scale in France. If this
product is one in which the economies of large-scale produc-
tion are important, it will not be profitable for English
producers to embark on its production on a small scae. But
if England were producing this commodity on a large scae,
its marginal cost in England might be so reduced that it
would really be advantageous to produce it in England. For
this reason, it is argued, the production of this commodity
should be protected, until the industry had been organized
on so large a scae behind the tariff that the product, when
sold at a price equal to its marginal cost, would compete
economically with the imports from France.

This argument is perfectly sound. I|f, however, by the
means suggested in Part ||, Chapters V11 and VIII, steps
are taken to ensure that every product is sold at a price equal
to its marginal cost, the protection of an infant industry need
only be temporary. For if, when the commodity is being
produced on a large scale in England, its marginal cost were
not reduced below the price of imports from France, the
industry should not have been protected. The protection
of an industry by means of atariff isjustified on thisprinciple,
only if it is genuinely considered that when the industry
has once grown it will be able to compete with foreign

4284 Aa
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products by selling at a price equal to its marginal cost. It
must, however, be remembered that, aswe argued in Part | 1,
Chapter V I | (pp. 183 and 184), themarginal cost of a com-
modity may remain below its average cost, when the industry
is producing a sufficient output to satisfy the whole market.
In such cases it is proper permanently to sell the commodity
at aprice lower than its average cost by means of a permanent
subsidy or by socializing the industry and selling its product
at aloss. Bothininternal and in international trade it isthe
marginal and not the average cost, which should determine
how much of each commodity should be produced.

4. The fourth argument in favour of Protection is that
it will diminish unemployment. In Part | it was argued that
unemployment could be cured if a rise in money prices and
incomes were brought about by monetary expansion without
a similar rise in money wage-rates. If this policy is adopted,
the rise in internal prices and money incomes will in itself
cause the demand for foreign goods to rise and the foreign
demand for the country's goods to fall. To maintain equili-
brium in the Balance of Payments the exchange value of the
country's currency may be depreciated, as we argued in
Chapter | I | of this Part (pp. 323 to 325). But this exchange
depreciation is not necessary. The imposition of a tariff on
imports will aso reduce the country's demand for foreign
goods and so restore equilibrium to its Balance of Payments,
provided that the tariff is high enough and provided that
other countries do not retaliate. But there is nothing that a
tariff will do in these circumstances that cannot be done
equally well by allowing a depreciation of the exchange value
of the country's currency. A 10 per cent, tariff on a country's
imports and a 10 per cent rise in the amount of the country's
money which must be given to obtain a given amount of
foreign money will both raise the price of foreign goods by
10 per cent., and will both, therefore, restrict the import of
foreign goods by the same amount. Theimposition of atariff
will allow a country to adopt an internal policy of expansion
without a depreciation in the exchange value of its currency,
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and will therefore enable it to reduce unemployment by these
means without going off the gold standard. But unemploy-
ment could equally well be reduced without the imposition
of atariff either by a general reduction in money wage-rates
accompanied by a monetary policy designed to prevent a
similar fall ininternal prices and incomes, or by a monetary
policy designed to raise internal prices and incomes accom-
panied by a depreciation of the exchange value of the country's
currency. Since these other means are compatible with the
maintenance of Free Trade, they are to be preferred if the
other arguments in favour of Free Trade are accepted.

The imposition of a tariff on imports to preserve equili-
brium in the Balance of Payments, at a time when a country
is expanding its money incomes and prices at home, will not
intensify unemployment in other countries. The imposition
of the tariff does not restrict the total markets for foreign
goods but only prevents the internal expansion from causing
an increase in the demand for the products of other countries.
But a tariff, imposed at a time when the country's Balance
of Payments is already in equilibrium and unaccompanied
by a monetary expansion at home, may diminish unemploy-
ment at home at the cost of intensifying it elsewhere, just
as a manipulated depreciation of the exchange value of a
country's currency, which is not necessary to offset a rise
of incomes and prices in that country, will intensify unem-
ployment in other countries, as we argued in Chapter | | | of
this Part (pp. 333 and 334).

Theimposition of atariff in asingle country without arise
in its prices and money incomes, and without an appreciation
in the exchange value of its currency, will cause imports to
fall off without any immediate fall in exports. This will
diminish unemployment at home at the expense of employ-
ment in other countries by increasing the demand for home
produced goods at the expense of the demand for foreign
goods. The country imposing the tariff may prevent the
fall inits demand for foreign goods from causing an apprecia-
tion in the exchange value of its currency in either of two
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ways. It may remain on the gold standard, in which case the
increase in-its favourable Balance of Trade will be financed
by an import of gold. In this case sooner or later the gold
flow will be stopped by arise in its own prices and incomes
and by afall in foreign prices and incomes, until its Balance
of Payments is in equilibrium again. Butitwill have raised
its own money prices and incomes $t the expense of a fall in
the money prices and incomes of other countries. I f, however,
it is not on the gold standard, it may prevent an appreciation
in the exchange value of its currency by the use of an
Exchange Equalization Fund, which can purchase foreign
currencies to move short-term balances abroad as the pur-
chase of foreign currencies for the purpose of financing
imports falls off. In this case the country can maintain the
increase in its favourable Balance of Trade, so long as the
Exchange Equalization Fund continues to operate in this way.

If the fall in acountry's demand for imports is met neither
by an inflow of gold nor by an increase in its lending abroad,
the exchange value of its currency must appreciate until this
has caused a sufficient rise in imports and fall in exports for
the Balance of Payments to be in equilibrium again. If this
happens, the unemployment position in other countries will
not be worsened. For the appreciation in the exchange value
of the country's currency will cause it to increase its demand
for foreign goods again and will cause foreigners also to
spend less on its goods and more on their own. Thisrisein
the demand for foreign goodswill offset the fall inthe demand
for foreign goods which was caused in the first place by the
imposition of the tariff.

To sum up: the best policy for a country to adopt to cure
unemployment is to raise its prices and money incomes by
monetary expansion and to allow the exchange value of its
currency to depreciate just sufficiently to keep its Balance
of Payments in equilibrium. This combines the advantages
of full employment with the advantages of Free Trade. If,
however, a country wishes to cure unemployment by internal
monetary expansion but does not wish to allow the exchange
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value of its currency to depreciate, it should raise tariffs just
sufficiently to keep its Balance of Payments in equilibrium
as its prices and incomes rise. |1f, however, it should wish
for some reason or another to impose a tariff without any
accompanying internal monetary expansion, then, in order
to avoid intensifying unemployment in other countries, it
should allow the exchange value of its currency to appreciate
sufficiently to keep the normal items in its Balance of Pay-
ments in equilibrium, and should not prevent this exchange
appreciation by lending more on short-term abroad or by
allowing adrain of gold from other countries.

5. It is sometimes argued that, while the case for Free
Trade is in general acceptable, yet a country should pro-
tect the standard of living of its inhabitants, if a particular
industry is undercut by the products of another country
in which the standard of living of the workers is very low.
To take an example, it may be argued that the Lancashire
cotton industry should be protected against the competi-
tion of Japanese cotton goods, because of the very low wages
of Japanese cotton operatives. A reduction in the price of
Japanese cotton goods—whether it be due to low wages in
Japan or to great efficiency of labour in Japan—will increase
the sale of such Japanese goods in Japan, in England, and in
other markets in which England was previously selling her
cotton goods. English exports will fall and her imports will
rise. Inorder to preserve equilibrium in the English Balance
of Payments together with full employment in England,
English money wage-rates may be reduced until England has
obtained sufficient foreign markets—either in the sde of
cotton goods again or in the sale of other English goods which
have become cheaper by the fall in English wage-rates—to
replace the loss of markets to the Japanese. Or, alternatively,
the pound may be allowed to depreciate in terms of the
Japanese yen and of the currencies of other countries, until,
at the level of English prices which will give full employment
at home, the price of Japanese cotton goods and of other
foreign goodsin England has so risen and the price of English
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cotton goods and other productsin Japan and other countries
has so fallen that British imports and exports balance again.

