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Preface

A great many volumes have been written by economists on the
subject of prices (or values), but most of this literature has been
devoted to an explanation of how prices are determined, rather than
to what prices do. Relatively little has been said about the functions
which prices perform in the economic process, and (save for a few
notable exceptions') most of this has been incidental and frag-
mentary. For many years I have thought that there was a task to be
done here, but not until 1944, when I received a grant from the
Rockefeller Foundation which cnabled me to take a leave of ab-
sence from my university work, was I able to devote the necessary
time to it. In the meantime some other books have appeared which
deal more or less directly with this theme.? Notwithstanding these
writings, I believe that there may be enough difference in my ap-
proach to warrant publication of the present study.

The sub-title of this book indicates that it is an essay in welfare
economics. It might equally well be described as one in institutional
economics; for the price system is one of our most important eco-
nomic institutions. It is with the working of this system, and its in-
terrelationships with other institutions, that this study is concerned.
It differs in point of view from the work of typical institutional
economists, however, in that it builds upon a foundation of economic
theory of the traditional kind. T am hopeful that this combination of
theoretical, institutional, and welfare economics may prove fruitful,
and that it may be of interest to economists of all schools.

In the time which elapses between the writing of the manuscript

For example, A. C. Pigou’s Economics of Welfare.

2] have in mind especially Abba P. Lerner’s Economics of Control, and several
books (cited in Chapter Eleven, within) devoted to the problems of pricing in a
collective economy.
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viii PREFACE

and the reading of page proofs, the author sometimes becomes better
able to view it more objectively than when he was engaged upon the
writing. Thus I have become aware that critics of this volume may
feel I have devoted too much space to the statement of elementary
economic principles which must already be well known to most of
my readers and some may feel that I have been guilty of too much
repetition. This is doubtless the result of long teaching experience.
If it makes the advanced reader somewhat impatient, I ask his in-
dulgence for the sake of those who are less well versed in economic
theory. Perhaps here and there among the chaff he may find enough
kernels of thought to reward the reading.

I am deeply grateful to the Rockefeller Foundation, and especially
to Doctors Anne Bezanson and Joseph H. Willits, of its staff, for the
grant which made it possible for me to undertake this task.

Raymond T. Bye
UNIVERSITY OF PENNSYLVANIA
AUGUST 1950
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CHAPTER ONE

Social Economy

THE FUNCTIONAL STUDY OF ECONOMIC PHENOMENA

The study of economic phenomena has been called by various
names, among which are political economy, national economy, social
cconomy, and economics. Of these, I think that the term social
economy is the most appropriate for some purposes, because it
stresses the social function which it is the task of the economic
process to perform. That function is to economize in the use of the
scarce means of production so that they will go as far as possible
toward satisfying human wants or needs. In an economic system that
is becoming increasingly planned and controlled, instead of being left
to the play of spontancous forces, it is important to keep this func-
tion in mind; for if planning and control are to be done intelligently,
we must have a clear conception of what social economy is. Not
until this term is carefully defined, and its broad implications ex-
plored, can social control be directed toward objectives that are con-
sistent and wise. This means that the goals toward which the eco-
nomic process should be aimed must be definitely formulated and
clearly stated.

It may help toward the formulation of these goals to consider the
procedure of the biologist. He studies the characteristics of living
beings, and by examining critically the nature and functions of their
various organs, he is able to judge of the fitness of these organs to
serve the purposes of the creatures to which they belong. He takes
as his criterion for such judgments the simple test of survival. If an
animal is better adapted to its environment because of a given bio-
logical trait, so that its chances for survival are enhanced, the trait is

1



2 Social Economy and the Price System

judged to be a good one; but if it contributes to the worsting of the
animal in the struggle for existence, it is regarded as bad. For ex-
ample, whiteness of fur or feathers is a beneficial character for beasts
and birds that live in the snowy arctic regions; but albinism, which
occurs occasionally among the fauna of the temperate zone, is a de-
fect that brings an early death upon its possessor, because it makes
him conspicuous to his enemies.

No one disputes the scientific validity of judgments of this kind;
for if we accept survival as the test of fitness, the conclusions follow
inexorably from the evidence. Should it not, then, be possible to
make equally valid judgments of the fitness of economic institutions
to perform their functions in the promotjon of social economy? The
answer to this question must depend on whether we can find a cri-
terion, or set of criteria, that is as acceptable as the biologist’s test of
survival,

There are some scientific purists who hold that this is no business
of the economist, because it lies outside the scope of scientific
method.! Science, they believe, cannot attempt to say what are the
ends or purposes of human existence; these are matters of ethics and
moral values that must be left to philosopheis. Carrying this reason-
ing a little farther, they maintain that economics (being a science)
should not concern itself with policy making, but only with means
to the attainment of given ends, once the ends toward which policies
are to be directed have been decided by statesmen (or by politi-
cians). If those who are in control of the state decide that the nation
should attain to a condition of self-sufficiency, then it is the duty of
the economist to serve this policy, by showing the authorities what
economic measures are best calculated to promote the desired ob-
jective. If the leaders of the government should happen to desire a
flourishing export trade at the same time, the economist may tell
them that this cannot be accomplished without admitting some
imports that will work against the attainment of self-sufficiency,
but he must not tell them that the policy of self-sufficiency itself

1This is the view, for instance, of Lionel Robbins, in The Nature and Sig-
nificance of Economic Science (Second Edition, 1935), and of Oscar Morgen-
stern, in The Limits of Economics (English translation, London, 1937).



Social Economy 3

will not lead to the highest well-being. To do that would be un-
scientific.

Now it is altogether commendable for the economist to be con-
scious of his own limitations; and certainly he should be careful to
distinguish explicitly those of his conclusions which are based upon
evidence and logic from those which are matters of opinion and
personal preference. It is helpful, too, to distinguish pure economics,
which describes existing institutions and processes in a matter-of-
fact, cause-and-effect analysis, without judgments as to their good-
ness or badness, from welfare economics (or applied economics),
which is concerned with the means by which economic activity can
be made to contribute most fully to the social well-being. There is
no need to quarrel with the economist who prefers to specialize in
the former, to the exclusion of the latter; but it is going altogether
too far to deny to the economist the right, as an economist, to inquire
into the purposes that the economy ought to serve, and to reach con-
clusions about it. Purely descriptive analysis, by itself, is sterile. It
can only be justified as something more than a mere intellectual game
if its findings are subsequently employed to serve the ends of eco-
nomic progress. It cannot be used in this way until the ends are
known. And no one is in a position to arrive at a wise judgment about
the ends unless he first acquires a thorough understanding of how
economic forces work, and the consequences that flow from differ-
ent sorts of economic policies. Neither the philosopher nor the
statesman can decide whether self-sufficiency is a desirable objective
until he knows what the economic results of such a policy will be.
It follows that we are not likely to get wise decisions on the goals
toward which economic policy should be directed until philosophers
and statesmen become economists, or economists become philoso-
phers and statesmen. In either case the end result is the same—a
welfare economics that deals with the relation between economic
phenomena and certain ends of social well-being. The present volume
is a study in this field.

There is another school of writers who claim to be developing a
body of welfare economics that adheres to scientific precision by
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keeping away from ethical judgments.? They do this by adopting a
definition of welfare which avoids any statement as to its content.
Thus Reder® says: “Instead of attempting to give content to the idea
of welfare directly, we define a welfare indicator which increases and
decreases with welfare—welfare is that which varies with this indi-
cator. The indicator is defined as follows: welfare increases (de-
creases) whenever one or more individuals become more (less)
satisfied without any other individuals becoming less (more) satis-
fied.” Welfare will be at a maximum when it is impossible to make
one person better off without making some other person worse off.
In a footnote he adds, “An individual is, said to become more (less)
satisfied if he is put onto a higher (lower) indifference surface.”
This last is not entirely clear, but it presumably means that the size
of one’s real income is 1o be the test of satisfaction, and hence of
welfare.

Reder then goes on to elaborate this definition by using the con-
cept of compensating taxes and bounties. A given economic change
(e.g., tariff reduction) will usually benefit some persons (e.g., con-
sumers) and injure others (e.g., producers of the formerly protected
products). If the gain to the former could be made to yield a tax
sufficient to compensate the losers, the change has increased welfare;
if the possible yield of such a tax would not suffice to compensate
those injured by the change, welfare has been decreased. This idea
of compensating taxes and bounties must not be interpreted to mean
that the taxes should actually be collected and the bounties paid in
every case (although sometimes it might be wise). It is merely a
conceptual device—a kind of calculus—for measuring the effect of a
given policy upon welfare.

This concept of welfare and this calculus do have a limited useful-
ness. They permit of certain marginal comparisons which can be
applied helpfully to a considerable range of problems. For instance,

2 The leading exponents of this school are Hicks, Hotelling, Kaldor, Lange,
Lerner, Reder, and Scitovsky. Their works are cited and their views well sum-
marized in Part I of Melvin W. Reder’s Studies in the Theory of Welfare Eco-
nomics (1947). Sce also the able historical and critical analysis of various ap-
proaches to welfare economics given by Hla Myint in his Theories of W elfare
Economics (1948), especially Part III.

3 Op. cit., pp. 14ff.
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they afford a basis for holding that welfare will be increased by
transferring a factor of production from a use where its marginal
product is less to a use where that product would be greater; or, for
reasoning that maximum welfare requires that the relative marginal
utilities between any two products must be the same for every in-
dividual who consumes both, for if the relative marginal utilities dif-
fer, each can gain (increase his satisfactions) by giving to the other
some of the product whose marginal utility to the giver is low in
exchange for the product whose marginal utility is higher. The
analysis can also be made to show that monopolies interfere with the
optimum allocation of productive resources; and Reder succeeds in
making a limited application of it to certain problems of economic
dynamics and monetary policy for maintaining full employment.

Nevertheless, this concept of economic welfare is very unsatis-
factory, first of all because it begs a very important question, namely,
What is meant by satisfactions? Apparently each individual is pre-
sumed to be competent to judge this for himself, so that we can
take his demand schedules as a measure of welfare for him; but this is
a very dubious presumption. Suppose he prefers whiskey to shoes
for his child. Arc we then to conclude that welfare will be maximized
by letting him remain a sot, ignoring the needs of the little one? The
difficulty herc is that, in an effort to avoid unscientific value judg-
ments about cnds, a large group of welfare problems is evaded.
Demands, as manifested in thc market, are taken as the ultimate
criterion for values, which is an untenable position. Just as it takes de-
mand as its criterion of necds, so must this approach to the theory of
welfare presumably take the pecuniary costs of the market as its test of
sacrifices, because no scientific way of measuring sacrifice is known.
So, if workers, ignorant of the ultimate effects of a given occupation
on their health or morale, offer themsclves for hire at a wage that
docs not take this effect into account, it is no concern of the welfare
economist. Again, the concept begs the whole problem of unequal
incomes. Scicnce cannot deal with this problem, say the representa-
tives of this school, because there is no valid way of comparing one
person’s satisfactions with another’s; therefore welfare economics
cannot be concerned with inequality.
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This narrow approach will certainly not do. It is welfare eco-
nomics with much of the welfare left out. It ignores some of the
most important economic problems that confront us, and it offers no
guide for policy on pressing issues about which decisions must be
made. It is valid as far as it goes, but it does not go far enough. We
must not close our eyes to important economic problems just because
we have no scientific standard of values to proceed from. We must
frankly face the fact that our statement of the wltimeate ends to be
served must depend mainly, if not entirely, on personal judgment
and common sense—with maybe some admixture of intuition. Science
cannot answer the question, what is the purpose of human existence.
But it should be possible to arrive by empirical methods at a fairly
accurate conception of the goals toward which people do in fact
strive,* and medicine and psychology should be able to tell us what
are the essential physical and emotional needs of human beings.” I do
not doubt that in some such ways as these we will eventually succeed
in establishing a fairly definite list of the ends that our social insti-
tutions ought to serve—a list that may lay some claim to scientific
validity. In the meantime, we can make progress by trying to reach
a consensus among social philosophers (including philosophically
minded economists) concerning the general purposes toward which
social policy should be directed. Economists cannot escape their duty
to share in this work by eschewing it as unscientific, for it has to be
done whether it is scientific or not, and a knowledge of economics is
essential to the doing. Unless it is done, any attempt to control or
direct economic life is senseless.

The general goals to be established by the above procedures are
merely the premises which welfare economics takes as its point of
departure. From there on the rest of this branch of economics can
be strictly scientific; for if the ends of policy are given, it is then a

4 This is similar to, but not quite the same as, Jacques Rueff’s contention that
it is possible to build a scientific system of ethics by inductive study of prevailing
ethical standards and attitudes. See his From the Physical to the Social Sciences
(English translation, 1929). My idea is that we should study inductively, not
the ethical viewpoints of men, but the objectives toward which they can be
observed to be working.

5 George Soule has developed this idea interestingly and persuasively in
Chapter X of his The Strength of Nations (1942).
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matter of evidence and logic to arrive at measures of control that
will lead in the desired directions. Here welfare economics takes the
findings of pure economics concerning the way in which economic
forces work, and applies them to obtain certain results, just as the
physicist uses his knowledge of the behavior of electricity to create
an incandescent lamp. The analogy with biology will hold here, also,
and the findings reached will be equally valid; for just as the biologist
can say that, if the purpose of life is survival, then protective colora-
tion will contribute to it, so can the economist declare, with equal
confidence, that, if one of the purposes of economic life is to max-
imize the social income, then free international trade will promote it.

To some extent survival may be taken as one of the goals for social
policy, although it cannot occupy quite the same place as it does in
biology. There are situations in which the lives of whole populations
or social groups are at stake. This was the case with the Jews in con-
tinental Europe during the régime of the nazis. Here was a life-and-
death struggle between two quasi-racial groups in which one of them
almost became extinct, and would undoubtedly have become alto-
gether so had the nazi system not been destroyed by outside inter-
vention. There have been other cases in history where racial or na-
tional groups have more or less disappeared before the advance of
peoples with a different civilization. In these cases, survival in the
literal biological sense becomes the paramount social value. However,
such cases are rare in modern times, and are likely to become fewer
as civilization advances. The individual members of social groups are
not often exterminated in the modern world. Although the Indian
civilization has almost disappeared from the North American con-
tinent, the total Indian population today is probably greater than
it was before the coming of the white man. The same is perhaps
true in other parts of the world where primitive cultures have given
way before the advance of occidental civilization.

This reasoning tends to reduce the importance of struggle for
existence and survival in its literal sense as the ultimate criterion for
social economy, but there is an analogous kind of survival which is
of great importance. Social groups are trying to perpetuate them-



8 Social Economy and the Price System

selves as cultural entities, and there is a struggle between these entities
for supremacy and existence. It is a struggle in which established in-
stitutional patterns may become extinct. In their extinction individ-
ual members of the affected groups need not perish, but their status
is likely to become greatly changed for the worse. For instance, the
conflict between Japan and China which was presumably settled by
the defeat of Japan in World War II, was one in which, had the
Japanese been victorious, the feudal aristocracy of Japan would have
maintained its position of socio-cconomic supremacy over the rest
of the Japancse people, and the population of China on the whole
probably would have had to occupy a position of inferior economic
and social status under the overlordship of Japanese political and
industrial leaders. At the present time rivalry between the United
States and the Soviet Union is a struggle between two systems of
political and economic organization in which the status of important
classes of the population of these countries is at stake. If communism
were to be imposed upon us, the present capitalistic classes would be
executed, or placed in slave-labor camps, or forced into the ranks
of the propertyless proletariat. This is not the whole of the struggle
between our system and the Soviet system. It is not just a matter of
protecting the property or lives or freedom of American capitalists;
it is rather a question of maintaining a whole set of political, social,
and economic institutions under which we have prospered, as against
another system of culture which we believe would not make as satis-
fying a way of lifc for our people. The struggle between these two
systems is very scrious, one for which both sides are prepared to
fight tenaciously if necessary. It is thus a struggle for social rather than
biological existence, but one which occupies a preéminent place in
our scale of values. So Jong as struggles of these kinds continue in
the world, group survival in the sense herc described must be a
major criterion of social policy.

The survival of a social group depends above all else on its eco-
nomic strength. This again is demonstrated by the war. It was the
nation that could produce the most ships, airplanes, tanks, and guns
that was bound to win. It was because the Axis powers were pitted
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against the enormous productive capacity of the United Nations, and
especially of the United States, that their eventual defeat (once the
blitzkrieg had failed) was inevitable. And if the blitzkrieg had suc-
ceeded, its success would have been due to superior preparedness at
the start, which again is largely a matter of economic organization
and policy. This matter of economic strength involves many aspects
of a nation’s cconomy. Strength depends on the physique and morale
of the people, and these are partly determined by such things as the
level of income and the way in which it is distributed among the
population. Strength depends also on the broad characteristics of
the cconomic organization—its institutions of ownership, of manage-
ment, and the methods of production that prevail. For this rcason
the conflict between capitalism, nazism, and communism in the war
was not a competition between “isms” only, but between the groups
that depended on these particular economic systems for strength to
fight against the other groups. In the end, it is that system of organ-
ization that will make its group economically strongest that is likely
to prevail.