By either of these means England can in part meet the
Japanese competition in cotton goods and in part expand the
markets for her other products, and can therefore preserve
full employment in face of the Japanese competition. But
in either case there may be a fall in the English standard of
living; for the fall in English money wage-rates, which is
necessary if England is to stay on the gold standard, or the
rise in the price of imported goods, caused by the deprecia-
tion in the exchange value of the pound, may be much more
serious than the fall in the price at which Japanese cotton
goods are offered to the English consumers. It is not to be
denied, therefore, that a reduction in the cost of Japanese
cotton goods may reduce standards of living in England. But
could England prevent this by imposing a tariff on such goods
instead of reducing her money wage-rates or depreciating
the exchange value of the pound ?

The imposition of a tariff on Japanese cotton goods will
prevent an increase in English imports by keeping up the
price of cotton goods to English consumers, and will thus
enable England to preserve full employment at home with a
smaller fall in English money wage-rates or with a smaller de-
preciation in the exchange value of the pound than would
otherwise have been necessary. But from the point of view
of preserving full employment a tariff has this disadvantage:
it can only protect the English internal market, whereas a
reduction in English money wage-rates or a depreciation in
the exchange value of the pound will enable English goods
to compete on better terms with Japanese goods both in
England'sinternal market and in her export markets. Since,
therefore, a tariff is a less effective method of preserving full
employment, it should be used only if England can thereby
turn the terms of trade considerably in her favour, or can
thereby prevent the terms of trade from moving considerably
againg her, when the Japanese competition becomes more
keen. We have already examined at the beginning of this
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chapter the conditions in which this will be possible. If
England is in a position to turn the terms of trade consider-
ably in her favour by means of a tariff, this may be the best
means from England's point of view to meet the Japanese
competition. But if England can gain in this way after the
intensification of the Japanese competition, she was probably
in a position to do so before, and should, therefore, have
already imposed the tariff.

There is, therefore, no special argument in favour of a
tariff to meet competition due to cheap foreign labour. For
the effect on England of a reduction in the price of foreign
goods is the same, whether this reduction in price is due to
cheap foreign labour, to great efficiency of labour in foreign
countries, to the subsidization by foreigners of their exports,
or to favourable natural conditions in foreign countries. And
since England can always preserve full employment by means
of a reduction in her money wage-rates or by a depreciation
in the exchange value of the pound, she can gain by a tariff
only if she can thereby turn the terms of trade considerably
in her favour. But this argument for a tariff exists, whether
wages are high or low in other countries.



Vi
INTERNATIONAL MOVEMENTS OF LABOUR
AND CAPITAL

T has been pointed out in Chapter 1V of this Part (p. 335)

that the theory of international trade is based upon
the assumption that the factors of production cannot move
from one country to another; and it was shown that this
assumption is to a large extent true. But movement of the
factors of production between nations is not always im-
possible, and we must therefore decide on what principles
such movements should be encouraged or prevented.

In the case of land we have no problem to discuss, for
land by definition includes all the natural resources in a
particular country, over which man has no power, and which
cannot, therefore, be transferred from one country to another.
There remain for discusson the principles upon which the
movement of labour and capital between nations should be
regulated.

Let us suppose that in England and France—whether
because there is perfect competition in both countries or
because monopolistic conditions are controlled in both
countries on the principles suggesed in Chapters V11 and
VIl of Part I1—all commodities are bought and sold freely
at prices equal to their marginal cogss, and that each factor
is paid a reward equal to the value of its marginal product.
Jf in these circumstances labour obtains a higher real wage
in England than in France, it would be possible by transferring
labour from France to England to increase the welfare of the
labourer so transferred without diminishing the welfare of
any one dse. For the reduction in the output in France due
to The loss of the single worker is of less real value to that
worker than the increase in output due to his employment
in England. On this principle labour should be allowed to
move freedly from France to England until the real wage,
represented by labour's marginal product in each country,
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was the same in each country. Thisprinciple must, of course,
be modified, on the principle discussed in Part | |, Chapter
Il (pp. 112 and 113), if it costs something to move labour
between the countries. Labour should move from France to
England, only if the excess of the real wage in England over
the real wage in France is more than sufficient to compen-
sate for the cost of movement. Apart from legal restrictions on
the international migration of labour, which on the present
principle should be abolished, the movement of labour will
be hindered by the difficulty of obtaining capital to financethe
cos of movement, by ignorance of opportunities for employ-
ment in different occupations in different countries, and by
language difficulties. The principle of free international
migration of labour suggests that these hindrances should be
lessened by measures of the type, suggested in Part |1,
-Chapter VIl (p. 173) in the cae of movement within one
country.

The free movement of labour from France to England in
search of the highest real wage-rate might, however, be to the
detriment of labour already employed in England. Unlessthe
population in England is below the optimum, the marginal
product and so thereal wage-rate of labour will fall in England
as the supply of labour increases, and unless the population
in France is below the optimum, the marginal product and
so the real wagerate will rise in France, as the supply of
labour decreases. There will be a net advantage from the
international point of view, if labour moves from France to
England in search of a higher real wage. For the fall in the
standard of living of the people already in England will be
counterbalanced by the rise in the standard of living of the
people left in France; while the labourers transferred from
France to England will enjoy a rise in their standards, which
is, therefore, a net gain. From theinternational point of view
thereisa further gain from this transfer of labour. Not only
will the transfer of labour increase the total income of the
world, because labour moves to a country in which its
marginal product is greater; but the consequent fall in the
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standard of living in England and rise in the standard of living
in France will cause the total income of the world to be
more equally divided. And for the reasons discussed in
Chapter | of Part | | | ariseinincomesin acountry in which
the citizens are poor is likely to cause a greater increase in
satisfaction than an equal fall in incomes in another country
in which the citizens are rich.

We conclude, therefore, that, from the international point
of view, freemigration of labour isgenerally desirable, wher eas,
from the national point of view, free immigration is desirable
only if the national population is below the optimum. But
there is one condition in which the free migration of labour
will be undesirable from the international point of view as
well. Let us suppose that the marginal product and so the
wage of labour is higher in country B than in country A, but
that in country A the population always increases as long
as the standard of living is above the subsstence level. As
labour moves from country A to country B, the marginal
product and so the real wage of labour will rise in country
A and fall in country B. But if the rise in the standard of
living in country A simply causes the population to increase
in that country, the marginal product and so the wage of
labour in country A will fall again as more labour seeks em-
ployment there. In consequence, more labour will move from
country A, in which the marginal product of labour hasfallen,
to country B in which there has been no further growth in
population. This further transference of labour will again
raise the marginal product of labour in country A and will
lower the marginal product of labour in country B. Therise
in the standard of living in country A will cause the popula-
tion to increase, will cause a fall in the marginal product of
labour in that country, will necessitate a further transference
of labour to country B and so will cause a further fall in the
marginal product of labour and in the standard of living in
country B. Therewill be no end to this process, until there
has been so great a growth of population in country A and so
great a transference of this population to country B; that the
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standard of living in both countries has been reduced to the
same subsigtence level, which allows no further increase in
the population of country A. Even from the strictly inter-
national point of view, therefore, free migration of labour
should be allowed only .if a rise in sandards in the
country from which labour is emigrating will not cause an
excessve and uncontrolled growth of population in that
country.

We have next to deal with the principles upon which the
movement of capital from one country to another should
be controlled. Suppose that in both England and France the
rate of interest offered for capital measures the marginal
product of capital in each industry, and that there is Free
Trade in commodities between England and France. If the
investment of £100 worth of machinery in France will bring
in a net annual return of commodities priced at £%, while the
investment of £100 in England will bring in a net annual
return priced only at £3, then—from the international point
of view at least—the £100 should be invested in France
rather than in England. The use of £100 more machinery
in France will add to the output of the two countries some-
thing which is more valued by French and English consumers
than the additional output due to the investment of £100
more machinery in England. For this reason if the yield
on capital is higher in France than in England, it ispossible,
by the investment of capital in Francerather than in England,
to raise sandards of living in both countries. On this
principle the free movement of capital from country to
country in search of the highest yield should be allowed.
If in any country the government controls the supply of new
savings, it should lend abroad rather than at home, if the
yield on capital is higher. The free movement of capital
between countries may be hindered not only by legal restric-
tions, which on this principle should be removed, but also
by ignorance on the part of investors of the yields to be
obtained in different countries. Such ignorance might be
minimised by an international body perfor ming thefunctions,
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which we suggested in Part | | , Chapter V I | (p. 174), might
be performed at home by a special body designed to give
authoritative judgement of the probable yields of investment
in different forms of capital.

But freedom to lend abroad will not always be to the
advantage of the people of the country in which the yield on
capital is relatively low. The lending of capital to foreign
countries may turn the terms of trade againg the country,
so that its citizens lose more by the movement in the terms of
trade than they gain by the higher yield on their capital. If
Englishmen lend more to France, England must increase her
exports or diminish her imports, until her favourable balance
of trade has increased by an amount sufficient to finance the
loan to France. If the French borrowers spend the money on
capital goods produced in England, English exports will
automatically increase by an amount sufficient to finance the
loan to France, and there will be no movement in the terms
of trade against England. But if the money isspent on French
capital goods, then the loan of money from England to France
will not automatically increase the demand for English goods.
If both countries are on the gold standard, gold will move
from England to France, the price of English goods will fall
and of French goods will rise, until English imports fall off
and English exports rise sufficiently to finance the loan. If
the two countries are on independent standards, the exchange
value of the pound will depreciate in terms-of francs, and
this will raise the price of French products in England and
lower the price of English products in France, until the
English favourable balance of trade has been increased
sufficiently to finance the loan. In either case England will
obtain less French imports per unit of her own exports,
while the loan is being made.

Later, however, when the interest payment on the loan
must be made by France to England, the terms of trade will
turn in England's favour. For now English imports must
increase or her exports must diminish, until England has an
unfavourable balance of trade sufficiently great to allow
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France to finance the interest payments to England. But
since the capital sum of the loan will be large relatively to
the annual interest to be paid on it, England will have to
develop arelatively large favourable balance of trade in the
year in which the loan is being made. In subsequent years
in which the interest payments are being made, England will
have to develop only arelatively small unfavourable balance
of trade. In consequence it is probable that the movement
of the terms of trade against England will be large while the
loan is being made, and that the movement of the terms of
trade in England's favour will be small in the subsequent
years when England is receiving the interest. England may
therefore lose more by the movement in the terms of trade
against her than she gains by investing money at a higher
rate of interest in France than in England.

Thispointisillustratedin Table X V. Let ussupposethat
the rate of interest is 5 per cent, in France and 3 per cent, in
England, that the countries are on independent monetary
standards so that the rate of exchange between their cur-
rencies can vary, and that in both countries there is no change
in prices. In these circumstances any change in the rate of
exchange between their two currencies is also an accurate
measure of the movement or the terms of trade between them.
Thus, if the rate of exchange moves from £1 for 100 francs
to £1 for 50 francs, this means that for an English export
priced at £1 England receives only 50 instead of 100 units of
French goods priced at 1 franc. Column A of Table XV
shows the rate of exchange between the pound and the franc,
and so with our assumptions aso the terms of trade between
England and France. Before England lends to France or
France pays interest to England the rate of exchange is £1
for 100 francs. The exchange value of the pound depreciates
to 50 francs while the loan is being made from England to
France, and subsequently appreciates to 101 francs when
Franceispaying interest to England.

Column B shows the value of English exportsin poundsl
In order to simplify the illustration we have assumed that
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this figure is constant at £1,000, or in other words, that
Frenchmen always buy the same amount of goods from
England. If thisisso, in order to finance the loan to France
the value of English imports must fall by the full amount

TABLE XV
The Effect of Foreign Lending on the Terms of Trade

A B C D
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First year, in which noloan | £1 to | £1,000 | £1,000 | (1,000 x 100)
is made and no interest is | 100 frs. 100,000 frs.
paid.

Second year, in which thel £1 to | £1,000 | £900 | (900 x 50)
loan of £100is being made. { 50 frs. 45,000 frs.
Third and subsequent years, | £1 to | £1,000 | £1,005 {(1,005X 101)
in which interest of £5 is | 101 frs. 101,505 frs.

being received. : ‘

of theloan, and in order to financethe receipt of interest from
France the value of English imports must rise by the full
amount of the interest payment.

Column C shows the change in English imports valued in
pounds. At first thisfigureis equal to £1,000, i.e. equal to
the value of English exports. While the loan is being made,
however, the depreciation of the exchange value of the pound
to 50 francs makes French products more expensive in Eng-
land and English imports fall to £900, so that the excess of
English exports over her imports is £100, which is just
sufficient to finance the loan of £100. When France pays
the interest of £5 per annum, the value of English imports
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risesto £1,005, because the appreciation of the pound to 101
francs makes French goods cheaper in England; and thus
England has an excess of imports over exports of £5 a year,
which isjust sufficient to enable the receipt of interest to be
financed.

Column D shows the value of English imports in terms of
francs. Atfirst England isimporting £1,000 worth of goods
from France, i.e. she is purchasing 100,000 francs worth of
goods since the rate of exchange is £1 to 100 francs. While
theloan is being made, England spends only £9000on imports;
and since the exchange value of the pound depreciates to 50
francs, she can import only 45,000 francs worth of goods
from France. Whilethe interest is being paid, England can
spend £1,005 on imports; and since the exchange value of
the pound appreciatesto 101 francs she is now able to import
101,505 francs worth of goods from France.

From these figures it is possible to work out the actual
yield in goods, which England obtains from lending £100 at
5 per cent, to France, We are assuming that the price of
goods remain unchanged throughout in England and France,
and that the adjustment of England’'s Balance of Payments
is brought about entirely by a change in her imports caused
by an alteration in the rate of exchange between the franc
and the pound. England throughout gives up to France the
same amount of goods; but she receives from France 100,000
units of goods priced at one franc in each of the years before
the loan was made, receives only 45,000 units of such goods
in the year in which the loan is made, and receives 101,505
units of such goods in each subsequent year, in which the
interest is being paid.