However, survival (even in the special sense that has been ex-
plained) is not the only criterion of economic welfare, for not all of
the choices that individuals and social groups can make are crucial
for survival, This is cspecially true where matters of esthetics and
personal taste are concerned. We can survive equally well whether
our architecture is of Elizabethan or colonial style, whether our
women wear their hair long or short, and whether we eat olives or
sweet pickles. It does make a difference whether church doctrines
are bigoted or tolerant, but, given a modernist point of view, it
probably is of no consequence whether the dominant sect is Epis-
copal or Presbyterian. A country in which civil liberties are pro-
tected probably has a better chance for ultimate success in the
struggle among nations than one in which individual rights are sup-
pressed, but it may not matter much whether the form of govern-
ment that is based on these rights be republican or parliamentary. As
civilization progresses, it seems likely that the range of choice within
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which survival is possible will be greatly widened, for as internation-
alism spreads, the competitive struggle between national groups will
give way to codperation within a single world organization. Within
each part of this great union the struggle between different religious
and racial groups is also likely to be resolved, at first by the growth
of mutual respect and tolerance, reinforced by law, and eventually,
perhaps, by complete amalgamation.

As these developments proceed, social philosophers will have to
lay more stress on the so-called higher values of life. For the present,
however, we shall not go far wrong if we make group strength a
major (perhaps the major) goal of social policy. We can, then, erect
a set of economic criteria on this basis. Such a standard will not
neglect the esthetic and moral values as much as might be supposed
—if, indeed, it will neglect them at all. For was not their flagrant dis-
regard of good moral principles in both their domestic and inter-
national policies the real cause of the nazis’ downfall? And who can
deny that a social group in which beauty is appreciated and fostered
will be better equipped for competitive struggle (other things being
equal) than one which is steeped in ugliness? In view of these con-
siderations, I feel justified in adopting social survival, which de-
pends on group strength, as the starting point for a study of social
economy.

It scems to me that there are three fundamental factors on which
such survival must depend. They are: (1) efficiency of the individual
members of the group, (2) effective forms of group organization,
and (3) internal cohesion. Certainly, the group cannot be strong
unless the individuals that compose it are strong, in the sense of being
healthy, intelligent, and industrious. But efficient individuals are not
enough; they must be welded together in a social group that com-
mands their loyalty and codperation, and that combines their efforts
in effective joint endeavor. Internal cohesion is necessary to the
stability of the group, for if its members are split into different
classes with a serious clash of interests, there is a continual threat of
revolutionary upheaval which may completely disrupt the society.
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These basic requirements for group survival do not depend solely
on economic conditions, but each of them does so to a considerable
degree. Individual efficiency must include individual fitness for pro-
duction; effective group organization requires efficient and con-
tinuous codperative arrangements for carrying on industrial activity;
and internal cohesion and stability cannot be achieved without equity
between the members of the group in economic matters—especially
in sharing the fruits of production. In all three of these requirements
happiness is an important factor, for, unless human beings are happy
in their work, they cannot be good producers or good codperators;
but above all, happiness is essential to group solidarity, for a dis-
contented people is not likely to have cohesion and stability. Failure
of the nazis to lay sufficient stress on this factor (along with their
violation of good moral principles) would probably have wrecked
the nazi organization eventually, even if it had not been defeated by
its external enemies; for the nazi system relied too much on the im-
position of force for its group cohesion, instead of promoting the
happiness, and thereby the voluntary codperation, of its citizens.
Group survival is not a mere matter of mechanical efficiency. It
is intimately tied in with the contentment and good-will of the
people.

It is possible to formulate a conception of social economy that will
be in conformity with the above requirements. This can be set forth
in a number of general principles, from which detailed specific cri-
teria for judging the fitness of our economic institutions can be de-
veloped. In this chapter I will state the general principles, leaving to
subsequent chapters a more detailed elaboration of their content. I
will not claim that these principles are scientific, in the strictest sense
of that term; for they rest very largely on my personal judgment. I
do believe, however, that they will appeal to the majority of
thoughtful readers as wisc objectives for economic policy, and as
not only consistent with, but essential to, the broad goal of group
strength and survival. If they be accepted as such, then much (and I
hope most) of the subsequent analysis will follow as a matter of
convincing logic.
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THE CRITERIA OF SOCIAL ECONOMY®

The first general principle of social economy may be called the
principle of want selection. It can be stated as follows: Wants should
be provided for in the order of their importance; that is, the most
urgent wants should be met before the less important ones are taken
care of. To put it negatively, though perhaps more cogently: No
want should be satisfied if a more important want is thereby ex-
cluded. In our world the means of production are so scarce that we
cannot possibly satisfy all of our desires for goods. Except in periods
of mass unemployment that would not exist in a well-ordered econ-
omy, the use of labor and capital in one direction necessarily involves
giving up some possible alternative. We must, therefore, choose
between those desires which we shall satisfy and those which we
shall forego. Maximum economy is to be achieved by giving priority
to those goods which are most important, It is clearly wasteful to dis-
sipate our resources in the satisfaction of trivial wants if more im-
portant ones are to be sacrificed. Both individual and group effi-
ciency depend upon the fulfillment of this principle, and so does
human happiness, on which group cohesion depends.

The general idea embodied in the principle of want selection will
doubtless command general acceptance; but many may question
whether it is capable of very fruitful application, because of the lack
of any valid standards as to which wants arc to be preferred over
others. It cannot be denied, however, that decisions concerning
what shall and shall not be produced must be made somehow. The
present economic process makes these decisions by accepting the
choices of buyers in the market as its guide. If we are to subject the
economy 'to intelligent control we must develop some criteria for
judging whether the choices so made are wise or unwise, and whether
they could be improved. I believe that it is possible to do this, and in

6 Most of what follows under this heading was originally read as a paper,
entitled Some Criteria of Social Economy, at the annual meeting of the Ameri-
can Economic Association in January 1944. This paper was printed in the
Supplement to the American Economic Review, Vol. XXXIV, pp. 1-8 (March
1944), and is reproduced here with the permission of the Executive Secretary

of the Association.
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a later chapter I will attempt to show how the problem can be
approached.

Closely related to the principle of want selection is the question
of whose warts are most important. Should everyone be treated
alike, or are there some persons of such exceptional value to society
that their needs should take precedence over others” In other
words, should we have equality of incomes or inequality; and if we
decide in favor of the latter, how great a degree of inequality is wise?
The problem is one that affects both the productive efficiency of the
economy and its internal cohesion. It affects productivity because
people living in poverty may not be physically fit enough to make
good workers, while at the other extreme therc may be indolence
or idleness on the part of those for whom life is made too easy. It
affects group cohesion because if the contrast between riches and
poverty is too great, revolutionary discontent may be aroused.

It may be that the method of dividing the social income that is
most appropriate for one stage of economic development or type of
cconomy will not be suited to another. The late Professor Simon N.
Patten drew a useful distinction between what he called a deficit
(or pain) economy and a surplus (or pleasure) economy.” Perhaps the
terms poverty economy and comfort economy would express his
idca more aptly. A deficit, or poverty, economy is one in which
the social product is barely sufficient to provide for the minimum
needs of the population. A surplus, or comfort, economy is one in
which there is a substantial excess above subsistence that can be
used to provide for the growth of capital and to promote a progres-
sive increase in economic well-being. It is obvious that the problem
of dividing the social income equitably may differ somewhat in these
two cases. For instance, if the surplus is very small the existence of
a privileged class which is much better cared for than the mass
of the pcople may be justified as a necessary means of giving a start
to the growth of capital and the devclopment of culture; but in a
community where the surplus is large it would not be unreasonable

7 Simon N. Patten, The New Basis of Civilization (1907).
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to require as a necessary condition for social welfare that this surplus
be widely shared by the masses. The countries of western civiliza-
tion enjoy a surplus sufficient to provide a considerable degree of
comfort for their people. For the purposes of this study, therefore,
it may be assumed that we are dealing with comfort economies.

I believe that there are four principles which should govern the
division of income in such economies. These principles may be called:
the principle of a guaranteed minimum, the principle of incentive, the
principle of developing talent, and the principle of common surplus.
These may be regarded as corollaries to the principle of want selec-
tion. .

The principle of a guaranteed minimum is that the basic require-
ments for all should be met before luxuries are allowed to any. This
principle rests partly on humanitarian grounds. Persons of refined
sensibilites and sympathetic impulses do not like to see others suffer
or starve. I believe that these altruistic sentiments should not be
lightly disregarded, and that the principle might be defended on
this basis alone. However, for those who may be inclined to construe
this as a concession to weak sentimentalism, it can be shown that
there is a more practical basis for the principle. Group strength and
stability demand that the masses be supported at a fair standard of
living. Poverty begets disease and crime, both of which detract from
the strength of the social group. Their effects are not confined to
the poor alone, but reach out to strike other members of society.
Poverty also makes poor producers; for a man who is inadequately
fed, clothed, and housed cannot be as good a worker as one whose
minimum needs are better taken care of. So poverty reduces the
social income. Furthermore, it makes for discontent, thereby reduc-
ing group cohesion and stability. The great contrast in eighteenth
century France between the luxurious wealth of the aristocrats and
the misery of the common people created such a feeling of outraged
injustice that it finally produced the French Revolution; and a
similar situation in Russia precipitated the communist revolution in
that country after World War 1. The rise of communism in China
is mainly attributable to the same cause. These illustrations suggest
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that a social structure cannot survive if it outrages the sense of
justice of the common people.

The principle of a guaranteed minimum is already recognized
and has been put into effect to some degree in the countries of ad-
vanced civilization. Our poor laws and public charities provide at
least for the maintenance of life for those who cannot support them-
selves, and our expanding social security systems represent a further
application of the principle. Undoubtedly our conception of mini-
mum needs will grow as civilization progresses, so that we may
expect a stcady extension of this principle. However, if it is carried
too far, there is danger that a premium may be put upon laziness.
Group strength is not likely to be attained where there is a large
proportion of drones. Society must not be so generous in guarantee-
ing minimum needs that the incentive to work is removed.

This suggests that there is a second principle which must also be
made effective in the division of the social income. This may be
called the principle of incentive. It states that rewards should vary
with the socially useful productive accomplishment of the individual.
While a minimum of subsistence should be guaranteed to everyone,
the rule should also prevail that those who are able-bodied must work
for a living. Society should assure to the lowest-paid workers a
sufficient wage for the maintenance of health and decency, but it
should support in idleness only those who cannot work because of
illness, old age, or other disability. Beyond the minimum income,
higher carnings should be possible for those whose achievement is
superior. Human nature being what it is, this appears to be nccessary
in order that each may be stimulated to do his best. The result will
be a considerable degree of inequality of incomes; but this is not
likely to provoke revolutionary discontent if it is based on a just
principle.

R. H. Tawncy, in his penetrating criticism of some of the institu-
tions of capitalistic societies,® observes that too many people in the
modern world are permitted to own wealth and to receive large
incomes without rendering a corresponding service to society. He

8 Richard H. Tawney, The Acquisitive Society (1920).
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suggests that where there is a right or privilege, there should be a cor-
responding duty to the social group. The principle of incentive would
carry out this idea, by making the right to receive income (on the
part of the able-bodied) conditional upon performing the duty of
producing correspondingly.

The inequality to be permitted under the principle of incentive
should be no greater than is necessary to accomplish the required
degree of stimulation to endeavor, and it should be carefully limited
by the condition that no one should be permitted to enjoy a reward
for antisocial behavior. Income should be obtainable only by the
performance of acts that promote the social welfare, and the amount
received above the guaranteed minimum should not be permitted
to exceed the value of the contribution.

It is not enough to guarantee a minimum of subsistence for all,
and to provide a system of incentive rewards that will stimulate each
person to do his best. There must also be provision for bringing out
the capacities for useful achievement that are latent in each indi-
vidual. This is what is meant by the principle of developing talent.
In present society much talent goes undiscovered or is not developed
to its fullest potentialitics. The causes for this waste of human re-
sources lie in a combination of circumstances, among which are
poverty, ignorance and stupidity on the part of parents and tcachers,
and lack of effective social machinery for secking out and cultivating
inherent abilities. Socicty should provide the fullest opportunity for
the education and training of all, regardless of their mecans. This does
not mean that everyone should receive the same education or
training, but only that he should get whatever opportunities are
necessary to develop his particular socially useful capacities. The
principle should be linked with the principle of incentive in such a
way that the individual will find it advantageous to foster those of
his talents that will contribute most to the common welfare.

In a prosperous society there may well be a surplus of income
above what is needed to give effect to the principles of guaranteed
minimum, incentive, and developing talent. If so, this excess should
not be dissipated (as it now is) in undeserved prizes to a lucky few.
Under existing institutions some individuals are the recipients of
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enormous incomes that are far beyond what is necessary as a
stimulus to endeavor, and that are out of proportion to any useful
contribution made by the recipients to society. In many cases these
incomes are not connected with any useful contribution at all.
Indeed, too often they are the fruit of definitely predatory behavior.
As a result, much of the surplus is wasted in extravagant living that
adds nothing to group welfare, and that weakens group strength by
arousing discontent on the part of those who are less fortunate. The
proper disposition of the social surplus is to appropriate it for the
common good. It could be used to increase the stock of capital in the
community, or to provide for higher cultural needs, or to make
possible increased leisure. The proposition that surplus income
should be used for purposes that will contribute to the common wel-
fare may be called the principle of connmon surplus.

Another problem, which is really a special case of want selection,
concerns the comparison of present and future needs. How much
should be sacrificed in the present for the sake of benefits thereby
made possible in the future? It is clearly advantageous to sacrifice
some consumable goods now in order to provide equipment that will
increase the output of industry later. The progress of civilization and
the continued increase in the economic strength of the group depend
very largely upon this process of saving and investment. Some
societies are too poor, and others are too shortsighted, to accumulate
much capital. On the other hand, there are some economists who
believe that very wealthy societies get into difficulties because of too
much saving. However, what they have in mind is not the provision
of equipment in excess of social necds, but in excess of the oppor-
tunities for profitable investment. The basic question for social
economy is not how much saving and investment will yield a financial
gain, but what is the right amount to maximize the social welfare. I
am not sure that a precise rule can be laid down in answer to this
question, for it must be partly a matter of judgment and preference;
but the following four principles may be offered tentatively as a
guide to correct decisions on the problem.

The first may be called the principle of capital maintenance. It
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is sound social policy to keep the fund of capital equipment intact
by replacing it as fast as it wears out. Good business practice takes
care of this by depreciation allowances, and wise policy would re-
quire that a similar provision be made in the public domain. There
are times of emergency, such as war, when the entire energies of a
nation must be devoted to the urgent provision of munitions and
supplies in the present, even at the expense of depletion of capital.
In such circumstances the principle of capital maintenance may have
to be abandoned temporarily; but the society that fails to make
provision for maintaining its economic equipment in the long run
will retrograde, and thereby become weakened in relation to other
social groups which pursue a wiser policy.

A progressive community will not be satisfied with mere main-
tenance of its capital equipment; it will go further and make some
provision for increase. Certain additional principles then come into
play.

The provision of capital equipment is difficult and painful for a
poverty economy because it is so poor that there is no excess of
income above the most pressing needs of its people, so that saving
and investment can take place only at the expense of acute privation
and suffering. In a comfort economy, on the other hand, there is a
surplus, so that the accumulation of capital need not involve a
sacrifice of basic requirements. As Hobson has suggested,” wise
social policy will sec to it that a part of this surplus is invested to
provide for growth in the community’s equipment, and that the
funds so invested come from those who have the surplus, and not
from those who have not yet attained to a comfort level. This may
be called the principle of invested surplus.

The principlc may come into effect automatically by acts of in-
dividual saving and investment on the part of the well-to-do; but it
could also take place by social appropriation of the surplus and its
use by the government for public investment. There are circum-
stances in which the latter procedure may constitute a desirable
supplement to private saving, and in collectivist economies it may
constitute the chief, or perhaps the only, form of capital accunula-

9 John A. Hobson, Work and W ealth (1914), Chaps. VIII and XII.
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tion. In any case, it should not be necessary for those who live in
real poverty to give up present necessities in order to provide
social capital, when there is a surplus that can be used for this
purpose without requiring any comparable sacrifice on the part of
those who possess it. It seems to me that this rule is valid even though
the motive for saving on the part of the poor may be to safeguard
their own future. Under the principle of the guaranteed minimum
it should not be necessary for them to make this sacrifice.

"The most appropriate amount or rate of investment will depend
on the size of the surplus that is available. A poverty economy
cannot be expected to invest a very large proportion of its income
in capital equipment. The example of the Soviet Union, however,
shows that much more can be done in this direction (under a col-
lective régime) than was formerly thought possible. Had war not
intervened, the enforced saving imposed on the Russian people by
the five-year plans would undoubtedly have yielded great benefits in
the form of more consumable products in one or two decades.
Nevertheless, so rapid an industrialization of a rural economy may
be purchased at too great a price. Certainly the Russians have been
forced to live at very low levels while the process of providing
industry with modern equipment was taking place. After it has once
become industrialized, an economy provides thenceforth a surplus
of income that makes the accumulation of further equipment ever
easier, and that progressively increases the size of the surplus. Hence
an economy can reasonably increase the rate of its investment as it
becomes more prosperous. It does not follow, however, that the rate
should continue to rise indefinitely; for although a society whose
income is growing can afford to devote an increasing proportion of
its product to provision for the future, its need for such provision
becomes ever less acute. Therefore the proportion (though not the
absolute amount) of its income devoted to capital growth can
reasonably be reduced. A larger share of the increasing surplus can
thereby be set free for present benefits in the form of more luxuries
and increasing leisure. "There is a principle here that may be called
the principle of progressive-regressive investment. It can be stated
in this way: The proportion of the social income to be invested in
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capital equipment should first increase, then decrease, as the size of
the social surplus grows.