Thus in the year in which the loan is made England re-
ceives 45,000 instead of 100,000 units of imports, in order
to receive 101,505 instead of 100,000 units of importsin each
subsequent year. In other words, by giving up 55,000 units
of imports in one year she obtains an additional 1,505 units
annually in the future. Now 1,505/55,000 is equal approxi-
mately tto 2% per cent., so that in terms of real goods England
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Isobtaining ayield of 2% per cent, per annum by investing the
money in France, although the nominal yield on the invest-
ment is 5 per cent. Iftheyield on capital invested in England
is 3 per cent., England would have gained more by investing
the money at home than by investing it at the higher nominal
yield abroad. The individual English investor will be
attracted by the higher rate of interest in France; for the
individual Englishman will not take into account the fact
that his investment abroad rather than at home will raise the
price of imports to all English consumers. For these reasons,
from the purely national point of view there may be a sound
argument for restricting the volume of lending abroad, in
order to prevent this movement of the terms of trade against
the lending country.

This argument does not, of course, prove that in all cases
the yield to a particular country on foreign investment is
lower than the yield on home investment. If aloan of money
from England to France causss only a small movement in
the terms of trade against England, and if the rate of interest
in France is considerably greater than the rate in England,
then the investment of money abroad will be to England's
advantage. And from the international point of view there
Is always an advantage in a movement of capital abroad in
search of the highest yield. For if the yield on capital is
5 per cent, in France and only 3 per cent, in England, this
means (cf. pp. 273 to 277) that, for every 100 units of con-
sumption goods given up, 5 units more will be available in
every subsequent year, if the capital development takes place
in France, whereas only 3 units more will be available if the
capital isinvested in England. The fact that England in the
example given in Table XV obtains a real yield of only 2%
per cent, on money invested in France at 5 per cent, is
counter balanced by the fact that France is paying a real price
of only 2% per cent, for aloan which gives her a real yield of
5 per cent. England'sloss dueto the changein the terms of
trade is counterbalanced by an exactly equal gain to France;
but there is a net gain to the two countries taken together,



LABOUR AND CAPITAL 369

snce England could have obtained only 3 per cent, by
investing the money at home, while its investment in France
gives a yield of 5 per cent., of which 2% per cent, goes to
England and 1% per cent, to France.

There aretwo ways, in which we must modify the principle
that, from the international point of view, capital should be
free to move in search of the highest yield. These modifica-
tions have already been mentioned in Chapter | | | of this
Part. In thefirst place, suppose that England adopts a policy
designed to prevent unemployment and for this reason
reduces the rate of interest by her monetary policy from 5
per cent, to 3 per cent., which measures the productivity of
new investment and so prevents the development of a slump,
but that in France the appropriate internal monetary policy
has not been adopted, so that the rate of interest remains at
5 per cent, although the productivity of new capital has fallen
in France also to 3 per cent. In these circumstances in-
vestors in England will be attracted by the higher rate of
interest in France, but the true productivity of capital in
France is no higher than in England. In this case, therefore,
there is no advantage from the international point of view in
a movement of capital from England to France. Only if all
countries reduce their interest rates by banking policy so as
to prevent unemployment is the free flow of capital to the
countries with the highest yields desirable, from the inter-
national point of view.

In the second place, short-term funds may move from one
country to another, not because the rate of interest is higher
in the second than in the first country, but because the ex-
change value of the first country's currency is expected to
depreciate. The rate of interest both in France and in Eng-
land may be 3 per cent, and this rate of interest may corre-
spond to the real productivity of new capital investment in
both countries, but at the same time the exchange value of
the pound in terms of francs may be expected to fall. This
will provide an incentive for a short-term movement of
capital from England to France, in order that the funds may

4284 Bb
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in the future be exchanged back into pounds when the
pound has depreciated; but there is no fundamental justifica-
tion for such a movement of capital, sncethereal productivity
of capital is as high in England as in France.

Except in these two cases the free movement of capital
between nations in the search of the highest rate of interest
should be allowed; and we have already discussed in Chapter
| I 1 of thisPart how the movement of capital may be controlled
in thesetwo exceptional cases.



VIl
INTERNATIONAL ECONOMIC CO-OPERATION

N this Part we have discussed International Economic

Problems mainly from the point of view of the economic
policy of a particular country. It is useful to apply the con-,
elusions of the foregoing chapters to decide how countries
should co-operate, in order that each may obtain the maxi-
mum economic advantage. Let us suppose, therefore, that
another World Economic Conference is to be summoned.
What principles should be adopted in the formation of inter-
national economic conventions at this conference? In what
follows we shall outline five main agreements in order of
their/importance.

1.. Anlinternational AgreementtoprovideEmploy-
ment by Internal Monetary Policy. We have argued
that one country aone can diminish unemployment by
internal monetary expansion carried out on the principles
discussed in Part |, if it will allow the exchange value of its
currency to depreciate sufficiently to keep its Balance of
Payments in equilibrium. But such action will be much
more effectiveif other countries are adopting similar policies.
Suppose that a world-wide slump in prices starts, and that
England by reducing interest rates through banking policy
and by other measures causes her prices to rise, while other
countries take no such action. Therewill be a strain on the
English exchange rate with other countries, because English-
men will attempt to lend more abroad where interest rates
have not been reduced, and because Englishmen will tend
to spend more on imports as their incomes rise. |f interest
rates were reduced abroad pari passu with English interest
rates, there would be no abnormal increase in England's
foreign lending. If prices and incomes were raised abroad
pari passu with English prices and incomes, the demand for
English exports would rise pari passu with the rise in her
demand for imports. Internal expansion in any one country
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raises the demand in that country both for home-produced
goods and for imports; if, therefore, thereis expansion in all
countries at the sametime, therewill bearisein international
tradeaswell asarisein internal tradein each country.

\ This principle does not involve much technical inter-
national co-operation. The necessary action is, in the main,
internal, involving the control of internal banking policy,
the stimulation of public works expenditure, and of expendi-
ture on consumption goods. But besdes a general agreement
among the nations to concentrate on such internal expansion
to cure unemployment, two specific international agreements
areappropriate.

First, the Central Banks can co-operate directly in lowering
interest rates. It might, for example, be agreed that the
governors of the Central Bankst*of each country should meet
at the Bank for International Settlements at stated intervals
to discuss the desirability of lowering or raising interest
rates simultaneoudy in all countries. Secondly, there are
many forms of capital development, the execution of which
depends upon direct co-operation between nations. For
example, the development of railways, roads, or air lines,
which cross the frontiers of many sates, needs the co-opera-
tion of many independent national authorities. These I nter-
national Public Works might be planned ahead by an
appropriate International Commission, in such a way that
expenditure on them can be speeded up or postponed simul-
taneoudy in all countries, in order to increase such expendi-
ture during aworld slump.

An international agreement of this character is of the
utmost importance. Not only would it directly diminish the
world-wide problem of unemployment, but it would make
it much easer to reach the two international agreements
which we shall discuss next—namely, agreements to minimize
fluctuations in the exchange rates between different currencies
and toreducetariffs and other barriersto international trade.
Uncontrolled fluctuations in money incomes and prices in
one country are the most important cause of large fluctua-
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tions in the rate of exchange between two currencies. If each
country is preventing any considerable internal fluctuations
of prices, the need for changes in the rate of exchange between
different countries would be reduced to a minimum. Inthe
modern world the most important cause of tariff barriers is
the desire of each country to diminish unemployment at
home by preserving the home market to home producers;
and this cause will be removed, if unemployment is cured
by sprfiiltaneous monetary expansion within each country.

2. Anlnternational Agreement tominimize Fluc-
tuations in Exchange Rates. When the main cause of
exchange fluctuations has been removed by the conclusion of
the agreement which we have just discussed, it will be proper
for nationsto consider thereturnto an international gold stan-
dard, which will stabilize completely the rates of exchange
between their currencies. Such an international standard
diminishes the uncertainty with which importers and exporters
will otherwise have to trade. |f the rate of exchange between
the pound and the franc isfixed, the English exporter knows
how much hewill obtainin poundsfor goodswhich he can sell
at a certain price in francs, and the English importer knows
how much hewill have to pay i n pounds for goods bought at a
certainpriceinfrancs. Andifthereisareliableinternational
monetary standard, undesirable speculative movements of
short-term funds from currency to currency will be greatly
reduced. Englishmenwill lend on short term to France only
if the rate of interest in France is higher than the rate of
interest in England; they will no longer buy francs for ashort
period because they expect the franc price of pounds to fall
in the future.

But in spite of these advantages of the gold standard it
may be better for many countries still to preserve some
freedom in their exchange rates with other countries. For
even if the international agreement to prevent unemployment
by internal monetary policy isfully successful, some readjust-
ment in the Balance of Payments between different countries
will still be necessary—caused (e.g.) by a loss of export
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mar kets by one country due to more rapid technical progress
in the production of similar goods by a competing country.
Such readjustments can be brought about without causing
unemployment, either if the country whose receipts of foreign
money have fallen can reduce its money wagerates as
quickly asits prices must fall, or if it allows its exchange rate
to depreciate without any fall in its internal price-level.
Countries should thereforereturn to the gold standard, only
if money wage-rates are sufficiently flexible. This will be
the case, either if there is perfect competition in the labour
market without any bargains between employers and em-
ployed fixing wage-rates for long periods, in which case wage-
rates will fall as soon as there is any unemployment, or if
there is a completely socialized economic system which
enables the government to lower all money wage-rates by
fiat.

But therearecountries, such asEngland, in which sufficient
flexibility of money wagerates does not exist; and these
countries should not return to an unmodified gold standard.
Between such countries a scheme of co-operation is needed
to minimize fluctuations in exchange rates, based upon the
following principles:

(i) that each country should be free to depreciate its
exchange rate sufficiently to give it complete freedom
to adopt an appropriate internal monetary policy
without throwing its Balance of Payments out of
equilibrium;

(ii) that each country should guarantee that it will not
depreciate the exchange value of its currency—e.g.
by purchases of foreign money through its Exchange
Equalization Fund when these are not required to
offset a speculative movement of short-term funds—
by more than is sufficient to preserve equilibrium in
its Balance of Payments; and

(iii) that speculative movements of short-term funds
should be offset or prevented, so that they do not
cause unnecessary fluctuations in exchange rates,
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without any limitations of the purchase and sale of
foreign currencies for other purposes.

There are many schemes of co-operation by which these
objectives might be achieved. Thefollowing givesin outline
onepossblefor m of inter national agreement for thispurpose:

1. All the countries concerned should agree to work a
modified form of the gold standard. Each should agree to
fix exchange rates by fixing the price, in terms of its own
currency, at which its Central Bank would buy and sell gold,
and by allowing thefreeimport and export of gold. But these
fixed exchange rateswould be revised from timeto time by
periodical alterationsin the Central Banks buying and selling
prices of gold.

2. The Governors of the Central Banks of each country
should mest regularly at the Bank for International Settle-
mentsto revise the buying and selling prices of gold in terms
of the currencies of their own countries. The prices, should
be chosen so0 as to fix those rates of exchange between the
different currencies, which would enable each country's
Balance of Payments to be in equilibrium in the absence of
any movement of gold and of any speculative transfer of
short-termfunds.

3. Tojudge these prices correctly the officials of the Bank
for International Settlements should study continually all
information relating to the Balance of Payments between
different countries. I n particular, they should attempt tofind
out figures for the movement of gold reserves and of short-
term funds.

4. Twoprinciplesshould govern therevision of thebuying
and selling prices of gold in terms of the different currencies.
In thefirst place, any country which was steadily losing gold
should be allowed to raise its buying and selling price of
gold relatively to the countrieswhich wer e steadily importing
gold. By a process of trial and error, based on the infor-
mation at the disposal of the Bank for International Settle-
ments, those gold prices could be found, which just removed
the disequilibrium in the normal items in the Balance of
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Payments. Secondly, all countries should raise their buying
and selling prices of gold simultaneoudly if an increase in the
total of Central Bank reserves was necessary to prevent a
wor l[d-wide slump, and should lower their buying and selling
prices of gold simultaneoudly, if a decrease in the total of
reserves was necessary to prevent a world-wide boom.

5. The money profit or loss caused in any country by
raising or lowering the money price of the gold reserves of
that country should accrueto the government. The expendi-
ture of such a profit by the government, or the increase in
taxation necessary to finance such a loss, would help in the
inter nal expansion or contraction of money demand.

6. Each Central Bank should agree to concentrate on an
internal policy designed to preserve a high level of employ-
ment at homeregardless of itsexchange position, which would,
if necessary, be adjusted by the appropriate revision of
exchange rates.

7.. This system will have the desired effect, only if the
speculative movement of short-term funds were offset or
prevented. For only if this is so will a movement of gold
between two countries measure properly the degree to which
the normal payments between the two countries are out of
adjustment. To offsst the speculative movement of short-
term funds those directing the policy of the Bank for Inter-
national Settlements should shift the assts of the Bank from
one currency to another—e.g. they should sell American
securities and with the dollars so obtained should purchase
pounds to invest in English securities, in order to offset a
movement of short-term funds from England to America.
Thiswould providean I nter national Exchange Equalization
Fund. TofinancethisFund each Central Bank should agree
to deposit a certain sum with the Bank for International
Settlements, and any lossor profitincurred by theseexchange
transactions should accrue to the different countriesin pro-
portion to the sums deposited by the Central Bank of each
country,

8. Each country should give up the use of a national
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Exchange Equalization Fund, but should aid the Bank for
International Settlements in carrying out its policy of off-
setting short-term capital movements.

9. Any country should be allowed to monopolize in a
single institution all dealings in foreign exchange to prevent
short-term capital movements, provided that it allowed the
purchase and sde of foreign exchange for other purposes in
unrestricted amounts at the current rates of exchange.

3. An International Agreement to reduce Barriers
to International Trade. After the conclusion of the two
monetary agreements, which we have just outlined, it would
be practical politicsto discuss tariff reductions again. Tariffs
would no longer be necessary to provide employment, since
this is provided by the first agreement. They would not be
required to protect a country's exchange position, since this
would be achieved by the second agreement; and countries
could no longer hope to expand their markets at the expense
of other countries by raising a tariff, since other countties
would be permitted by the second agreement to retaliate, by
the depreciation of the exchange value of their currenC|es
if the tariff restricted their markets and so caused them to lose
gold. Tariffs could only be retained either to protect an
infant industry, which is perfectly legitimate, or to prevent
the terms of trade from moving against the country imposing
the tariff. But if all countries reduce their tariffs simultane-
ously, the demand for the products of each country will rise,
s0 that there will be little or no change in the terms of trade
between them; and any small change against any one country
would be more than offset by the advantage accruing to that
country from the larger volume of international trade.