Another problem in connection with social provision for the future
concerns the direction of investment. Savings should be invested in
those forms of equipment that promise to be most productive, in the
sense that they offer the greatest prospect of future social benefits.
The special interpretation here put on the word productive is im-
portant, because it will be shown that profitability is often not
synonymous with social desirability. We may call this criterion for
directing the use of savings the principle of selective investment. It
follows the general principle of want selection stated above, differing
from it only in that it involves the special problem of forecasting
those wants which promise to be most important in the future, and
of directing investment accordingly. Due consideration must also be
given to the risks of possible interruptions and mistakes that may
interfere with the fruition of plans for the future, and to possible
changes that may be brought about by the discovery of new goods
and improved processes.

Progressive increase in the social income takes place, not only by
the progressive accumulation of capital, but even more by the dis-
covery of new products and the development of new methods of
production. While a considerable amount of technical progress of
this sort may take place spontaneously (as it has done to a surprising
degree in the United States), a matter so important should hardly be
left to chance. There should be definite social provision for the dis-
covery and development of inventive genius, for the promotion of
experimentation and research, and for the widespread introduction
and use of new products and technologies that are found to be worth
while. There is here a principle that can be called the principle of
technical progress, to the effect that there should be social institu-
tions for the promotion of progressive improvement in industrial
products and techniques.

The criteria of social economy so far developed are concerned with
the direction which production should take. They may therefore be
regarded as ramifications, and perhaps as corollaries, of the broad
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principle of want selection. In addition to the question, what things
should be produced, there is the further question of how much of
each thing should be produced. Here there is another basic criterion,
which may be called the principle of surplus utility. This can be
worded as follows: The production of every good should be carried
to (but not beyond) the point that maximizes the surplus of its utility
in consumption over the disutility occasioned by its production. I
use the terms utility and disutility here, not in the hedonistic sense of
individually felt and nicely calculated sensations of pleasure and pain,
but much more broadly, as a neat way of characterizing the anti-
thesis between benefits and sacrifices that is basic in all economic ac-
tivity. I have in mind something similar to Hobson’s contrast between
human utility and human costs.’* The point is that goods should yield
a surplus of something worth while sufficient to overbalance the sac-
rifices incurred in creating them.

The want-satisfying power of some goods is so small in relation to
the sacrifices of onerous work, personal injury, impaired health, low-
cred morale, or loss of leisure associated with their production, that
they are not worth producing at all. Moreover, there is the law of
diminishing utility to be reckoned with. According to this law, even
the most beneficial goods can become so plentiful that the extra gain
to be derived from any more of them is not worth the extra effort re-
quired to produce them. When this point has been reached it would
be waste to go any further. Application of this principle involves such
matters as the proper length of the working day, the health, safety
and contentment of workers in industrial establishments, and the
conditions which should govern the employment of women and
children in industry. It also raises questions of the qualitative and
quantitative contribution of different goods to the general welfare;
hence it is related to the principle of want selection,

The welfare economist is at a disadvantage here because the con-
cepts of utility and disutility are quite imponderable. It is a discon-
certing fact that we have no standard measure of these, the most
fundamental elements of economics. In the absence of units of mea-
surement we must fall back partly upon judgment and common sense

10 John A. Hobson, op. cit., especially Chaps. I and IIL
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in dealing with the principle of surplus utility. Nevertheless, I hope
to show in a later chapter that it may be possible to develop objective
measures of some of the phenomena with which this principle is con-
cerned.

Corollary to the principle of surplus utility is the principle of full
employment. This principle states that every productive resource
that is capable of yielding a surplus of utility over disutility should be
kept fully employed, except when needed as a reserve for future con-
tingencies. As here used, the term productivé resource includes both
labor and capital.!* The proviso concerning future contingencies
makes allowances for conservation of natural resources, which should
not be depleted too rapidly at the expense of future generations. Ex-
cept for this proviso, the community loses potential income when
cither labor or captial is idle. In the case of labor the loss can never
be made up, because a working day once passed in idleness never
returns. A machine that is out of operation for any period of time
presumably will have its life lengthened by a corresponding amount;
but this is hardly true of human beings.

The waste of unemployed resources in contemporary society is so
great that it constitutes one of our most serious problems. It weakens
group strength, not only because of the loss of income which it entails,
but also because the unemployment of labor deprives the workers of
a means of livelihood and thereby arouses revolutionary discontent,
which is a threat to internal cohesion and social stability.

In order to give effect to the principle of full employment it is
necessary to establish a standard for determining when employment is
full. It will be shown in Chapter Seven that such a standard can be
derived from the principle of surplus utility.

It has already been stated that in a world of scarcity the use of re-
sources for any particular product requires the giving up of some
other good that might have been produced in its stead. In order to

11 ]t should be further explained that I here follow Irving Fisher in using
the term capital to denote a stock of material wealth. By this usage, the word
includes both land and man-made wealth. To denote durable wealth made by
man I use the term equipment. Sece my Principles of Economics: a Restatemment
(1941), PP: 70-72.
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reduce this sacrifice to a minimum, the most economical methods that
are feasible should be used in the making of every product. That is,
the output per unit of the factors of production should be maximized,
provided that no factor is pushed beyond the point where it no
longer yields a surplus of utility over disutility. This broad principle
of social economy may be called the principle of least costs. It can be
formulated as follows: Each good should be produced in the manner
that requires the least sacrifice. The implications of this w1ll be ex-
plored in Chapters Six and Eight.

The meeting of this requirement depends partly upon pecuniary
accounting and partly upon the structural organization of industry
and the details of industrial management. A producing concern can be
organized in the form of a single enterpriser, a partnership, a corpora-
tion, a codperative, or a state undertaking. Each of these has its pecu-
liar characteristics which adapt it for particular kinds of production.
If maximum efficiency is to be attained, each industry should adopt
the one of these several forms that is most appropriate for the work it
has to do. 'Then there is the matter of the scale of operations. Large-
scale production brings into effect certain economies that reduce
costs very markedly in some cases; but this method is not equally
adapted to all industries, and is not at all possible for some. Presum-
ably there is for each kind of production an optimum size of plant
that will bring costs to a minimum. This size should be ascertained
and put into effect in every case. Beyond the size of the plant, there
are often possibilities for further economies by bringing several
plants—or even whole industries—under one management. Horizontal
integration makes it possible to avoid duplication of facilities and
avoid competitive wastes; vertical integration facilitates close co-
ordination of the successive stages into which production is split;
and complex lateral integration promotes more complete utilization
of by-products and articulation of related branches of industry. Here
again, social policy should be directed toward promoting the most
efficient organization, with due safeguards against the abuse of monop-
oly power, These three factors of form, scale of operations, and de-
gree of integration can be summed up in one comprehensive principle
of economy, which I shall call the principle of optimum industrial
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structure. It is stated thus: Each industry should be organized in the
form, on the scale, and with the degree of integration that promotes
the greatest efficiency of production. This is a corollary to the prin-
ciple of least costs, as are also the next three principles.

In the operation of an industrial plant the cost of producing a unit
of product varies with the quantity of output. Each plant has a cer-
tain maximum capacity. Within the limit set by this maximum, the
output can be varied. According to that part of economic theory
which deals with the equilibrium of the firm, the average unit costs
will ordinarily be high for a very small output, and will descend as
the output increases until a certain minimum is reached, after which
they will rise again and continue to rise until the plant is operating at
its maximum. When the average costs are at their lowest point they
are said to be at their optimum, and the plant is then operating at its
optimum output. Obviously, if the principle of least costs is to be ful-
filled, each plant should be operated at this optimum output (it being
assumed that costs will be calculated so as to reflect social sacrifices
accurately). Here is a second principle, subordinate to the gencral
principle of least costs. It can be called the principle of optinmm out-
put.

In the operation of an industrial plant, the reduction of costs to a
minimum depends not only on output, but also on the quality of the
management. Some men have greater capacity for leadership and or-
ganization than others. Those who have these abilities in the greatest
degree should somehow be brought into the highest administrative
positions in industry (as well as in government). The principle of
developing talent is closely related to this problem. Then, in the de-
tails of supervising a producing establishment there are certain tech-
niques that have been shown by recent studies and experiments to be
most efficient. Management is no longer just a matter of common
sense and experience, but is becoming an applied science or technical
art. Methods can now be prescribed for the most effective handling of
such problems as those pertaining to plant layout, movement of ma-
terials, scheduling of work, speed of machinery, selection, training,
placement and promotion of personnel, incentive wage systems, the
detailed performance of each task, maintenance of morale, cost ac-
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counting, market analysis, and many others. The principle of least
costs requires the use in each plant of the most efficient methods in
matters of this kind that have been devised. These requirements con-
cerning the quality and methods of management can be summed up
in one criterion—the principle of efficient management. In formal
language, it runs to this effect: Producing establishments should be
directed by the most competent persons, and should use the most
efficient methods of management.

There is another principle of efficiency within the plant, subordi-
nate to the broad principle of least costs, that may be called the prin-
ciple of factorial combination. It is that the factors of production
should be combined in such a way as to minimize the use of those
which require the most sacrifice, and to maximize the use of those
which require the least sacrifice. In the production of any good there
is usually possible a choice of ways in which the various factors can
be combined. For instance, routine tasks can be performed by un-
skilled labor or by machinery, crops can be grown by using much
fertilizer on a little land or by using more land and less fertilizer, and
so on. In order to minimize the sacrifice of alternative opportunities,
the scarce factors (such as highly skilled labor) should always be re-
served for those uses in which they are most indispensable, the more
plentiful types (such as unskilled labor) being employed wherever it
is possible to do so. In applying this principle we are again confronted
by difficulties of the sort mentioned in the discussion of surplus utility.
In the first place, the various productive factors differ in kind, so
that they have no common denominator. An acre of land is not com-
parable to an hour of work, and the difference between the work of
a skilled artisan and that of a common laborer is one of quality rather
than of quantity. In the second place, scarcity is not an absolute mag-
nitude; it is a relative concept. A thing is scarce in relation to the
need for it. Later I shall attempt to grapple with this problem. In the
meantime it is clear enough that the principle itself is a valid, and in-
deed a necessary, criterion for the attainment of social economy, no
matter how difficult it may be to apply it with quantitative exactness.

The principle of technical progress, which was stated above as a
phase of the problem of providing for the future, is also relevant here.
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It is upon such progress that we depend for the gradual reduction of
production costs over the years. New inventions and processes, by
making it possible to produce goods with less employment of the
scarce factors of production, release resources for the production of
other goods, and thereby add to the real income and strength of the
social group.

This completes the list of criteria by which the degree of our suc-
cess in the pursuit of social economy can be tested. It may be worth
while to bring these criteria together in outline form, in order that
they may be easily seen as a whole m their relationships to each
other. This is done in the following outline:

L. Criterion pertaining to the selection of wants.

The principle of want selection:

Wants should be provided for in the order of their importance.
1. Criteria pertaining to the division of income.

The principle of a guaranteed minimum:
The basic requirements for all should be met before luxuries are
allowed to any.

The principle of incentive:
Rewards should vary with the socially useful productive accom-
plisbment of the individual.

The prmclple of developing talent:
The capacities for useful achievement that are latent in individ-
uals should be discovered and developed.

The prmcnple of common surplus:
Surplus income should be used for purposes that will contribute
to the common welfare.

III. Criteria pertaining to present and future needs.

The principle of capital maintenance:
Capital equipment should be kept intact by replacing it as fast as
it wears out.

The principle of invested surplus:
In a comfort economy the growth of equipment should come
from investment of surplus social income.

The principle of progressive-regressive investment:
The proportion of the social income to be invested in equipment
should first increase, then decrease, as the size of the social sur-
plus grows.
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The principle of selective investment:
Savings should be invested in those forms of equipment that
promise to be most productive of future social benefits.

The principle of technical progress:
There should be social institutions for the promotion of progres-
sive improvement in industrial products and techniques.

IV. Criteria pertaining to quantity of production.

The principle of surplus utility:
The production of every good should be carried to (but not be-
yond) the point that maximizes the surplus of its utility in con-
sumption over the disutility occasioned by its production.

The principle of full employment:
Every productive resource that is capable of yielding a surplus
of utility over disutility should be kept fully employed, except
when needed as a reserve for future contingencies.

V. Criteria pertaining to efficiency of production.

The principle of least costs:
Each good should be produced in the manner that requires the
least sacrifice.

The principle of optimum industrial structure:
Each industry should be organized in the form, on the scale, and
with the degree of integration that promotes the greatest effi-
ciency of production.

The principle of optimum output:
The output of each plant should be kept at the point of lowest
average costs.

The principle of efficient management:
Producing establishments should be directed by the most com-
petent executives, and should use the most efficient methods of
management.

The principle of factorial combination:
The factors of production should be combined in such a way as
to minimize the use of those which are scarcest, and to maximize
the use of those which are most plentiful.

The principle of technical progress (repeated from III):
There should be social institutions for the promotion of progres-
sive improvement in industrial products and techniques.

INTERNAL AND EXTERNAL CONSISTENCY OF THE CRITERIA

When these criteria were first presented in a paper at the annual
meeting of the American Economic Association in 1944, Professor
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John J. Spengler, in the formal discussion, made the cogent observa-
tion that any such set of standards should meet the test of internal
and external consistency.*? By internal consistency, he meant that the
criteria should be in harmony with each other—they must not work
at cross purposes. By external consistency, he meant that the eco-
nomic values set up should be compatible with other, non-economic,
social values. Let us consider whether the criteria do meet this test.

The most likely source of internal inconsistency is to be found in
the second group of criteria—those pertaining to the division of in-
come. The principle of incentive requires that rewards should vary
with the productive accomplishment of the individual, whereas the
principles of a guaranteed minimum and of developing talent appear
to require the payment of incomes regardless of the recipients’ pro-
ductivity. Also, it might be argued that if each is paid the full value
of what he produces, this may absorb the whole product, leaving no
surplus for other purposes, including the guaranteed minimum, the
development of talent, the promotion of the common welfare, and
(going over into the third group of criteria) the provision of capital
for future needs.

So far as the guaranteed minimum is concerned, I have already
suggested that, in the case of the able-bodied, this should be condi-
tioned on willingness to work (and it is assumed that work will be
made available, by putting into effect the principle of full employ-
ment). In an efficient economy it should be possible for even un-
skilled labor to earn the modest minimum that is here contemplated;
and it will still be worth a man’s while to work for his own advance-
ment, so that ample scope remains for the principle of incentive to
operate. In the case of minors and the infirm, I see no objection to
waiving the principle (indeed, this is already a part of our mores);
and in the case of the aged, it is possible to work out kinds of retire-
ment annuities that will depend partly (and perhaps wholly) on the
previous accumulations of the annuitants, so that here the working of
incentive is not seriously interfered with. Neither is it abrogated by
providing for the development of latent talent. Here the subsidy to
the individual is only temporary, and, if thought desirable, it could be

12 See the citation in footnote 6.
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so arranged that it would eventually be repaid by the beneficiaries
out of the future earnings that their education will presumably make
possible.

Turning now to the argument that the earnings of the producers
might absorb the whole of the social product, so that the guaranteed
minimum, development of talent, needs of the future, and promotion
of the common welfare could not be provided except by taking away
from producers that to which they are justly entitl;d under the prin-
ciple of incentive, the answer is that this principle does not require
that each person should be given, for his own use, the full value of
his product. The purpose of providing a sufficient stimulus to en-
deavor is served if one gets substantially more as his service is greater,
even if he does not get all that he produces. In a progressive comfort
economy therc should be a substantial surplus above what is needed
to make incentives effective. Besides that, if the productive contribu-
tion of human factors is measured by the marginal calculus, there will
be a considerable product imputed to land that can readily be appro-
priated for social purposes.

These are 1 belicve, the matters of internal consistency that are
most likely to be questioned. If there be others that arise in the minds
of discerning readers, I suggest that they be held in abeyance until
we reach the detailed development of each of the various criteria that
is to follow in succceding chapters. Most of the matters that have
been rather sketchily presented here will be considerably elaborated
there.

To deal adequately with the problems of external consistency or
inconsistency would take us far beyond the subject of economics into
the fields of politics, sociology, ethics, and philosophy—to mention
only a few. This would not be inappropriate, and a full treatise on
economic welfare would perhaps require it; for economic problems
cannot be settled in terms of economics alone. The social fabric is a
mixture of many threads which must be woven into a common pat-
tern if its function is to be well served. Nevertheless, a degree of
specialization is permissible here, as in other fields of learning, so long
as one is not too narrow in his outlook, is conscious of the broad
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ramifications of the problems he is considering, and is cautious in
reaching conclusions. The economist may be pardoned if, recogniz-
ing the limited scope of his knowledge, he confines himself to those
aspects of welfare that depend most closely on economic conditions.