As an ideal, all countries should simultaneously agree to a
policy of complete Free Trade. In all probability, very many
countries would not agree to a complete abolition of their
tariffs, and some might be unwilling to agreeto any significant
tariff reductions. If universal agreement was prevented by the
refusal of somestates, amultilateral agreement should be formed
among those states which were willing to reduce their tariffs.
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At this point difficulties might arise from the exisence of
the 'most-favoured-nation’ clause in existing commercial
agreements. This clause lays it down that either of the parties
to the commercial agreement will not levy duties on the goods
of the other party higher than the duties levied on similar
goods imported from any other country. In most commercial
treaties between nations this dause is included. For example,
a commercial treaty between England and Germany would
probably contain a clause stating that England will not impose
tariffs on German goods higher than the English tariff on
similar goods imported from any other country, and vice
versa. |f, therefore, England reduces her tariff on certain
imports from France, she is obliged to reduce her tariffs on
German goods of the same kind by the same amount. If
England and France attempt to form an agreement to lower
their tariffs on each other's goods—both countries having
signed treaties with Germany including the most-favoured-
nation clause—England will have to reduce her tariffs on the
goods of Germany as well as on the goods of France, and
France will have to reduce her tariffs on German goods as
well as on the goods of England. England and France might
be able to agree to a smultaneous reduction of their tariffs on
each other's goods, in such a way that the terms of trade
between them would not be appreciably changed. But
because of .the most-favoured-nation clause they might be
obliged to reduce their tariffs on the goods of many other
countries without any simultaneous reduction in the tariffs
imposed on their goods by these other countries, so that the
terms of trade with the rest of the world might move con-
sderably againsgt them. Both countries might lose so much
in the terms of trade with other countries, that it was not
to their advantage to reduce their tariffs on each other's goods
by agreement.

For this reason attempts to reduce tariffs by agreement
among a limited number of countries might be unsuccessful.
This difficulty can be surmounted, if the most-favoured-
nation clause is modified so as to permit a limited nMmber of
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countries to reduce their tariffs on each other's goods without
reducing their tariffs on the goods of those countries who
are unwilling to come into the general agreement for tariff
reductions. A group of countries might form a Free Trade
or Low Tariff group, by agreeing to impose no prohibitions
or quotas or tariffs over 10 per cent, on each other's goods.
At the same time they might renew their commercial agree-
ments with other countries to include a modified most-
favoured-nation clause. A member of the Low Tariff group
would promise not to impose a tariff on imports from a non-
member, of a greater height than the tariff imposed on the
goods of any other non-member. By these means each
member of the Low Tariff group could reduce its tariffs on
the goods of each other member without moving the terms of
trade againg it, but would be free to use its tariffs to bargain
with those countries which refused tojoin the group.

The three agreements, which we have discussed, are
fundamental to a sane world economic policy. It is as
possible for a Socialist state to adhere to them as for a sate
in which a policy of laisser-faire is adopted. A Socialist state
can agree

(1) to preserve full employment by speeding up its capital

development at home or by increasing the expenditure
of consumers at home;

(2) to sdl its products at prices equal to their marginal

cogsat homeand abroad;

(3) to allow the free purchase of imported consumption

goods,

(4) to import raw materials and machinery when their

price abroad is lower than their price at home; and

(5) to adjus its Balance of Payments by alterations in its

exchange rate, or by raising or lowering all internal
prices through a rise or fall in the general level of
wages, when its imports and exports as determined on
the above principles do not balance with the other
normal items in its Balahce of Payments.

Such* agreements need not be universal to be effective.
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They might,)for example, be restricted to the continent of
Europe. Even if only two important countries adopted them,
they would be workable and would greatly esse the economic
relations between them. England and America, for example,
might agree

(1) tofix their buying and selling prices of gold;

(2) to revise these gold prices periodically, raising them
to prevent a loss of gold and lowering them to stop an
import of gold;

(3) to operate a joint Exchange Equalization Fund to
offset movements of short-term funds between the
pound and the dollar;

(4) to concentrate primarily on their internal policies and
not on the extension of their external markets to cure
unemployment; and

(5) not to impose quotas or any tariffs above 10 per cent,
on each other's goods.

Any monetary or commercial agreements of this kind among
a limited number of countries should be left open for the
adherence on the same terms of any other country; for the
larger the number of countries operating the reformed gold
standard or becoming members of the Low Tariff group,
the greater is the advantage to each individual member.

i. An Agreement to allow the Free International
Movement of Capital. We come now to two agreements
which are probably of relatively small importance, and which
may be more difficult to attain. We have argued that—so
long as countries always reduce interest rates to correspond
to the true productivity of capital in order to preserve full
employment, for which provision is made in the first inter-
national agreement—capital should be free to move from
country to country in search of the highest yields, subject
only to the restriction of short-term lending due to the
expectation of variations in exchange rates, which is provided
for in the second international agreement. Such international
capital movements might be encouraged by the formation of
an International Commission, whose task it should be to
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provide authoritative information about the probable yield
and security of investments of different kinds in different
countries, and to assure by appropriate guarantees that every
country had equally free access to invest money in un-
developed areas, inwhich theyield on capital was abnormally
high. We have seen that a country may be unwilling to allow
its citizens to lend freely abroad, because such foreign
Iendig}g may turn the terms of trade against it; and this
consideration may hinder the attainment of this agreement.
5. An Agreement to diminish the Restrictions on
Immigration. The free immigration of population into a
country in which standards of living are high is desirable
fromtheinternational point of view, providedthat thegrowth
of population in the country, whose citizens are emigrating,
is not excessive But such migration may lower the standard
of living in the country to which people are migrating. An
international agreement on this subject will therefore have
to discriminate against those countries in which the growth
of population is uncontrolled, and will have to overcome the
natural determination of other countries to allow no threat to
their high standards of living. This agreement is therefore
the most difficult to reach. But it would probably be of
relatively minor importance if the first three agreements
discussed in this chapter could be attained; for the countries
with low standards would gain greatly from the greater free-
dom to trade with other countries and from the greater
purchasing power in those other countries.
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THE ECONOMIC CAUSES OF WAR

NTERNATIONAL agreementsof thekind outlined inthe

last chapter would be effective not only in raising the
standard of living in the countries concerned, but also in
removing the economic causes of war between these countries.
It is sometimes argued that it is an illusion to suppose that
economic advantages can be obtained by any country through
the prosecution of a successful war, because political domina-
tion over a particular territory does not in any way alter the
fundamental economic conditions upon which the successful
country relies for its welfare. If there were a universal system
of Free Trade and of laisser-faire between all countries, the
advantage which one country can gain from economic con-
tacts with a particular territory would not depend upon
political ownership of that territory. If, for example, there
were free trade and freedom of movement of labour and
capital between Germany and France, and between Ger many
and all African colonies, Germany would not be able to sell
her goods more easly, to purchase her imports more cheaply,
to invest money more profitably, or to find a more advantage-
ous outlet for her population by the transference of the Saar
from French to German political control, or by the trans-
ference of an African colony from British to Ger man political
control. While this argument is substantially correct in a
world system of universal laissr-faire, yet even so it is not
entirely true; and in aworld in which there are innumerable
international economic restrictions, it loses all its validity.

In order to see what economic causes of war exist, we may
enumerate the following possible ways in which one country
can gain economically by waging a successful war and so
obtaining the political control over other territories:

1. By imposing a tribute the victor may gain economically,
provided that it adopts an appropriate policy of internal
monetary expansion, which enables it to import more than
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it exports without thereby causing unemployment at home.
In this case the receipt of the tribute will finance its excess
of imports over exports, and it will be receiving part of its
imports free and no longer in return for its own products.

2. Even if there is Free Trade, 'trade follows the flag' to
some extent for reasons of sentiment and for more substantial
reasons such as business connexionsand language difficulties.
Inaterritory politically controlled by Englishmen an English
exporter may obtain a better pricefor an identical commodity
than a Japanese exporter, and goods produced in this terri-
tory may be made available to the English at a somewhat
cheaper price than to the Japanese; for if English is the
official language of theterritory and if thepolitical administra-
torsareEnglish, it will bemoreconvenient todeal with English
than with Japanese firms. For similar reasons, even in the
absence of restrictions upon labour migration and capital
investment, Englishmen may obtain better information about
the possbilities of earning high wages or interest in the
territory, and will have a greater sense of security in migrating
to the district or in investing capital in it.

3. There are certain backward territories, which are
prevented from providing markets for other countries goods,
and from producing raw materials needed by other countries,
and from furnishing opportunities for capital investment and
labour immigration, by the fact that the inhabitants cannot
furnish an efficient police to restrain banditry and to give that
security which is essential for the economic development of
these areas. In these circumstances political control by a
mor e advanced nation would confer real economic advantages
upon the advanced nations. |f, however, such intervention
were limited to the provision of an efficient police, this should
not give rise to conflict between advanced nations, since all
advanced nations would share in the gain to be obtained.
Indeed, in these conditions, each advanced nation would
hope that some other advanced nation would shoulder 'the
white man's burden' and the cos of policing involved.
Moreover, the inhabitants of the 'backward* nation would
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also gain economically, if intervention were restricted to the
suppression of banditry. But nationalist or racial feeling may
cause them to resent the intervention, and this, combined
with the economic advantage to the advanced nations, may
be a cause of conflict between the backward and advanced
territories.

4. When we turn our attention to legal restrictions im-
posed on the international movement of goods or of capital
and labour, we discover much more substantial economic
causess of conflict between nations. The use of preferential
import and export duties, or of discriminatory quotas, to
encourage the trade of a particular country provides the most
obvious example. The import of Japanee as opposed to
British cotton goods into the British West African colonies
Is restricted by quota; and this means that English cotton
manufacturers gain at the expense both of Japanese cotton
manufacturers, who are prevented from selling in this
market, and also of the West African native, who is forced
to purchase expensve English instead of cheap Japanese
goods. If a low export duty is levied on the sale of a raw
material by a British colony to the English market and a high
duty is levied on sales to other markets, Englishmen will
gain both at the expense of other countries, who are unable
to obtain their raw material supplies so easly, and at the
expense of the colonial producers, who are prevented from
obtaining the higher price for their products which may be
offered in markets other than the English market.

5. Restrictions on international trade, even if they do not
discriminate in favour of a particular country, may yet make
the political control of certain territories economically im-
portant. T hetransference of the Saar from French to German
control is of advantage to Germany, if previously she had to
sl her goods in the Saar over the French tariff. And if
Germany relies upon imports of raw materials or foodstuffs,
so that she must sell abroad to finance the import of essential
commodities, it will be peculiarly important for her to obtain
political control over other countries, in order to determine
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the tariff policy of territories which might provide good
markets for her exports.

6. One country may desire to obtain political control over
another in order to remove restrictions on labour migration.
Freedom of migration for the Japanese to Australia by re-
ducing the numbers seeking work in Japan and by increasing
the numbers seeking work in Australia might raise standards
of living in Japan at the expense of the Australians and of
future emigrantsfrom Great Britain.

7. Therestriction of capital movements by political control
may enable one country to gain at the expense of others.
When the present internal political troubles of China are
solved, there will probably be very profitable fields of capital
investment to develop the latent resources of that country.
If Japan is able to limit such investment to the Japanese, she
will gain at the expense of other potential investors, who will
be unable to share in the abnormally high yields on capital,
and at the expense of the Chinese, because this restriction
in the amount to be borrowed by them will maintain the rates
of interest which they must pay at a higher level than would
otherwise be necessary.

8. The. existence of natural or artificial monopolies in
certain territories may give rise to conflict over their political
control. Certain undertakings such as railways, telegraphs,
and canals are bound to be monopolistic, because there is
room for only one such service in one district. By controlling
the price charged for the service of these monopolies the
owners can gain abnormally high yields on the capital in-
vested in them. Political pressure may be exercised by the
governments of different countries to obtain the necessary
concessionsfor their own investors; for once such amonopoly
is started, the free flow of capital will not enable late-comers
to share in the high yields, snce there is room for only
one such concern.

Theformation of an artificial monopoly in a certain district
may give rise to political intervention by another country.
Thereisno reason in the nature of things why the production
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of rubber should be monopolized; but if all producers of
rubber agree to restrict output, they can make abnormally
large profits by raising the price of rubber to consumers.
The owners of capital invested in the production of rubber
happen to be largely English, while Americans consume large
quantities of rubber without being able to produce it. A
rubber restriction scheme may therefore enable Englishmen
to gain more as producers than they lose as consumers, while
Americans only lose as consumers, so that the American
government may intervene in order to force the English
government to break such an artificial monopoly.

We have shown certain reasons which may lead to economic
conflict between nations. It is, however, sometimes held that
the organization of modern economic sysems leads in-
evitably to war. This view is based on the belief that there
isan inherent flaw in moder n economic sysems, causing less
purchasing power to be distributed as income to consumers
than is sufficient to purchase at cog the current output of
goods. It is argued that this deficiency of purchasing power
can be supplemented by one nation, only if it can extend its
sdes abroad without itself spending any more of its income
on the goods of other countries. But sincein this case some
other nation must be buying from abroad more than it sdls
abroad, the degree to which one nation succeeds in curing its
internal problem is an exact measure of the degree to which
the problem is intensified for some other country. Thus,
there arises a wild scramble for external markets, which, as
we have just seen, can be obtained and preserved to a large
extent by political control of other countries, based upon the
exercise or the threat of force.

We have already dealt with this argument by implication.
We have shown in Chapter | of Part | that there is no
insuperable flaw in modern economic sysems causing pur-
chasing power to be deficient, although at any time a de-
ficiency of purchasing power may lead to unemployment.
But this can be met by either of two means. First, thecountry
concerned may expand its markets at the expense of others
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by exchange depreciation, by tariffs, and by any other
measures which are designed to give it an abnormally large
favourable Balance of Trade. Secondly, the country can
expand its internal markets by the measures discussed in
Part I, and so make up for the deficiency of internal purchasing
power without any expansion at the expense of others; and
indeed—while one country alone can do a great deal on these
lines—if all countries adopt such a policy smultaneously,
both the internal and the international markets of each
country will expand at the sametime.