The present study does not attempt the task of defining the whole
of welfare. Neither does it pretend to be a general treatise on eco-
nomic welfare. It is a specialized study, aimed at appraising the possi-
bilities of pricing as a device for guiding the economic process in
welfare directions. I have, however, tried to define the content of
economic welfare; and I have sought to avoid narrowness in the defi-
nition by making allowance in the criteria for including the broadest
possible considerations. For instance, questions of ethics are clearly
involved in the principle of want selection and in the principles sug-
gested for the division of income; policies of education are relevant
for the principle of developing talent; and matters of health and
morals are implicit in the principle of surplus utility. Other illustra-
tions will be apparent to the reader as the analysis proceeds.

From these remarks it should be clear that I am not an economic
determinist, if by that is meant one who believes that economic fac-
tors constitute the sole primary force that ultimately controls all as-
pects of human society. Social life is the resultant of a complex of
forces—biological, geographical, religious, political, economic, and
other—all of which act and react upon cach other. Economic forces
are among the strongest of these, but they are not alone responsible
for what takes place. If in what follows, then, the discussion appears
too confined to the economic aspects of the problems to be dealt
with, it is to be attributed to the natural preoccupation of an econo-
mist with things economic, and not to any intent on his part to rep-
resent the economic factors as the prime mover of history.

Being thus an economic specialist, not possessed of the competence
to deal with all the problems of external consistency that may be in-
volved in the criteria of economic welfare that have been set forth, I
may nevertheless mention two of the more obvious ones.

The first concerns the possible repercussions of the guaranteed
minimum upon the growth of population. Will removal of the threat
of privation so weaken the checks to population in prosperous coun-
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tries that the number of people will increase, until the pressure on the
means of subsistence will reduce the standard of living for all, lower-
ing the economy from a comfort level to one of poverty? I do not
think so. It is an observed fact that the largest families, as a rule, are
found among the poor. As families rise to higher standards of living,
they grow smaller, not larger, in size. It seems reasonable to suppose
that this tendency will continue as more people are brought out of
poverty into positions of comfort. The tendency is reinforced by the
widening spread of education and culture. As people become more
familiar with the amenities of the higher economic life, they are less
willing to be confined by the restrictions imposed by the rearing of
numerous children. They come to prefer one, two, or three children,
to whom can be given a first class education and all the advantages of
comfortable living, over an existence in which both the parents and
the children must have less of these advantages because the family
purse will not suffice to provide them for a greater number of per-
sons. These influences, coupled with the wider knowledge of contra-
ceptive devices that is gradually being made available to the poorer
classes (and that can be more definitely promoted, if need be), would
seem to be enough to dispel any fear that there is a conflict between
the principle of a guaranteed minimum and the biological urge to re-
production.

Another possible difficulty that looms large in contemporary dis-
cussion concerns a possible conflict between the means necessary to
put the criteria of social economy into effect and such non-economic
values as individual liberty and initiative. If the criteria are not cap-
able of realization except in a régime of totalitarian regimentation,
their desirability as goals of social economy may be questioned. Here,
then, is a possible conflict between economic and political desiderata.
The present study should shed some light upon it, but cannot settle
it. It can shed light by showing to what extent the price system is
capable of guiding an economy of free enterprise spontaneously in
the directions indicated by the criteria. We would do better to wait,
therefore, for the further development of this theme, before consider-
ing the question further. If we find (as we must expect to find) that
prices cannot lead to the goals without a considerable measure of
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governmental control, the question will still present itself. It is a
question more political than economic, and therefore one on which
an economist, as such, can contribute little. I shall pose the question
again in my concluding chapter; but I do not think that even the po-
litical scientist, at this crisis in the development of politico-economic
society, can give a reliable answer.



CHAPTER TWO

The Price System

TESTING THE PRICE SYSTEM

The basis of all economic activity is found in the conflict that arises
between the multiplicity of human desires and the scarcity of the
means of supplying them. The complex industrial system of modern
capitalistic cconomies has grown up in the effort of man to make
these scarce means of production satisfy his desires more completely.
The maintenance of order and balance in an industrial process so
complicated is a very intricate problem. When production is carried
on in thousands of separate enterprises, each specializing on one or a
few products, it is necessary to codrdinate the various parts into an
articulated whole. Without such adjustment there would be chaos.
There must be direction and guidance if the different enterprises are
to cooperate in producing the goods which men desire. In the eco-
nomic processes of modern capitalism there is no central planning
body whose task it is to perform this work. There must, then, be
some natural mechanism which guides the process and achieves such
measure of system and order as prevails in it.

The price system is a spontaneous apparatus of social accounting
that performs this function. It provides a sort of automatic mechan-
ism for recording and giving effect to the individual judgments and
decisions of all the myriads of individuals who participate in eco-
nomic life. By spending their money according to their desires for
this or that, consumers record their choices in demands. These de-
mands are reflected in active or passive price offers (readiness to buy)
which guide enterprisers in deciding what things to produce and how
much of each. On the basis of their past experience, the enterprisers
estimate how much they can expect to get for this or that product,
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and they proceed accordingly. Through them, consumers’ demands
are passed on as derived demands for the factors of production, and
are reflected in the prices of those factors. Since the owners of the
factors are generally seeking the highest prices which they can
obtain, production is thus drawn into the channels where demand is
greatest in relation to the factors employed; for where demand is
strong, prices will be relatively high. Therefore, the farmer devotes
his activity to the crops for which he can get the best prices, in pro-
portion to the land, labor, tools, and materials he must use; the inves-
tor of savings puts them into those forms of equipment which will
yield products whose prices are greatest, in proportion to savings in-
vested; and even laborers, skilled and unskilled, tend to select those
occupations which offer the most wages for labor of their grade—
which means that they will be employed in those industries whose
products command the highest prices, in proportion to the level of
skill required. So the price system constitutes the directing mechan-
ism of an exchange economy. Working automatically, so to speak, it
records the choices and judgments of millions of persons and thou-
sands of business men, and causes production to be directed in corres-
pondence therewith.

Stress should be laid on the fact that, through prices, circumstances
in the economy beyond the direct knowledge of a particular indi-
vidual are brought to bear upon him in such a way as to make him
adapt his policy to them, in spite of his ignorance of the sources
which are ultimately the cause of his decisions. This is well illustrated
by the following passage from Hayek:!

It is worth contemplating for 2 moment a very simple and common-
place instance of the action of the price system to see what precisely it
accomplishes. Assume that somewhere in the world a new opportunity
for the use of some raw material, say tin, has arisen, or that one of the
sources of supply of tin has been eliminated. It does not matter for our
purpose—and it is very significant that it does not matter—which of these
two causes has made tin more scarce. All that the users of tin need to know
is that some of the tin they used to consume is now more profitably em-

1F. A. Hayek, The Use of Knowledge in Society, an article in The American
Economic Review, Vol. XXXV, pp. 519-530 (September 1945). Copyright, 1945,
by The American Economic Association. Reproduced by permission.
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ployed elsewhere, and that in consequence they must economize tin.
There is no need for the great majority of them even to know where the
more urgent need has arisen, or in favor of what other needs they ought
to husband the supply. If only some of them know directly of the new
demand, and switch resources over to it, and if the people who are aware
of the new gap thus created in turn fill it from still other sources, the effect
will rapidly spread throughout the whole economic system and influence
not only all the uses of tin, but also those of its substitutes and the substi-
tutes of these substitutes, and so on; and all this without the great majority
of those instrumental in bringing about these substitutions knowing any-
thing at all about the original cause of these changes. The whole acts as
one market, not because any of its members survey the whole field, but
because their limited individual fields of vision sufficiently overlap so that
through many intermediaries the relevant information is communicated
to all. . .. The marvel is that in a case like that of a scarcity of one raw
material, without an order being issued, without perhaps more than a
handful of people knowing the cause, tens of thousands of people whose
identity could not be ascertained by months of investigation, are made
to use the matcrial or its products more sparingly; i.e., they move in the
right direction.

Even in a centrally planned and controlled economic system, such
as that which is visualized by the proponents of collectivism, a price
system is most likely to be employed to assist in the work of guid-
ance. Goods will be made available to consumers, at least in part, by
offering them for sale at prices, and to some extent the factors of
production will be allocated to this or that branch of industry on the
basis of prices. Although some important decisions might be based on
other than price considerations, and prices might be manipulated in
such a way as to differ substantially from those of a capitalistic econ-
omy, they would at least occupy an important place in the economic
process, both as a device for cost accounting and as a means of con-
trolling the economy in accordance with the plans.?

In the preceding chapter a number of criteria were set forth as ob-
jectives toward which the economic process should be directed. The
question now arises, is a price system a suitable mechanism for giving
effect to those criteria? Will an economic process guided by the

2These are matters that will be much more fully dealt with in Chapter
Eleven.
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spontaneous influence of demand and supply in the market bring into
realization the principles of social economy that have been ex-
plained? If not, can it be made to do so by appropriate modifications
in the pricing process, or in the institutional structure within which it
operates? Or, if the price system, upon analysis, proves to be too
defective, is there any better device to which the economy might
turn for guidance? These are the problems with which this essay is
concerned, and which will be considered in detail in the chapters to
follow.

Many economists have held that the spbntancous, unregulated price
system of a competitive economy tends automatically toward the
best possible usc of our economic resources. They have argued that
such a price system constitutes a sufficient guide to social economy
without the necessity for other formal criteria. It is perhaps not too
much to say that this is the traditional position of classical economists,
and to some extent also of the neoclassicists. These writers opine that
the ultimate test of human wants or utilities is to be found in the free
choices of consumers, these choices being accurately registered in
their schedules of demand. It is reasoned that producers, in following
demand, are thus led to direct the use of resources into the channels
that will contribute most to human satisfactions. As to the problem
of whose wants should be given most consideration, the defenders of
the competitive price system would argue that this is correctly de-
termined by the marginal productivity principle (inherent in that
system) which gives the largest shares of income to the owners of the
factors of production that are scarcest in relation to the demand.
They would further hold that pecuniary costs are a correct measure
of disutilities and scarcities, that present and future needs are prop-
erly balanced by the device of the interest rate, and so on. There-
fore, all that we need to do is to take the compctitive price system as
our ultimate criterion and rely entirely upon its guidance, with com-
plete confidence that it will lead to the optimum use of our resources.

More than that, economists of this persuasion might argue that
prices constitute the only possible common denominator of such
heterogeneous things as utilities, sacrifices, and scarcities; therefore it
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is futile to look outside of the price system for criteria of social eco-
nomy. If this view is correct, it would follow that the whole discus-
sion of the previous chapter is both unnecessary and in vain.

This is entirely too easy a solution to the difficult problem of mak-
ing our economic system conform to social welfare. These writers
have fallen into a pitfall. They have become so enamored of the
mechanism of prices that they have allowed themselves to become
apologists for it. There is a fascination about demand and supply
curves and the tendency of prices toward a nice balance of demand
and supply in the consumption and production of each product; and
one can easily become enthusiastic in contemplating the picture
(painted by economic theory) of a complicated economic process
working spontancously toward one grand general equilibrium in
which all the resources at the disposal of society are fully employed
and nicely adjusted to the free choices of consumers. In such con-
templation, one’s enthusiasm easily passes over into defense, and de-
scription of the normative tendencies within the price system be-
comes identified with justification. But this identity is not valid. It is
one thing to say that prices tend toward a general equilibrium; it is
quite a different thing to say that this equilibrium represents the best
possible use of resources. Mechanical balance between demand and
supply must not be confused with social welfare. We cannot know
whether the general equilibrium fostered by the price system accords
with economic welfare unless we have some external criteria by
which to test it. There are many questions which must be answered
before we can arrive at any conclusion on the matter. For instance,
is consumer demand a satisfactory measure of human needs? Are the
pecuniary costs of production that are found in the market a true
reflection of human sacrifices incurred in production? Is payment to
the owners of productive factors on the basis of the value of the
marginal contribution of those factors to production a satisfactory
basis on which to divide the social income among the members of
society? We cannot beg these basic questions, which are crucial, by
a too easy acceptance of the spontaneous price system. It must be
subjected to critical analysis.
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It may be thought that the principles of social economy which
were set forth in Chapter One are too vague and intangible to be
used for the purposes of such a critical examination. Utilities, dis-
utilities, and scarcities cannot be measured. Basic requirements and
surplus are subjective concepts. Capacities and incentives are matters
of uncertainty. These difficulties are real, but we cannot escape
them if we will, for they are inherent in the nature of the problem.
The problem is admittedly elusive, but there is no use in running
away from it on that account; and it is running away from it if we
merely accept the guidance of prices without attempting to probe
behind them. I am not sure that the concgpts of utility, disutility and
the like are any more intangible and imponderable than were those of
the atom and the electron when first conceived by physicists, or the
idea of the gene in the minds of contemporary biologists. We must
first conceive of the ideas that we would like to use, then hunt for
means of giving them objective reality; and we must not be dis-
couraged if we do not achieve success in this all at once. If we go
forward resolutely in search of appropriate methods, we shall make
progress. It is surprising what empirical procedures can do toward
uncovering subtle theoretical relationships in the actual world when
they are directed toward that end with intelligence and imagination.
However, the present study is not an attempt to develop the criteria
of social economy in empirical form. It is rather a qualitative analysis,
which seeks to show how far an economy guided by prices tends to
give effect to the criteria above explained, in what directions it tends
to depart from them, and the lines along which closer conformity
between the economic process and economic welfare might be
attained.

FOUR TYPES OF PRICE SYSTEMS

There are four types of price systems that may exist in different
circumstances. These may be designated as natural (or free), pro-
tected, normalized, and manipulated, respectively.

A matural (or free) price system is one in which prices are allowed
to seek their own positions in a market that is substantially free from
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government interference. This does not mean that the state plays no
part in the economy where such a system prevails. Since the main-
tenance of private property will be necessary to the operation of the
system, the state will have to protect such property against forcible
seizure and against loss from the more obvious forms of theft and
fraud. However, the state will follow a hands-off policy in the actual
operations of industry. The exploitation of property once owned
will be subject to little or no restriction, and the process of higgling
and bargaining in the market will not be molested or controlled.
Consumers will enjoy freedom of choice in spending their incomes
for such goods as they desire, enterprisers will be allowed to establish
businesses on the basis of their own judgments and at their own
risk, capitalists will invest their savings where they please or devote
their property to such purposes as they find to their advantage, and
laborers will be free to enter into such occupations as they prefer
and to accepr. or refuse employment on such terms as the market
affords.

This kind of setting conforms to the individualistic social order
that largely prevailed during the early stages of capitalism. Per-
fect competition does not necessarily prevail in such a system. Ele-
ments of monopoly may be present. The existence of slavery is not
incompatible with it. Wages and working conditions are substan-
tially free from governmental regulation. As a result of the laissez-
faire policy of government, prices might deviate considerably from
their normals as they are pictured by the economic theory of perfect
competition. Deviation from the normals would be caused by
monopolies and the many irregularities of the market, such as
seasonal and cyclical fluctuations, and monetary disturbances.
Nevertheless, there would be a tendency toward such normal prices
(except in the case of monopolies) in the sense that departures would
presently be counteracted by movements in the opposide direction,
through the operation of the forces of supply and demand. That is,
prices would fluctuate more or less widely about their normals like
the movement of a seesaw about its position of equilibrium. Such
a market might be characterized by many abuses, such as exorbitant
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monopolistic prices, unfair methods of competition, exploitation of
labor, and monetary inflation and deflation—all of which would
tend to distort prices from their normalistic tendencies. Few, if any,
informed observers of the economic scene would advocate the main-
tenance of such a system today.