We may admit that the search for foreign marketsto cure
unemployment is in the modern world the most potent
economic cause of war. For this reason the first and second
international agreements mentioned in the last chapter are
of the utmost importance; for they enable each country to
provide full employment without any possibility of expansion
at each other's expense. The other economic causes of
conflict enumerated in thischapter will be greatly diminished
by means of the third, fourth, and fifth international agree-
ments mentioned in the last chapter; for these agreements
provide for Free Trade in commodities and for greater free-
dom of international movements of capital and labour; and
we have seen that the most important economic causess of
conflict between nations depend upon the effects of inter-
national restrictions upon the movement of goods and of
factors of production. The agreements should, however, be
supplemented in two ways. First, the 'open-door' policy
must be guaranteed in all colonial possessons The political
control of 'backward' peopleswill provideafruitful economic
cause of conflict, so long asthe country exercising that control
can impose discriminatory restrictions upon trade with and
investment in those territories. The 'open-door' policy,
embodying the principle that whatever country administers
the colony, the economic opportunities provided by it shall
be open on equal terms to-all countries, is not only to the
advantage of all other countries but also to the advantage of
the natives of the colony, who can then borrow on the most
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favourable terms and purchase in the cheapest and sdll in the
dearest markets. This principle may be extended by inter-
national conventions or by the administration of colonies
under Mandates granted by the L eague of Nations, in which
this principleis guaranteed. Secondly, the prices charged for
products, which are the monopoly of certain territories, must
be prevented by government control from being raised in
excess of their cogt through the formation of monopolistic
schemes designed to restrict their supply. International
conventions should be formed for this purpose and adminis-
tered with suitable guarantees.

But above all it is necessary that countries should meet
the problem of unemployment not by developing a favour-
able Balance of Trade at the expense of others, but by inter-
nal expansion, carried out if possble smultaneoudy in all
countries;, for the former method, if universally adopted,
must lead to general impoverishment and eventually to war,
whereas by the latter method the way is opened to prosperity
and peace.



NOTE ON THE TREND OF POPULATI ON

T H E purpose of this nate is to outline the bes method of measur-
ing the tendency of a population to increase or derease in num-
bers

Apart from immigration and emigration, the increase of a
population is equal to the exces of births over deaths in the
community. But the excess of the birth-rate over the death-rate
is a vy mideading measure of the fundamental trend of a
population. In this country at the present time it happens that
an abnormally large proportion of the population is between the
ages of 20 and 50. This means that an abnormally large propor-
tion of the population is made up of women of child-bearing age,
while an abnormally small proportion of the population is of the
age—dther very young or very old—at which people are mogt
liable to die. In consagquence at present births excesd desths
although the number of children being born is actually insufficent
to replace their parents, o that there is a fundamental tendency
for the population to decline. In a few years time, when the
present abnormally large number of women of child-bearing age
grow old, births will dedine and deaths will rise, and the popula-
tion will begin to fall.

The mog satifactory measure of the trend of the population
is to be found in the 'net reproduction rate’; the calculation of
this rate is illustrated in Table XV I, the figuresin which are
chosn arbitrarily for the purposss of ample illustration.

TABLE XVI
The Net Reproduction Rate

‘Number of femalg Il\'lumber of female
babiesbornto | Number of survi-: babiesreproduced
1,000 women in | vorsout of 1,000 | by 1,000 female

Age-groups each age-group} femalebabies babies
X % C D
20-25 200 900 180
25-30 250 800 200
30-35 250 700 175
35-40 200 600 120
Total . . 900 . 675
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If we start with 1,000 female babies and then estimate how many
female babies these 1,000 will leave behind them as they grow up
and pass through the child-bearing age, we can tell whether, at
present fertility and mortality rates, there is a fundamental ten-
dency for the population to reproduce itself or not. If 1,000
female babies will leave only 750 female babies behind them, then
the population is reproducing only f of itself in each generation
and the net reproduction rate is said to be 075. |f they will leave
more than 1,000 behind them, then the net reproduction rate is
greater than 1, and there is a fundamental tendency for the
population to grow.

For the purposes of simplification, we suppose in Table X V |
that the child-bearing age is from 20 to 40; and column A shows
these child-bearing years divided into four groups. Thefiguresin
column B show the number of female children that are born at
present fertility rates to each 1,000 women as they pass through
the different child-bearing ages of column A. Thus we suppose
that 1,000 women bear 250 children as they pass through the
ages 30 to 35, and 200 children asthey pass through the ages 35
to 40. If we sum up the figuresin column B, we find the number
of female babies which will be left behind by 1,000 female infants,
as they pass through life, provided that none of these 1,000 infants
die before the end of the child-bearing age. In Table X V | thistotal
is 900; and in consequence the gross reproduction rate is said to
be 0-9, which means that in the absence of any death before the
end of the child-bearing period the population will at present

fertility rates reproducex% of itself in each generation. But we
must next allow for the fact that some female infants will never
reach child-bearing age, while otherswill not complete their child-
bearing period. The figures in column C show what proportion
of female infants will, with the existing expectation of life, survive
to each of the child-bearing ages. Thus we suppose that out of
1,000 female infants, 900 will survive to the ages 20 to 25, while
only 700 will survive to the ages 30 to 35. The figuresin column
D show how many female babies will be left behind by 1,000
female babies, as these 1,000 babies grow up and, allowing for
death on the way, pass through the child-bearing age. The figures
in column D are obtained from those in columns B and C in the
following way. Column C tells usthat out of 1,000 female infants
only 900 will survive to the ages 20 to 25; and since column B
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tells us that 1,000 women passing through this age-group would
bear 200 female infants, we may reckon that 900 passing through

this aee-eroup will bear % x 200 or 180 female babies, which

figure is shown in column D. The sum of thefiguresin column D
shows the number of female infants which will be left behind by
1,000 female babies, as these 1,000 babies grow up and pass
through the child-bearing age, some dying and others marrying
and bearing children. In Table X V1 1,000 female babies would
leave only 675 female babies behind them, which means that at
the assumed fertility and mortality rates each generation of
mothers is reproducing only 67% per cent, of itself. In this case
the net reproduction rate is said to be 0-675.

We can see now how unsatisfactory a comparison of the birth-
rate and death-rate may be as a measure of the trend of popula-
tion. In this country the net reproduction rate is about 075,
which means that each generation is reproducing only f of itself,
although there is still some excess of births over deaths owing to
the fact that an abnormally large proportion of the population is
of the child-bearing age. This means that if rates of fertility and
mortality continue at their present level, the population will soon
start on a rapid and continuous decline.

This discussion may be applied to the choice of a population
policy. It is the net reproduction rate and not the balance be-
tween the birth-rate and the death-rate which shows the real
tendency of the population to rise or to fall; and this, together
with the test of over- and under-population outlined in Chapter |1
of Part 1V, will show whether the population aready has a ten-
dency to move towards or away from the optimum size. If the
net reproduction rate shows a tendency for the population to
move away from the optimum, immediate steps are necessary to
counteract this population trend. |f, however, the net reproduc-
tion rate shows that the trend of population is already in the
direction of the optimum size, no immediate steps are necessary
to exaggerate this trend. Indeed, it must always be remembered
that the population will continue to grow or to fall without limit
so long as the net reproduction rate is above or below one. Sup-
pose, for example, that the population is above the optimum, but
that the net reproduction rate is below one. The- population
already shows a tendency to fall towards the optimum, out this
fall will be continued far beyond the optimum unless measures
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are taken to raise the net reproduction rate, so that it will have
risen to one by the time that the optimum population is reached.
In such circumstances it would be appropriate to encourage an
increase rather than a decrease in the size of the family, since the
desired fall in numbers towards the optimum will occur in any
case and may proceed too far unless appropriate measures are
taken.
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