A protected price system differs from a natural one in that, al-
though consumers, investors, laborers, and enterprisers still have
substantial freedom of choice, they must now conform to enlight-
ened rules of fair dealing. Antisocial uses of property, such as the
operation of houses of ill-fame or ruthless exploitation of natural
resources, may be prohibited. Monopolies will either be suppressed,
or, if their continued operation is found to be in the social interest,
their rates and services will be regulated so as to prevent exorbitant
prices and to compel good service; and unfair methods of competi-
tion will be restrained. In the labor market collective bargaining may
be encouraged, minimum wage laws may prevail, and in times of
unemployment the government may employ idle workers in public
works projects of one kind or another; but in the main, employers
will be free to hire and fire, workers will be free to enter such occu-
pations as they please and to take such jobs as they care to accep,
while wages above the minimum will be determined by demand and
supply. Individuals will be free to save such portions of their incomes
as they choose and to invest them in whatever dlrectnons they think
wise, and on such terms as borrowers will freely offer; but there may
be regulations (such as those of the Securitics and FExchange Com-
mission) to prevent the promotion of fraudulent enterprises and sim-
ilar abuses in the investment market. The purpose of all these regula-
tions is to permit the mechanism of the price system to function ac-
cording to its own principles, but under the most socially desirable
conditions. Prices would be permitted to gravitate toward their
positions or normal equilibrium, although, of course, there would
be considerable short-run deviations. An economy of this kind would
retain the essence of liberalism in a somewhat refined form, but some
of its most serious faults would be eliminated. This is the kind of a
society that is favored by the more progressively minded of con-
temporary liberal economists.
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A normalized price system would be one in which prices were held
at or close to their competitive normals by deliberate state control.
Such a price system could exist only in a centrally planned and
directed economy in which the controlling authorities adopted as
their guide the spontancous tendencies toward normal equilibria that
are inherent in the free choices of the market, and endeavored to
guide the economic process in accordance therewith. In such an
economy the free choices of consumers would be sovereign, in the
sense that the satisfaction of consumers’ demands would be accepted
by the planners as the goal toward which production should be
directed. However, consumers might be influenced in socially desir-
able directions by means of education, advertising, and various forms
of propaganda. Wage-earners would have free choice of occupation
within the limits set by their own ability and the wide range of oppor-
tunities for employment that the economy presumably would offer.
Investors would have a similar range of choice, although in some
circumstances it might be necessary to bring controls to bear upon
them to prevent the supply of intended voluntary savings from
exceeding the opportunitics for profitable investment. Enterprisers
would be allowed to organize production within their plants and
manage the details of their operations in accordance with their judg-
ments, but they would have to follow the plans of the central author-
ity concerning the kinds and quantities of goods to be produced. The
determination of wages and prices might be left to the play of the
market, but the plans would be drawn with the intent of arriving as
nearly as possible at the long-run equilibriums conceived by eco-
nomic theory. If the plans were successful, therefore, prices would
conform closely to their normals without serious market deviations.
This is the type of economy that is contemplated by those economic
theorists who believe that a socialistic state could achieve a closer ap-
proach to the normal prices of economic theory than any other
form of social organization.

The three types of price systems that have just been described
have this in common: They are all dominated by a tendency toward
the normal prices of economic theory. In each of them prices tend
to equal optimum average costs in the long run; hence the whole
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system tends toward a general equilibrium in which all demands and
supplies are in balance. In each of them the economy uses the price
system as its guiding mechanism, relying upon it to register con-
sumers’ desires and scarcity of productive factors, and to reconcile
the antithesis between them. The three price systems differ only in
the institutional setting within which they are permitted to operate.
In a natural price system there are various obstacles (such as mono-
polies) to the normative influences, and there are no safeguards to
prevent antisocial behavior. As a result, prices may deviate widely
from their normals, and they may guide the economy away from,
rather than toward, the social welfare. In a protected price system an
effort is made to prevent the more obvious kinds of antisocial be-
havior, so that prices are more likely to guide the economy in the
direction of welfare, but there may still be many obstacles (such as
mistakes of judgment, lags of adjustment, and an imperfect monetary
system) to cause prices to fluctuate far above or below their normals,
at least for short periods. Hence the guidance of the economy by the
price system is imperfectly realized. In a normalized price system,
not only are antisocial activities suppressed, but an effort is made to
prevent wide deviations of market from normal prices by careful
centralized planning and control. Hence the price system is permit-
ted to operate only toward ends judged to be in the interest of the
general welfare, and there is an effort to make the economy follow
the guidance of prices within this framework as closely as possible.

Since all three of these types of economy are guided, in general,
by the same kind of price tendencies, we may group these price
systems together under the general heading of normative price
systems. It is important here to distinguish the word normative from
the word normalized that was used to describe the third type of price
system. Normative price systems are dominated by a tendency to-
ward normal prices, but the tendency may be blocked so that normal
prices are not, in fact, achieved, and may be widely departed from.
In a normalized price system, however, prices are kept at or close to
their normals by deliberate control. Normative thus means working
toward the normal, while normalized means achieving the normal in

fact.
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Although this essay will deal primarily with normative price
systems, there is a fourth type of price system that should be
described, and which will be dealt with incidentally as the occasion
arises. This may be termed a muanipulated price system. In it prices,
instead of being directed toward their normal equilibria, are deliber-
ately manipulated by the state to achieve certain objectives that are
considered desirable. For instance, if there are some goods whose con-
sumption it is desired to encourage, they may be-offered for sale at
prices which are less than their costs of production; or they may
even be given away free. On the other hand, where there are goods
whose consumption it is felt should be discouraged, they may be
priced considerably above their costs so that they will be more ex-
pensive to acquire. Again, wages may be pushed up above the value
of the marginal product of labor for substandard groups of workers
who might not otherwise be able to receive a living wage. This kind
of a price system prevails in the Soviet Union, where the wages of
labor are artificially fixed, some costs are arbitrarily calculated, and
the rule of normative price systems that the prices of goods should
tend to equal their costs of production is frequently violated.

The price system now existing in the United States, as well as in
most capitalistic economies, does not conform entirely to any of the
four types that have been described, but is a mixture of all of them.
We have some prices that are left to the free play of market forces,
with little or no regulation. Fresh vegetables probably conform to
this description. Here the principles of natural price systems operate.
We have other markets in which an effort is made to set up standards
of fair dealing and prevent abuses. For instance, we have com-
modity exchanges that are regulated by commissions which attempt
to suppress such abusive practices as cornering the market, and our
securities market is regulated by the Securities and Exchange Com-
mission in such a way as to prevent fraudulent promotion projects,
manipulation of security prices on the stock exchanges, and the mis-
leading of investors by misrepresentation of the securities offered to
them for sale. In such cases as these the principles of a protected price
system may be said to be in operation. Our public utility services,
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such as gas, electricity, and transportation, are controlled by public
commissions that protect consumers from exorbitant charges. Here
an effort is made to keep the rates at prices that equal the costs of
supplying the services in question. This may perhaps be construed
as an illustration of normalized prices, although there are some the-
oretical difficulties in the way of this interpretation. We have also
some manipulated prices. For instance, books are carried by the
postal system at rates which are probably below costs, because it is
desired to encourage their widespread use. In publicly subsidized
housing, also, living quarters are rented to families of the poor at
prices which are less than the costs of their production. On the other
hand, the price of silver is held at an artificially high figure by federal
law; and federal crop controls are now keeping many farm prices at
figures perhaps above their normals. Finally, our government supplies
some goods to the public without benefit of price at all, either be-
cause the mechanism of charging prices would be difficult and oncr-
ous, or because it is desired that the goods in question be widely used
by the poor without restriction. Thus most of our highways are free
in order that the nuisance of tolls may be avoided, and a public
school education is made available to all in order that the children of
the poor may be assured of at least a common school education. The
number of manipulated priccs in our economy, however, is so small
a proportion of the total that it would not be inaccurate to say that
our price system as a whole is dominated by normative tendencies,
and this is true of capitalistic economic systems in general.

THE PROCEDURE OF THIS ESSAY

It should be clear from what has already been said that a price
system of any kind is merely a means to certain ends toward which
the economic activities of society are directed. It is a guiding
mechanism, or implement, through which the choices of consumers,
or of some central planning body, as to what the economic process
should produce are somehow recorded and followed, and through
which the scarcities of the means of production that are available for
such purposes are measured and taken account of. The problem of



The Price System 45

this essay is to inquire how good a mechanism the pricing process
offers for this purpose. In pursuing this inquiry, I shall take up, one
by one in successive chapters, the criteria of social economy that
were set forth in the first chapter, and I shall raise the question, to
what extent a price system can be used as an instrument of guidance
to bring these principles into effect. In doing this it will be necessary
to consider whether the desired objectives would be attained by a
natural price system, working on its own principles in an uncon-
trolled setting, or whether it might be made to conform better to the
criteria if the institutional setting in which it operates could be
sufficiently protected or controlled. Since the price systems of exist-
ing capitalistic economies are predominately normative in character,
and since there is a recent tendency on the part of socialistic theorists
to favor a normalized price system for collective economies, I shall
be mainly concerned with price systems of the normative type.
However, the possibilitics of manipulated prices must not be entirely
overlooked,

In proceeding with the discussion, it will be necessary to distin-
guish carefully those properties that are inherent in any normative
price system from those which are the result of the external insti-
tutions in which the pricing process operates. For example, the
normative influence of prices tends to attach a certain rent to a piece
of land on principles which are a well-established part of neoclas-
sical economic theory. The characteristic that the rent of land tends
to equal the value of the surplus product obtainable on that land over
what could be produced by an equal amount of labor and equip-
ment applicd at the intensive or extensive margins of cultivation is
inherent in the price system; but the private ownership of land, and
hence the private appropriation of this rent, is not a necessary part
of the price system at all. The same principle of rent could apply in
a collective economy where all the land was publicly owned and its
rent received by the state. Therefore, the system of income division
prevalent in a capitalistic society that permits the receipt of rent by
private landowners cannot be attributed to the price system as such.
Again, there is inherent in a normative price system a tendency to fix
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wages at the value of the marginal product of the different grades
of labor; but it does not necessarily follow that the income of labor
must be restricted to that amount. Society can, if it chooses, give to
some workers free income from some other source in addition to
their wages. Thus it is possible to shape the economy in different
ways within the framework of a normative price system. In the
subsequent analysis I shall have occasion to show in greater detail
how this can be done. But we may also encounter situations in which
it may appear desirable frankly to depart from the guidance of the
price mechanism; and before the analysis is concluded the question
must be raised whether some other system of economic guidance is
possible, or even preferable, in which the guiding mechanism of the
price system would be entirely abandoned.

In other words, the objectives of this study are twofold: (1) to
discover what potentialities and what obstacles are offered by a
normative price system as a mechanism for guiding the economic
process in accordance with the principles of social economy that
were set forth in Chapter One, and (2) to find what institutional
features of the contemporary world hinder or thwart the realization
of such potentialities as there may be, and what changes in these insti-
tutions are indicated as desirable.

In considering how changes in the institutional setting within
which prices operate might make the price system a better guide to
welfare, it would be easy to extend this essay into a detailed blueprint
for economic reform. It would become a comprehensive treatise on
applied economics. However, the present study will not undertake so
ambitious a task. Its central problem is to appraise the possibilities
and limitations of the price system. It would be wandering too far
from that center to follow into their detailed applications all the
proposals for change that might suggest themselves in the course
of the analysis. Therefore, to the extent that the operation of prices
is found wanting as a means to the attainment of welfare, I shall
merely call attention to the nature of the difficulties to be overcome,
and point out the general direction of reforms that seem to be
needed, without attempting to describe specific legislation for put-
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ting them into effect. I do not hope to do more here than to compare
the kind of guidance we get from prices with the goals of welfare
toward which our economy should be pointed, and to suggest in
very broad terms the kinds of changes that would bring us nearer
to those objectives. This is primarily a work in the theory of welfare
economics.



CHAPTER THREE

The Selection of Wants

THE PRICE MECHANISM FOR SELECTING WANTS

The first criterion of social economy set forth in the opening
chapter was the principle of want selection. This was stated as
follows: Wants should be provided for in the order of their impor-
tance. An alternative statement was offered, to the effect that no want
should be satisfied if a more important want is thereby excluded.
This principle is vital for the attainment of social economy; for the
first and most basic question that the economy has to decide is, what
things are to be produced, and in what quantities.

Normative price systems leave this decision to the more or less free
choices of individuals, as expressed in their cemands for goods. As it
has often been expressed, the consumer is sovereign. Each adult con-
sumer or family head has at his disposal a certain money income which
he is free to spend according to his judgment, habit, or whim. The
readiness to spend of the myriads of consumers gives rise to schedules
of demand, which are set off against sellers’ schedules of supply. Since
there is not enough productive capacity in the economy to satisfy all
the demands to the point of satiety, there arises competition for goods
among the various consumers. This gives rise, in turn, to competing
demands for factors of production on the part of enterprisers. This
latter competition forces each enterpriser to pay as much for the fac-
tors that he employs as his competitors will offer in the uses to which
they would like to put them. So there is brought into operation the
principle of opportunity costs, which states that the use of any factor
in production involves a cost which is determined by the prices
offered for that factor in its possible alternative uses. The effect of this
principle is to direct the factors toward the satisfaction of those de-
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mands which are greatest. So, the price system as a whole tends to al-
locate the resources of the community toward the maximum satis-
faction of consumers’ demands. No lesser demand can obtain the
services of productive factors so long as demands of greater strength
have not been met.

If demands could be taken as a valid indication of social needs, this
mechanism would be a perfect one for fulfilling the requirements of
the principle of want selection. It therefore becomes a crucial question
for the attainment of social economy, whether or not demands based
on the free choices of consumers are in fact a reflection of socially
desirable goals. Are the free choices of consumers the best possible
guide for production to follow?

The marginal utility theory, on which the traditional explanation
of demand has rested ever since the days of Jevons, Menger, and
Walras, may be thought to support an affirmative answer to this
question. This theory assumes that each consumer makes a rational
comparison in his mind of the amounts of utility to be derived from
the various goods available for purchase in the markets. He is supposed
to carry his consumption of each good down to the point where the
marginal utility derived from the last unit is exactly equal, per dollar
of expenditure, to the marginal utility of every other good that he
buys. Or, to put it a little differently, he compares the marginal utility
of a dollar with the marginal utility of each good whose purchase he
contemplates, and he buys enough of the latter to make its marginal
utility equal to that of the dollar. It can be demonstrated that if a
consumer does this, the total utility of all the goods he purchases will
be at the maximum that is possible within the limits of the money in-
come which he has to spend. For if the marginal purchase of any good
yields a higher increment of utility than that of some other good, some
increase in total satisfaction will be possible by spending a little more
for the first and a little less for the second. Not until the margins are
equalized throughout the whole range of the consumer’s expenditure
will no further increase of utilities by such shifting be possible.! On

1For a fuller explanation of this idea, with illustrative diagrams, see my
Principles of Economics: A Restatement (1941), pp. 588-592.
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the basis of this theory, liberal economists (by which I mean those
who favor a system of free enterprise) have generally held that the
free choices of consumers, in a natural or protected price system,
work toward an optimum allocation of our economic resources. This
is to say, such choices offer the best possible guide for fulfillment of
the principle of want selection.

To this optimistic conclusion there are five fatal objections. The
first is that consumers are not as rational in making their decisions as
the theory assumes. We humans are not calculating machines that ac-
curately measure the potential satisfactions of every good displayed
in the markets; rather we are mostly creatures of impulse and habit.
Secondly, we could not make the intricate calculations implied by the
marginal utility theory if we tried. The greatest mathematical genius
that was ever born could hardly accomplish such a feat. Certainly no
ordinary person could do it. Undoubtedly, most people do sometimes
weigh the alternative gains to be derived from two or more possible
kinds of expenditure, especially when the purchase of some expensive
article, like an automobile or a piano, is being contemplated; but in our
ordinary everyday purchases this is far from being the case. Here
habit and caprice rule our decisions much more than rational calcula-
tions. Thirdly, even if consumers made their choices carefully, after
full deliberation and the weighing of all alternatives, and were capable
of making the calculations assumed by the marginal utility analysis,
their decisions could be no better than their standards of value and
their knowledge of the goods offered in the market. It will presently
be shown that both of these are faulty. Fourthly, even if consumers
were completely informed, all-wise in their judgments, and mathe-
matically precise in calculating all their purchases, they could still
only maximize their satisfactions within the limits set by their individ-
ual incomes. Before we could conclude that this would lead to the
optimum allocation of the community’s resources, we would have to
make sure that incomes were apportioned among the people in the
manner most conducive to social welfare. The marginal utility theory
does not suffice to dispose of this issue, as we shall see. Finally, what
benefits (or may be thought to benefit) one person may injure
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another; hence, if each is allowed to follow his own choices, without
regard to his neighbors, the net result may fall short of maximizing
satisfactions for all. Illustrations of this will be given below. In view
of these five objections, it must be concluded that the liberal defense
of a normative price system as a means of directing the economic
process toward maximum satisfactions is quite inadequate.

Recently a somewhat different theory of consumers’ choices has
come into vogue, based on the indifference curves described by
Pareto and Edgeworth, and further elaborated by Hicks.? Instead of
taking utility as its point of departure, this theory proceeds on the as-
sumption that there are various combinations of two (or more) com-
modities that are equally desirable to an individual. For instance, a
consumer might be willing to accept more or less sugar as a substitute
for flour in his diet. In that case it might be a matter of indifference
whether one had, say, five pounds of flour and three of sugar, or four
pounds of flour and four of sugar, or three pounds of flour and six of
sugar; but he would be sure to prefer six pounds of flour and four of
sugar, or five of flour and five of sugar, to any of these, because the
latter combinations constitute a greater quantity of real income. On
this basis it is possible to erect a series of higher and lower indifference
curves. The various combinations lying along any one curve are of
equal appeal to a consumer, but he will always prefer any combination
on a higher curve to any conceivable combination on a lower one.
Given his money income, it is possible to show how much of each
commodity he will buy at every possible price, for he will presumably
select always the combination that lies on the highest indifference
curve he can reach. From demand schedules so calculated for each
individual consumer, schedules of demand for the whole market can
be derived.

This approach is held by its advocates to be superior to the marginal

2See John R. Hicks, Value and Capital (Oxford, 1939) Chaps. 1 and 2. A
concise and very lucid explanation of the theory is to be found in George
J. Stigler’s The Theory of Price (1946), pp. 67-79. Ruby Turner Norris gives a

fuller and more critical analysis of it in her Theory of Consumer's Demand
(1941), Chaps. I and 1IL
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utility theory because it is said to avoid the assumption that the
amount of utility in a good is a definite quantity known to the con-
sumer. As Stigler puts it:

It is assumed that the consumer is able to decide whether two combina-
tions of goods are equivalent or whether he prefers one to the other; but
it is not assumed that he can tell by how much he prefers one combina-
tion to the other. This is the fundamental difference between the present
and the older (marginal utility) theory of demand.?

Hicks himself says (to the same effect):

. . we need only suppose that the consumer has a preference for one
collection of goods rather than another, not that there is ever any sense
in saying that he desires the one collection 5 per cent more than the
other, or anything like that.t

I do not find this argument convincing, for it seems to me that the
notion of known amounts of utility is implicit in the whole chain of
reasoning. How can a consumer know which’of several combinations
are matters of indifference to him, and which are to be preferred,
unless he has some means of estimating the amounts of utility they
represent? One of my colleagues argues, by analogy, that if we hold
a weight in each hand we may know which is the heavicr without
knowing how great (in pounds or ounces) is the weight of either; but
this overlooks the fact that all measurements are relative. The only
way we know the weight of anything is by comparing it with some-
thing else that has been arbitrarily chosen as a standard for such com-
parison. If we have in one hand a weight so chosen as a standard, and
we hold in the other a weight that feels equal to it, we can say approx-
imately how much it weighs. Similarly, in the theory of indifference,
all we need to do is to choose any one commodity as a standard; then
if a consumer is indifferent between it and some other commodity,
we can say how great (in terms of the standard) is the utility of the
latter. I would argue similarly against Boulding, who explains that
indifference graphs are contour maps derived from a three-dimen-
sional figure whose height is determined by the amounts of utility in
the various combinations of goods, then goes on to say that we do not

3 Op. cit., p. 76.
4 Op. cit.,, p. 18.
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need to assume that consumers know these amounts, any more than
we need to know the height of a mountain to visualize its contour.?
There is no denying that it might be possible, by rare coincidence, for
indifference curves derived from two (or more) different utility sur-
faces to coincide; so that the same curve would represent different
amounts of utility; but this does not dispose of the fact that the curve
is derived from a utility contour. The significant thing is that utility is
one of the three dimensions of Boulding’s and Hicks’ figures. Both
writers begin with marginal utility curves of the traditional type and
derive their indifference curves from them. How, then, can they assert
(as they do) that they have escaped from any of the assumptions of
the older theory? The kinship of the two theories is further revealed
by the slopes of the indifference curves. These slopes show that it
takes increasing amounts of a given commodity (X) to compensate
for the loss of successive increments of another commodity (Y). The
reason for this is that the marginal utility of X decreases as more of it is
possessed, while the marginal utility of Y becomes greater as more of
it is given up. The theory supposes the consumer to know just how
many units of X will compensate for giving up successive units of Y;
he must then be able to estimate the utility of one in terms of the other,
which is essentially a process of measurement. I repeat that all meas-
urement is merely accurate comparison.

It appears, then, that the basis of the two theories is identical. They
start out from a common origin and reach the same destination, but by
somewhat different routes. The destinations are the same because both
approaches lead to identical schedules of demand. But the indifference
theory is much more awkward. Its terminology is more clumsy (wit-
ness the replacement of the term “marginal utility” by the ponderous
phrase “marginal rate of substitution”), and its mechanics is more
complicated (demand schedules can be derived much more simply
from marginal utility schedules and curves than from indifference
tables and maps). This is an unnecessary inconvenience. All in all, I
am led to the conclusion that the new theory is not as good as the old
—which makes it very bad indeed.

Regardless of the relative merits of the two theories as explana-

6 Kenncth G. Boulding, Economic Analysis (Second Edition, 1948), p. 738.
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tions of consumers’ demand,® it is clear that the indifference approach
affords no better a defensc than its rival of consumers’ free choices as
a means of fulfilling the principle of want selection. It is open to pre-
cisely the same objections on this score that were made against the
marginal utility analysis. That is, it wrongly assumes rationality and
precise calculation on the part of consumers, it erroneously supposes
them to have adequate information and ethically satisfactory stand-
ards of value, and it ignores the problem of income distribution.

A CRITIQUE OF CONSUMERS’ DEMAND

The previous section has shown that the kind of guidance given to
production by a normative price system under the influence of con-
sumers’ demand cannot be accepted on the easy basis of either the
marginal utility or indifference theories. It must be subjected to more
critical analysis. Such an analysis reveals some serious faults.

The existence of great inequality of incomes in society creates a
serious discrepancy between consumers’ demands and social needs.
Full discussion of the whole problem of inequality in its relation to
the price system will be reserved for the following chapter; but it is
necessary to call attention to it at this point because of its obvious
bearing on the principle of want selection, It is easy to see that where
there is great disparity of incomes, the desires of some people have
much greater influence on the market than those others. As a result,
much production is diverted into supplying trifles for the rich while
some of the most important needs of the poor go unprovided for. So
we have such unnecessary luxuries as private yachts, mink coats, gold
house keys, musical powder boxes, and fancy cigarette lighters, while

8 It should perhaps be said that both the marginal utility and the indifference
theories, although based on an explanation of consumer choices, are directed
primarily toward an understanding of consumers’ deand. Alchough it is de-
sirable to push the analysis of demand as far back into primary causes as we can,
I doubt if a definite, complete theory of consumers’ choices is possible in the
present state of our knowledge of psychology. At any rate it cannot be based
on the assumption of generally calculated, rational behavior. But an underlying
theory of choice is not absolutely necessary to an explanation of demand. In
my Principles of Economics: a Restatement (1941), PP- 320-329, I have set forth

a theory of demand which is entirely free from both marginal utility and in-
difference implications.
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the poor lack adequate housing, medical service, vitamins in their
diet, and other basic necessities. One need only to visit the gift aisles
in our city shops just before Christmas to see thousands of articles of
very little practical utility that are made only to lure a few dollars
from the pockets of people who have more than they know how to
use wisely. Contrast with this sort of thing the poverty of our urban
slums and some of our rural shacks, the undernutrition and disease
that prevail among the masses of the poor; and consider how the re-
sources frittered away in these trifling extravagances might be used
to alleviate these conditions. How can it be thought that the kind of
economic guidance which leads to such distorted results represents
an optimum allocation of our resources? It does not accord with the
principle of want selection.

The choices of consumers are largely determined by group cul-
tures, prevailing social values, established standards of living, and cus-
toms. This can well be seen in the varying modes of dress and kinds
of diet that prevail in different parts of the world. Religious traditions
are among the social factors that influence the styles of clothing and
kinds of cbokcry used by different people. Witness the plain garb of
the early Quakers and the taboo against pork of the orthodox Jews.
National customs affect architecture, dress, and many other things.
For instance, contrast the pagodas and kimonos of Japan with English
cottages and Dutch peasant costume, The Russians drink vodka, the
French absinthe, and the Germans beer. The literature of consump-
tion economics abounds with other illustrations of the various ways
in which the things people demand in the markets are conditioned by
the social conventions of the groups in which they have been reared.

It has been suggested that these social patterns may be the result of
a long process of natural selection that sorts out those standards that
are good and eliminates those that are found to be bad, just as in the
biological world there is a struggle for existence that preserves the fit
and destroys the unfit. Probably something of this sort is going on in
certain cases, The widespread use of wheat and potatoes in our diet is
no doubt due to the fact that these foods offer more fuel for the body
in proportion to the resources required to produce them than any
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other product. Likewise, the use of fish in the diet of the Japanese is
probably economical in view of their lack of land for the raising of
meat animals and their island location surrounded by ocean.

But social standards of consumption on the whole cannot be de-
fended as the product of an evolutionary sifting in which injurious
modes have been (or are being) eliminated. There are too many cases
of customs long established that hinder, rather than help, the social
group. For thousands of years before Western civilization modified
Chinese culture, Chinese women of the wealthy class were made
helpless by binding their feet from infancy, until the feet were so de-
formed that they could not walk. The use of white bread in the
United States is based, not on its nutritional superiority over the
whole wheat product, but on an effete desire for excessive refine-
ment. It is now being discovered that in the bleaching of flour to
achieve this whiteness, a chemical is used that probably makes such
bread a slow poison. Many of our homes are heated to the point
where they are almost dry ovens—a condition which contributes to
colds and other diseases. One investigator offers an interesting illus-
tration to show how national and racial food habits result in deficient
diets. Out of one hundred and five families of Italians, Jews, and Ne-
groes included in a certain study, sixty-one per cent had less than
three thousand calories of food per day—not because of insufficient
incomes, but because of bad customs. The Italians had the most. Only
thirty per cent of the Jews and nineteen per cent of the Negroes had
the standard amount. In some of the Jewish homes no milk whatever
was consumed, yet Roman cheese was bought in small quantities at
$1.25 per pound. As a result most of the children in this group had
rickets.”

If it be argued that these detrimental social habits are even now in
process of being eliminated as unfit, the answer is that the process is
too slow to be accepted with equanimity. It means that at any one time
there are in existence too many prevalent modes of consumption (not
yet eliminated) that are contrary to the general welfare. Besides,

7 Cited by Leland J. Gordon on p. 83 of his Econormics for Consumers (1939),
from Velma Phillips and Laura Howell, Racial and Other Differences in Diet-
ary Customs, in the Journal of Home Economics, Vol. 12, pp. 396-411.
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whilessome undesirable practices are being weeded out, new ones are
springing up to take their place. The result is that socially determined
consumer choices cannot be regarded as an altogether satisfactory
guide for production to follow.

Within the broad limits set by social standards there is always room
for considerable individual choice as to what one shall buy. Social
conventions may determine the general style of a woman’s dress, but
there remains much opportunity to exercise her taste in the selection
of color, fabric, design, and trimmings. National habits may fix the
gencral proportions of meat and vegetables that prevail in the diet,
but one can exercise his fancy in the selection of beef or lamb, peas or
beans, apples or pears, and so on. Some consumers are sufficiently
well-informed and intelligent to make such choices wiscly, so that
they look well dressed and provide themselves and their families with
balanced diets; but on the whole there is much folly and ignorance
which result in unwise selections. The kind of lunches eaten by shop-
girls and university “co-eds” at the noon hour is notoriously bad, and
there are many people who do not know how to dress themselves at-
tractively. Social workers state that, in the homes of the poor, house-
wives are very inefficient in their expenditures, purchasing foods of
little nutritive value in proportion to the money they pay out. The
widespread use of narcotic drugs and excessive indulgence in intox-
icating liquors show how many individuals fall into destructive habits
of consumption.

Thorstein Veblen has called attention so forcefully to the way in
which emulation and conspicuous consumption dominate American
habits of living that economists are not likely ever again to overlook
it. As a result of this factor, things are consumed, not because of any
capacity to contribute to general human welfare, but simply as a
means of exhibiting the great opulence of their possessors. Veblen
showed that this desire to acquire distinction permeates our standards
of dress, our recreation, our art, and even our religious customs. It
filters down into the consumption patterns of the poor and moderate-
ly well-to-do by their imitation of the rich. Many a working man
drives a flashy automobile to impress his neighbors, when perhaps he
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does not have a bathroom in his home, and often a shop-girl will sac-
rifice things far more important to her health and well-being in order
that she may buy a fur coat. It is probable that women, who do most
of the buying for American homes, are more subject to the influence
of this spirit of emulation than men, though the latter are by no means
immune to it.?

Looking at the picture as a whole, it is hardly to be denied that the
decisions of individual consumers are far from reflecting the best
standards of human welfare. As a result of their unwise choices, much
production is diverted into channels of waste.

This waste is aggravated by the fact that the consumer is hampered
by his lack of expert knowledge about the things he buys and by the
absence of reliable standards for judging of their quality. Business
firms, in buying raw materials, machinery, or stocks of goods, are in
a position to purchase intelligently because they know thoroughly
the narrow range of products that they use. F requently they buy on
specifications, and the larger firms employ purchasing agents who are
experts in their line. The consumer cannot usually buy on specifica-
tions, and he must purchase so many different kinds of goods that he
cannot possibly have expert knowledge about all of them. Hence he
cannot know whether he is getting the best possible quality for his
money unless the goods are graded according to standards which are
publicly known. Most commodities sold at retail are not so graded,
and they are not displayed or described in a manner that gives the
consumer a basis for intelligent, discriminating choice. This, coupled
with the fact that he is easily swayed by emotions, makes it easy for
him to be misled.

Producers take advantage of these handicaps to influence and de-
ceive consumers, In theory, the consumer is sovereign in the market.
Producers are supposed to accept his decisions and follow his de-

& Walter B. Pitkin, in the The Consumer: His Nature and His Changing Habits
(1932), pp. 279-312, states that women do eighty-five per cent of the buying of
all goods sold at retail, and he expatiates upon the foolishness of their buying.

While his diatribe is certainly exaggerated, it is not without some measure of
truth,
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mands. Back in the days when most goods were made by hand, this
was to somc extent the case, for the consumer could order his goods
in advance and describe just how he wanted them; but nowadays
goods are made ahead of sales, and the consumer must take what is
offered on the market. In the last analysis it is still true that con-
sumers’ decisions are final, but the producer can influence those deci-
sions by the various devices of persuasion that are open to him. The
enormous quantity of advertising that is now done in this country
affects consumers’ choices to a very great degree. By this means buy-
ers are persuaded to choose higher-priced goods that are often no
better than lower-priced merchandise which is not so widely adver-
tised. Trifling gewgaws, useless luxuries, flimsy or shoddy merchan-
dise, and even injurious products (such as certain patent medicines)
are foisted upon the ignorant and the gullible. This is not to say that
all advertising is contrary to the social interest. Advertising, if prop-
erly controlled, could play a useful role in educating the consuming
public to the use of new products and in enabling consumers to know
where they can find the things which they desire; but under existing
standards much advertising is wasteful, and in considerable measure
it distorts consumption away from welfare in the direction of what
Ruskin called illth. The consumer is the more easily misled by adver-
tising because of the opposition of business men to clear and definite
standards of quality and labeling for consumers’ goods. Instead, they
prefer to use suggestive and deceptive terms, such as “fancy,” “extra
fancy,” “select,” “de luxe,” “super de luxe,” and “custom built,”
which have no precise meanings and may even conceal inferior
quality.

There are some high-principled business men who regret these
practices, and they have sometimes formed associations to prevent
them. Such organizations as better business bureaus, some trade asso-
ciations, and the American Medical Association have set up standards
of fair dealing to which their members are expected to conform; but
these standards are too often made in the interest of the members of
the organizations, and any benefit accruing to the consumer is inci-
dental. Much of the activity of some of the trade associations is
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monopolistic in character and definitely contrary to the consumers
interest.

Another defect in the mechanism of demand as a guide to produc-
tion (mentioned briefly above) is the fact that what benefits a par-
ticular individual may have injurious effects upon others. A person is
very likely to buy things that he wants without much thought of
their consequences upon his immediate neighbors or upon the com-
munity at large. One man’s chickens may scratch up his neighbors’
gardens. Dogs, when allowed to run at large, may become a nuisance
in the community. A blaring radio may be very objectionable to the
people who live in its vicinity. A tall aimrtment building may shut off
the light from small homes nearby. One person’s smoking may start a
fire that spreads to another’s house, and one’s consumption of liquor
may lead to an automobile accident in which others are injured. A
natural price system lends itself to this abuse because the mechanism
of demand is suited for registering the choices of those who want the
chickens, dogs, radios, apartments, tobacco, alcohol, and so on, but it
offers no means of registering the protests of those who object to
these things. Hence we cannot rely entirely upon the spontaneous
pricing process for guidance here. There is need for some supple-
mentary governmental regulations, such as zoning laws, to protect
the social interest.

TOWARD CRITERIA FOR WANT SELECTION

In a sense, the mechanism of prices is a neutral device that has no
bias toward either welfare or illfare. It gives effect to whatever
choices are brought to bear upon it, and it directs production accord-
ingly, regardless of where the choices may lead. For this very reason
a natural price system, in which consumers’ demands are taken un-
critically as given, must guide economic activity to a large extent in
wrong directions. It is incompatible with maximum social well-being.
On the other hand, if we could somehow condition consumer
choices so that they would be well-informed, intelligent, and consis-
tent with the social welfare, prices would respond and production
would be directed into the proper channels. Such conditioning of
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consumer demand would be one of the features of a protected price
system.

This raises two important questions: Are there any suitable criteria
for the selection of wants that might constitute a better guide to pro-
duction than consumers’ choices as they are now made? If so, how
can these criteria be made effective?

Wants can be broadly classified into the three categories of neces-
saries, comforts, and luxuries. The distinction between them is largely
subjective, and they cannot be sharply separated, for the differences
are of degree rather than of kind. Nevertheless I believe it would be
possible to draw up a list of items in these three general categories
that would command fairly general approval. Just as social workers
have found a way to distinguish between minimum and comfort
standards of living, so it should be possible to reach a consensus for
distinguishing between goods of greater and lesser importance, so as
to give empiric content to the principle of want sclection. Most per-
sons would agree that there are certain basic requirements of food,
clothing and shelter that are more important than such frivolities as
race horses and pleasure yachts. For each kind of goods, it should be
possible to specify an order of importance in some detail. For ex-
ample, in the category of food, bread and meat would clearly take
priority over desserts and preserves. In the matter of housing facili-
ties, one bathroom is a necessity, but a second is a luxury; no less than
a stove or a pipeless furnace is required for heat, but an automatic oil
burner is clearly a luxury. In home furnishings, beds are necessaries,
wool blankets are comforts, and eiderdown quilts are luxuries. By
developing an extensive classification along similar lines it ought to be
possible to form a reasonable judgment as to the order of priority
which should prevail in production. Perhaps there should be added to
the classification a category of undesirables, to include the various
forms of illth which now enter so largely into consumption. These
would be excluded in a wisely directed economy.

It is not necessary to rely entirely upon subjective judgments for
determining the order of importance of goods. A great degree of re-
search is going on which may eventually provide an objective foun-
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dation for the principle of want selection. Most progress has been
made in the field of health. The applied science of nutrition is giving
us a knowledge concerning the part played by proteins, starches, fats,
vitamins, and minerals in the human organism, from which the diets
that are requisite to health can be prescribed. Objective studies of
ventilation, humidity, lighting, heating, and plumbing are being
made, from which standards can be set up for houses that are com-
fortable to live in and factories that are healthy to work in. Phy-
sicians now know enough to prescribe the types and frequency of
physical examinations that are needed to uncover our physiological
weaknesses and how best to treat those weaknesses when they are
found. So much has already been done in these fields that our knowl-
edge of what might be accomplished is far ahead of our achieve-
ments,

There are further possibilities in other directions. For example, in
the matter of clothing, the types of yarns (whether wool, cotton,
silk, or rayon), weaves, and even colors, that are best for different
purposes and different climates can be found by suitable experiments.
In the field of intellectual development we are just beginning to make
progress in intelligence tests, teaching methods, vocational guidance,
and training. Not as much progress has yet been achieved in outlining
our emotional needs, but psychiatry holds out great promise of fur-
ther developments in this direction.® Even esthetic standards may
eventually be developed by scientific analysis. Elizabeth Hoyt points
to the fact that some esthetic satisfactions spring from exact mathe-
matical relationships (for example, music), and she cites two writers
who have made some effort to deal with this general problem.!®

There are some broad principles or precepts concerning what is
wise in consumption that may be used to supplement the subjective

9 George Soule, in Chapter X of his The Strength of Nations (1942), de-
velops this theme in an interesting and suggestive way. He rejects the idea that
science is not concerned with ends or purposes, and emphasizes the role of
psychology and psychiatry in this connection. “What science ought to be able
to do in this realm is to explore emotional needs that are less generally admitted
or understood, to straighten out tangles when needs seem to conflict with cach
other, and to aid in building the kind of culture in which the needs can be

better fulfilled than at present.” pp. 236-237.
10 Elizabeth E. Hoyt, The Consumption of Wealth (1928), Chap. XVI.
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and objective standards that have been described. Simon Patten set
forth three such precepts, which he called the laws of harmony, of
variety, and of least social costs.’* The law of harmony states that
goods should be consumed in harmonious combinations. In eating, in
drinking, and in all our habits of life, it is possible to choose things
that do not go well together, bringing indigestion, ugliness, or some
other fault, or to choose things that blend harmoniously, making for
health and beauty. The law of variety states that, all other things be-
ing equal, variety in consumption gratifies more desires than does
uniformity. This follows from the law of diminishing utility, which
implies that if the consumption of any one good is repeated, its mo-
notony causes the satisfaction derived from it to decline. Therefore,
variety in consumption is true economy, leading to greater total utili-
ty than does uniformity. The law of least social costs states that those
goods are most economical whose cost of production is least in pro-
portion to the utility they yield. For instance, a meat diet is probably
wisest for those people who have at their disposal large areas of graz-
ing land; but a fish diet is more economical for those who live in con-
gested areas, close to the sea. No doubt other rules of choice could be
formulated as a guide to wisc consumption.

The general objective of all such rules should be to develop human
capacities and give outlets for human urges that will promote indi-
vidual health, both physical and emotional. If such standards can be
made effective they will at the same time contribute to the strength
and stability of the social group of which these individuals are a part.
The problem is how to give effect to these criteria, as they are de-
veloped. One possibility would be to subject consumers’ choices to
some kind of collective control. This will be considered in the follow-
ing section.

COLLECTIVE CONTROL OF CONSUMPTION
The benefits yielded by some goods are so general in character that
it is not feasible to attach prices to them and sell them to individual
users. National defense (or conquest) is not a consumers’ good of
which individuals can buy as much or as little as they please. It is a
11 Simon N. Patten, The Consumption of Wealth (1889).
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service whose benefits (if any) are so widely diffused that they must
of necessity be provided by the state. The same holds for police and
fire protection, the courts, and penal institutions. They cannot be sold
to individual users, and yet every one benefits to a certain extent in
the protection of life, property, and other rights which they provide.
Physicians can be hired and medicines can be bought to treat specific
ailments, but the preventive work of mosquito control, research inta
the causes of disease, and other broad kinds of public health work
cannot. Other cases that raise a similar problem are agricultural pest
elimination, flood control, drainage, forest preservation, the main-
tenance of harbors and waterways, poorhouses, and various forms of
fact-gathering and research, such as taking the census, making
weather observations and forecasts, and agricultural experimentation.
We are dealing here with collective (or communal), rather than indi-
vidual, wants. In all such cases the pricing mechanism of individual
demand is definitely incompetent as a means of guiding production in
the needed directions and allocating the goods to consumers. So, in
these circumstances the state usually decides how much of the goods
to provide. It pays for them out of general taxes and supplies them
gratuitously to the public. Some of this service may also be done by
privately financed foundations and educational institutions. The
Rockefeller Foundation’s promotion of medical research is a good
illustration.

There are many other goods which could be sold individually to
consumers, but which the state has found it wise to give away freely,
in the interest of the general welfare. Examples of this are public
schools, free health clinics and hospital wards, garbage collection and
disposal, sewers, parks, playgrounds, public swimming pools, gov-
ernmeéntally supported museums, art galleries, and musical concerts.
In each of these cases the price system might be allowed to function
in its usual way. The schools could charge tuition fees (as private
schools now do), hospitals could demand payment from all patients,
admission fees could be charged for the use of parks and playgrounds,
householders could be made to pay for having their garbage col-
lected, and so on. However, this method of payment has been re-
jected, either because some of the people are too poor to pay for such
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things as schooling and hospital care, or because they do not have
enough appreciation of their own interests to pay for them volun-
tarily. Since they cannot or will not pay, and the state considers it
essential to the social welfare for them to have these services, it pro-
vides them collectively. In some cases (such as the public schools) it
even compels their use.

The principles of the price system are not entirely rejected in the
case of these communally provided goods. Prices are abandoned as a
method of distributing or rationing the goods to consumers, but they
are retained as a means of allocating economic resources to the pro-
duction of those goods. The state buys the factors of production in
competition with other purchasers who wish to use them. Labor and
capital are drawn into the service of the police and fire departments,
public health work, the weather bureau, schools, hospitals, garbage
collection, swimming pools, etc., by payment of wages, interest and
rents, the same as in other kinds of production. But the state substi-
tutes a single demand schedule of its own for the composite schedule,
made up of individual demands, that prevails in the case of other
goods. The demand schedules of the state probably conform to the
law of demand that characterizcs the usual type of demand schedule,
but they are likely less elastic. That is to say, the state will employ
more police protection, forest maintenance, free education, and so on
if these things can be cheaply obtained than if they are dear, but it
need be less restrained by high costs than individuals are because, un-
like the latter, it can always command a larger income (within lim-
its) by merely increasing its taxes if it wants more goods.

Another device at the disposal of the government for encouraging
the consumption of socially desirable goods is for it to produce them
and sell them at less than cost, making up the deficit, either out of
sales of other goods (such as alcoholic liquors) at above cost prices,
or (more often) out of taxes. Or, it may subsidize private business to
produce them. The postage rates for books in this country are set at
less than cost of handling them because of their educational value.
Part of the cost of social insurance in certain cases is paid for by the
state in order that the more poorly paid workers may receive the
benefit of retirement or other allowances, the full cost of which



66 Social Economy and the Price System

would be too heavy a burden upon them. Cheap housing, subsidized
by the state, is now being developed for the sake of eliminating slum
conditions and protecting the public against disease, vice, and pov-
erty that spring from poor housing. In these cases we have a system
of manipulated prices, designed to encourage the increased use of
certain socially important goods where a spontaneous pricing process
would fail to achieve this result,

The device of manipulated prices is also sometimes employed to
discourage undesirable consumption, by forcing prices up above
costs. The leading example of this policy in the United States is the
heavy taxation of alcoholic liquors. By, requiring manufacturers and
sellers of intoxicating drinks to pay heavy excises and license fees, the
extra levy is passed on to customers in higher prices, in the expecta-
tion of making the drinks so costly that less of them will be con-
sumed.

In a few cases the state has gone further by absolutely prohibiting
the production and sale of products whose use is considered to be
seriously against the public welfare. The leading examples of this are
habit-forming narcotic drugs, prostitution, and organized gambling.

The above examples of publicly provided goods and the collective
control of consumption show that we have already departed con-
siderably from the spontancous guidance of a natural price system in
favor of deliberate authoritative regulation; and the list of goods to
which these principles are being applied is growing. The develop-
ment of public works projects during the great depression of the
nineteen thirties, the establishment of the Civilian Conservation
Corps, the creation of the Tennessee Valley Authority and proposed
similar authorities in other river valleys, and the trend toward public
housing, all afford illustrations of the evolutionary movement in this
direction.

These developments raise the question whether the tendency to-
ward the collectivization of consumption should be further extended.
It should be made clear that collective ownership and operation of in-
dustry does not necessarily mean the collectivization of consumption.
Publicly owned and operated industries can sell their products to the
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consuming public on the same pricing principles as private enter-
prises. This is commonly done in the case of public water systems,
municipally owned street railways, and the postal service. It is ap-
proximated to a degree in the case of public services financed by taxes
levied on tbe users of those services, as where highways are paid for
out of gasoline taxes. True collective control of consumption exists
only if direct restraints are imposed (such as outright prohibitions
or prohibitive taxation), or if goods are supplied gratuitously (as in
the case of public schools and parks), or if the publicly provided
services are sold at prices which are less or more than the costs of
their production (for the purpose of encouraging or discouraging
their consumption). The question here raised is not whether there
should be an increase in public enterprises, but whether these various
controls that are designed to influence consumption should be
extended to make the criteria of want selection more effective.

Experience indicates that efforts to curtail the consumption of un-
desirable products by outright prohibitions or by discriminatory
taxes that raise prices, while leaving the individual free to buy the
undesirable product if he chooses, are not usually very successful.
The people do not react well to sumpruary legislation. They resent it
and they evade it. The prohibition amendment to our Constitution
led to widespread violations, in spite of elaborate enforcement ma-
chinery. It was so unpopular, and was believed to have been the cause
of so much law-breaking, that it was finally repealed. Prostitution
flourishes in every large city in spite of attempts to suppress it. The
laws against the narcotic traffic have been somewhat better en-
forced, but the traffic continues large. The consumption of alcoholic
liquors remains very high in spite of high license fees and other taxes.
All in all, there does not appear to be very much hope for improve-
ment in consumers’ choices by measures of this kind.

The prospects for encouraging consumption in directions that ac-
cord with the social welfare by the collective provision of basic
needs gratis, or at less than costs, seem somewhat brighter. Develop-
ments of this kind in the fields of public housing and socialized medi-
cine that are now taking place should have very beneficial effects
upon the health and behavior of the poor. A free public school edu-
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cation through high school has already been provided in most states.
Wider provision of free college or university training for those who
are qualified to benefit by it would probably be desirable. Increased
recreational facilities, such as playgrounds and public parks, would do
much to divert youthful activities away from criminal channels into
more useful directions and to raise the morale of the people generally.
We have already provided public roads, although (where paid for out
of gasoline taxes) they are not entirely free. Might it not be desirable
to make available a limited amount of free railway travel and free
vacations? Some railroads in this country are already doing the for-
mer for their own employees, and the Soviet Union is providing both
for some of its workers. Perhaps the time may come when the state
will consider it part of its duty to offer to every citizen a basic ration
of essential foodstuffs and simple clothing as a way of carrying out
the principle of the guaranteed minimum. Although there might be
some waste involved in these extensions of communal goods, it is
doubtful whether it would be as great as the waste resulting from the
guidance of production in wrong directions under the present method
of free individual choice.

Dickinson? proposes three conditions that should be met in the
case of goods that are to be provided communally. (1) They should
be goods an increase in the consumption of which would improve the
social welfare; (2) they should be of such a character that they
would not be used wastefully if supplied gratis; and (3) they should
not be too directly competitive with goods sold in the market. These
seem to be a good set of criteria, and I am inclined to accept them, al-
though I am not sure that we should be bound by the third in every
case. Dickinson believes that there are three categories of goods
which will meet these tests. They are: (1) Certain things which,
though individually consumed, may well be provided communally
because of the great contribution which their free distribution would
make to the general welfare. Free education, free medical care, and
public parks are illustrations. (2) Goods which are communally,
rather than individually, consumed, such as national defense, the

12 H, D. Dickinson, Economics of Socialism (1939), Chap. 2.
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administration of justice, and some public health measures, including
sanitary inspection and sewers. (3) Certain broad satisfactions that
cannot properly be appropriated by individuals, but which should be
enjoyed by all. Among them would be liberty, equality, security, and
leisure.

Communists look forward to a time when all goods will be pro-
vided freely to all, out of the product of collectivized industry.
However, there are a number of reasons for thinking that too wide
an increase in the number of communal goods would be undesirable.
(1) Many of the goods that are offered gratis by the state today are
so provided in order to offset poverty. This is the case with public
schools and low-cost housing. But one of the goals that we should be
working toward in our social organization is a more equitable divi-
sion of income that will eliminate poverty. To the extent that we are
successful in doing this, it will be less necessary to provide goods
without price. When everyone has enough money to buy all that he
needs, it will be necessary to provide goods collectively without
price only where they are of so gencrally diffused a character that
they cannot be individually appropriated, as in the case of police and
national defense. (2) If too many goods are provided free, there is a
danger that reward will be separated from effort, so that people of
indolent tendencies will be inclined to loaf, not having enough ambi-
tion to want to raise themselves to higher standards by working for
a surplus above the goods which are given to them. This would vio-
late the principle of incentive and so lower the productivity of the
economy. (3) Too much collective control of consumption would
lead toward onerous regimentation. A substantial amount of indi-
vidual liberty is a value to be preserved, even though it be at the cost
of some (not too much) loss of efficiency. (4) As pcople progress
from a poverty level toward one of comfort or luxury, there is more
room for variety of choice and the expression of personal tastes in
consumption. It is desirable to allow the individual as much freedom
as possible in matters of this kind. A price system, with its schedules
of demand derived from personal choices, is well adapted to this pur-
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pose. In the case of comfort and luxury goods it is probably superior
to any other method of guidance, provided some of the more serious
imperfections in consumer choices can be reduced by a more equal
distribution of income and by the measures that will be suggested
below. (5) Finally, it would be entirely too complicated a business
for the state to go too far in setting up machinery outside of the
price system (such as ballots or questionnaires), for providing a wide
variety of goods in conformity with individual preferences. Economy
in the administration of collective enterprise suggests that it would
be wise to allow the price system to function for most of the products
of industry.!3 .

Some years ago there appeared an interesting little pamphlet by
Prestonia Martin entitled Probibiting Poverty.}* It contained the
suggestion that each young person spend a certain period in service
to the community comparable to the period of military service that
is now required in many countries. Her idea was that these young
people could be used to produce the basic necessaries for the entire
population, instead of military service. The goods so produced
would be supplied gratis to everyone. After this period of service,
each person would spend the rest of his lite working for wages or
profits in producing comfort and luxury goods, under the same eco-
nomic arrangements as thosc which now prevail. This plan would
take the simple goods that make up the minimum requirements for
healthful living out of the price system and place them in the cate-
gory of collective goods; but comforts and luxuries would be pro-
duced under the system of free enterprise and the guidance of prices.
The pamphlet attracted very little attention, but it is not without
merit. However, the proposal raises the question of the principle of
incentive again. There is a danger that it might too seriously weaken
the stimulus to endeavor that lies in the policy “He who does not
work shall not eat.”

18 For an argument (by Maurice Dobb) advocating a much wider departure
from consumer choices than I am inclined to favor, see the section, Normative
Pricing in Collectivism, in Chapter Eleven.

14 Prestonia M. Martin, Probibiting Poverty: Suggestions for a Method of
Obtaining Economic Security. (Fifth Edition, 1933).
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IMPROVING CONSUMERS’ CHOICES

Notwithstanding the continued growth of communal goods, it
seems desirable that the major proportion of total production should
continue to be directed by individual choices registered through
schedules of consumers’ demand. Improved guidance in this section
of the economy must depend on measures that will make consumers
wiser and better informed about the goods they buy.

Included in the program to accomplish this objective should be
measures to prohibit the manufacture and sale of injurious and adul-
terated products, and to make available to consamers accurate in-
formation about the goods offered on the market. Such a program
requires the standardization of consumers’ goods, accurate and in-
formative labeling of the same, and the curbing of misleading adver-
tising. All these things should be done under government egis. Some
progress has already been made by the federal government along
these lines through federal meat inspection, the pure food, drug and
cosmetic laws, and the work of the Federal Trade Commission. As
the result both of amendments to the laws concerning them and of
increasingly favorable court interpretations, these agencies are im-
proving their services to consumers.. The 1938 Food and Drug Act
was much better than the original act of 1906, and the Federal Trade
Commission is enlarging the scope of its work. Originally that com-
mission existed primarily to protect business firms against unfair
practices on the part of their competitors. It could act only on the
complaints brought to it by producers, so that any benefit accruing
to consumers was merely incidental. Since the Wheeler-Lea Act of
1938 the commission has had power to act directly on its own initia-
tive to suppress business practices which it finds unfair to consumers.
Consumers have also benefited to some extent from its trade practice
conferences, which give precise meaning to such trade terms as “full-
fashioned,” “all wool,” and “Wilton” carpet, and thereby help to
standardize these commodities. The National Bureau of Standards
has also done much to set up specifications and establish standards for
many products; but here again any benefit derived by consumers is
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incidental, for the bureau acts primarily in the interests of govern-
ment departments in their purchases, and in that of trade associations
and other business organizations that may seek its codperation. It
could be of real assistance to consumers in their buying if it would
publish a list of the firms and the brand names of products that it has
found to conform to its standards.

A number of other departments and bureaus of the federal govern-
ment help consumers more or less indirectly, and some of the state
governments have created organizations to promote consumer inter-
ests. Taken all in all, however, these agencies are scattered and do not
meet the need. What is needed is some central body to administer a
positive, comprehensive program of consumer assistance and guid-
ance. It has been suggested that this could be accomplished by the
creation of a new federal Department of the Consumer, to be headed
by a member of the President’s cabinet. Such a body would coordi-
nate all the work now being done in the interests of the consumer by
the numerous agencies now scattered in various federal departments
and bureaus. There would be grouped together in the new depart-
ment the food, drugs and cosmetics enforcement administration, the
Bureau of Standards, the Bureau of Home fLconomics, the Children’s
Bureau, the Public Health Service (now curiously located in the
Treasury Department!), the Burcau of Public Housing, and any
other agencies that now exist or that might be created for consumers.
This suggestion is an excellent one.

A centralized federal department of this kind could do much to
remedy many of the imperfections that now make consumers’ de-
mand so poor a guide for production. It could prevent deccption of
consumers on the part of sellers, by setting up definite specifications
and standards for all kinds of consumers’ goods, and by promoting
legislation that would compel manufacturers to label their products
accurately and fully, in accordance with those standards. It could be
given greater power to regulate advertising than that now possessed
by the Federal Trade Commission, in order that exaggerated claims
and misleading suggestions could be suppressed. It should have au-
thority to ban the sale of any products that were found to be injuri-
ous to the health of consumers. It could issue bulletins for the in-
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formation of consumers, explaining the nature of its specifications
and standards and giving the results of its testing of the various prod-
ucts offered on the market, with lists of those which meet, as well as
those which fail to come up to, its specifications. In addition to these
various protective measures, it could initiate a general program of
consumer education through its own publications and through the
public schools.

Consumers can do a great deal to help themselves toward wise
choices by organizing for that purpose. Three types of such organi-
zations are already at work, although so far they are reaching only a
small proportion of the consuming public. The first of these types
consists of associations to press for legislation in the consumers’ in-
terest. The American Home Economics Association is doing work of
this kind, and the People’s Lobby is also doing it to some extent, al-
though the scope of activities of the latter body is not confined to
measures of the type here under discussion. A second type of organi-
zation engages in research to set up standards of quality for con-
sumers’ goods, to test commercial products in the light of those
standards, and to report its findings, with recommendations, to its
members. Consumers’ Research and Consumers’ Union are both do-
ing work of this kind. Although these organizations can hardly be
expected to reach as large a group of consumers as federal depart-
ments could reach, working along the lines above suggested, they are
significant pioneer groups that demonstrate the possibilities to be
achieved in this direction. If they should grow in membership to the
place where they represent, say, one quarter of the consuming pub-
lic, they would probaby be strong enough to force producers to
meet their standards, and many of the evils that now impair the func-
tioning of the consumers’ market would be eliminated. Finally, con-
sumers have organized their own stores (consumers’ codperatives)
which enable them to buy goods with more assurance of quality and
at slightly lower cost than retail stores of the usual type. These
stores have been growing quite rapidly since the great depression of
the nincteen thirties, partly as the result of encouragement from the
federal government and partly through the enthusiasm of their own
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leaders. Since they are not trying to make profits for anyone but their
own members, whose only interest in them is in their capacity as con-
sumers, they have every incentive to carry merchandise of good
quality and to label it accurately and informatively. The codperatives
also carry on educational work to teach their members how to buy
intelligently and to awaken them to their interests and to their power,
when once organized, to compel industry to serve them better.

The measures so far suggested have to do primarily with removing
the imperfections and obstacles of the retail market as it is at present
organized. This work needs to be supplemented by a broad program
of consumer education. This education should be directed along
three lines: First, there is need for general economic education to in-
struct consumers concerning the role which they play in the eco-
nomic systein, to point out to them their interests as consumers, and
to make them aware of the abuses to which they are liable at the
hands of producers. They need to know that industry exists primarily
to provide them with the goods they need, and that their demand
schedules are the guiding mechanism for industry, but that this
mechanism is distorted because of the deception practiced upon them
by adulteration, misbranding, and misleading advertising. They
should be made to realize that these abuses can be combated if con-
sumers will organize to prevent them. Once made conscious of their
own power as consumers, and intelligently informed as to how to
use this power, consumer organizations might grow in strength until
they were effective in forcing the economy to cater to consumers’ in-
terests.

There is also need for a more specific type of economic education
to inform consumers about the details of wholesome living. Some of
this type of education is now being offered in the home economics
courses of public schools and colleges. It serves to impart to young
people who will eventually become family heads scientific and prac-
tical knowledge concerning such matters as nutrition, personal
hygiene, durability, convenience, and good taste in home furnishings,
healthful and sensible habits and styles of clothing, and similar useful
information. Adult education along the same line can be carried on
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through magazines and government bulletins. More difficult than
either of these, yet in the end more important for the wise guidance
of the economy, is a more general type of education directed toward
getting consumers to sce the higher and more enduring values of life.
This requires the development of individuality, good taste, artistic
appreciation, wholesome habits, a social conscience, and the like.
Too often these things are crowded out of our educational curricula
to make room for the techniques of mathematics and languages and
for professional studies. Only by continued emphasis in education on
those intangible values that make for the highest development of in-
dividual contentment and group solidarity can the people be trained
to make the kind of choices that will direct the economy toward
genuine social welfare.

Our experience with federal propaganda agencies in World Wars
I and II, and especially the examples furnished by the German nazis
and the Russian communists, show that organized propaganda is a
very potent instrument for directing popular thinking and behavior
in desired directions. Here is a means that might be employed to
improve consumption habits without coercion. In the federal De-
partment of Consumers that has been proposed, let there be estab-
lished a Commission on Consumer Education which would make use
of every possible medium for informing and molding the buying
public toward intelligent and socially constructive expenditures. It
would work through schools, magazines and newspapers, radio and
television, government bulletins, lectures, demonstrations, codpera-
tives, clubs, and other organizations. On its staff should be psycholo-
gists, public health specialists, engineers, artists, and representatives
of various consumer groups, such as cooperative associations and
women’s clubs. There would need to be safeguards to ensure that
this very influential body would not twist public opinion toward
mistaken or dangerous objectives, as the nazi propaganda machine
did, and as the Soviet propaganda is even now doing. To provide
such safeguards, the membership of the commission would have to be
broad, all its work must be done openly, with its minutes and files
always open to public scrutiny, and it should be subject to demo-
cratic control by Congress. These things should be carefully set
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forth in the law creating it. A body of this kind, so circumscribed,
would be most effective in shaping the program for consumer educa-
tion toward goals of social welfare.

It will be observed that the program here recommended does not
interfere in any way with the mechanism of prices. It seeks rather to
improve the setting in which the pricing process operates. The
machinery of a normative price system is capable of guiding produc-
tion toward the right ends, if the demands to which it responds can
be brought into conformity with social needs. If consumers were
ever to become generally wise and well-informed, with consumer
goods standardized, accurately labeled and truthfully advertised, and
with the social income fairly apportioned among the people, then the
direction of production could safely be left to individual choices
as expressed through schedules of consumers’ demand, except for
those collective goods which cannot be appropriated by the individ-
ual and whose benefits to particular individuals cannot be separately
measured. In such a setting as this the demand aspect of the price
system would be an entirely satisfactory mechanism of guidance.



CHAPTER FOUR

The Division of Income

THE FOUR PRINCIPLES OF INCOME SHARING

Closely related to the problem of want selection is the question
of whose wants should have prior claim on the output of industry.
In the first chapter four principles of social economy were set forth
as constituting the most desirable solution of this problem. These
were the principle of a guaranteed minimum, the principle of in-
centive, the principle of developing talent, and the principle of com-
mon surplus. In the present chapter I shall undertake to show what
opportunities a normative price system offers for giving effect to
these principles, and what obstacles it puts in their way; also, what
social arrangements are possible inside or outside of its framework
to bring the principles more fully into play where they are found to
be obstructed.

INCOME SHARING ACCORDING TO MARGINAL PRODUCTIVITY

The principle of income sharing inherent in a normative price
system is to set a price, not on individuals or family groups as such,
but on the factors of production, whether they be human or non-
human. For instance, an hour of labor or an acre of land each is worth
a certain amount in the market. The prices of the factors are derived,
on one side, from the values of the goods to whose production they
contribute, and on the other side, from the conditions governing the
scarcity of the factors themselves. The process is a somewhat com-
plicated one which is generally explained by the marginal produc-
tivity theory.

This theory starts out with the premise that the requirements for
production in most industries are sufficiently flexible to permit con-
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siderable variation in the way in which the several factors are com-
bined. Agriculture, for example, can be carried on either extensively,
with the use of relatively much land and little labor, or intensively,
by using relatively much labor and little land. Similar variation is pos-
sible in manufacturing, where there is a possible choice between
manual processes that employ much labor with relatively little
machinery, and highly mechanized processes in which a much greater
amount of machinery is employed. The combination chosen in each
case will be determined by the prices of the productive factors,
enterprisers seeking to find the least-cost combination by substituting
cheaper for dearer factors as far as it is economical to do so. This
is Alfred Marshall's well known law of substitution. But this bus-
iness of substituting cheaper for dearer factors has its limits, because
of the law of diminishing productivity. For instance, if a farmer in
a country where land is dear and labor is cheap tries to use as little
land and as much labor as possible, he will find that the extra yield
obtainable from successive increases of labor declines, until a point
eventually is reached where the value of the extra yicld (i.e., the
marginal product) is no greater than the wage of the worker. Beyond
this point extra labor would cost more than its yield would be worth;
therefore the farmer would go no farther. The same principle is be-
lieved to apply to increasing inputs of any factor of production in
any kind of industry.

The rule is, then, that an enterpriser tends to use just enough of
each factor to bring the value of its marginal product to equality
with the cost (price) of that factor. If the factor is dear, this point
will come early; if it is cheap, it will come later. By this rule it is
possible (in theory) to compute what the cffective demand of an
enterpriser for any given factor would be at every possible price of
that factor. The sum of the effective demands, so computed, for all
the enterprisers in the market constitutes the total schedule of de-
mand. This operates, in conjunction with the schedule of supply, to
establish an equilibrium price. The schedule of supply will depend on
the scarcity of the factor in question, and the conditions under which
the quantity of it can be increased. In the case of land, the supply is
very inelastic. In the case of labor, it depends on population growth,
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on the distribution of intelligence and other valuable attributes
among the people, and on training for the various occupations. In
the case of capital equipment, it depends mainly on the ability and
willingness of investors to save and to take risks. The upshot of all
this is that each factor tends to receive a price that just measures the
value of its marginal product in industry.

In a pricing system based on these principles, those factors that are
relatively scarce will command high prices, and those which are
relatively abundant, low prices. This is due to the operation of two
influences: The law of diminishing physical productivity which was
just explained, and the law of demand for consumers’ goods, accord-
ing to which, the greater the quantity of any good offered in the
market, the lower the price that can be obtained for it. That is to
say, if the supply of any factor of production, such as unskilled labor,
increases, its marginal productivity will decline because of the greater
relative scarcity of other factors that must be used with it in pro-
duction, and because the goods for whose production it is best
adapted will become more plentiful, and hence can only be sold to
consumers at lower prices. This conclusion accords with common
sense, for it is, naturally, the scarcest factors that set the sharpest
limits to production; hence enterprisers will be more eager to obtain
them and will bid up their prices.

In an economy dominated by the mechanism of a normative price
system, this principle of factor pricing tends to determine the division
of the social income, except in special cases that will presently be
explained. In such an economy, claims to the product of industry
will go, in the first instance, only to those persons who are in a posi-
tion to supply some factor that is valuable for production. This
factor may be labor, land, or equipment, or money that can be used
to buy or hire one or more of these. The amount that can be claimed
by the supplicr will depend on the relative scarcity of the factor
which he controls. Those who have scarce factors will get high re-
wards, those who supply abundant factors, relatively low ones. For
instance, since skilled workers are scarcer than unskilled, they will
get higher wages; and the owner of a very scarce resource, such as a
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diamond mine, may receive a very large income. Those persons who
can contribute nothing of value to production will have no claim to
income at all, so far as the price system is concerned. They may
receive income by transfer from others who have a claim on the
social product (as in the case of gifts, private or public charities, and
collective goods provided gratis by the state), but these transfers lie
outside of the price system and constitute a departure from its logic.

It does not follow that only one way of dividing the social income
is possible within the framework of the price system. That system
allocates payments to productive factors, not to people as such. Who
gets these payments depends on who owns the factors. The division
of income among the population will therefore differ according to
the system of ownership that happens to prevail. Where there is
slavery, the price attached to the labor of the slave will go, not to the
slave, but to his master; hence the pattern of income distribution will
differ from that which prevails in a society of free men. Likewise the
pattern will vary with different arrangements concerning the owner-
ship of land and equipment, and with different Jaws of bequest and
inheritance.

Furthermore, the division of income will be affected by the degree
to which prices do or do not conform to their normals. In a dynamic
world, especially if the economy is not directed by a central planning
body, deviations of market from normal prices will be great, and
there will be correspondingly wide departures of market from
normal incomes. The supplier of a particular factor will enjoy an ab-
normally high income for the time being if the demand for his factor
has increased and the supply of it has not yet had time to become ad-
justed to the new demand, or if there has becn a temporary reduc-
tion in the supply of the factor for one reason or another, demand
remaining unchanged. In the opposite case, where demand for a fac-
tor has decreased or the factor has become more abundant, the in-
comes of its suppliers will in the beginning be abnormally low. A
world of continuous, irregular change also offers plenty of oppor-
tunities for speculative anticipations, and these give rise to gains or
losses that are very erratic and uncertain. The strategic position of
enterprisers in a capitalistic economic system is such that business
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profits are especially likely to feel the effects of the fluctuations and
uncertainties of industry; for the proprietors of a business hire their
factors in advance at fixed prices, and take their chances on being able
to sell their product at prices that will yield a gain over these costs.
According to the dynamic theory of profits (which is the most satis-
factory cxplanation for competitive conditions), pure profits arise out
of the deviations of market from normal prices. They would not exist
in a perfectly normalized price economy.

Moreover, in the present world there are monopoly gains arising
from the curtailment of supply by producers who control a sufficient
portion of their products to force their prices up above competitive
normals; or there are gains of monopsonistic buyers who force prices
(especially of factors) downwards. Not only enterprisers, but also
“closed” labor unions, which restrict their membership by various
devices, may cnjoy above-normal incomes of a monopolistic kind.
Finally, there are some fortunate individuals whose qualities are so
unique (such as movie stars) or who are placed in positions so pro-
tected (e.g., business executives) that competitive influences cannot
be brought to bear in such a way as to establish normal prices for their
services. Rewards in these cases, often very high, are largely a matter
of luck or of strategy in manipulating the situation to the advantage
of the recipient.

INCOME SHARING IN OUR SOCIETY

Our economy is dominated by a system of income distribution
based on factor prices in an institutional setting of privately owned
property. Human beings are free, so that income from work goes in
the first instance to those who perform it, at whatever price the
market sets upon their services. Wages and salaries (which last in-
clude in some cases considerable elements of chance gains that are anal-
ogous to profits) claim from two-thirds to three-fourths of the total
social product. Most of the rest goes to the owners of capital in the
form of rents and interest. The amount going to profits, on the aver-
age, is perhaps somewhere around ten per cent of the total. Only an
insignificant portion is absorbed at the source by the state as proceeds

1 See below, pp. 95-96.
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derived from the exploitation of public lands or the operation of
public works. The collective goods which the state provides are paid
for mostly out of taxes levied against the other income shares.

These initial payments to the owners of productive factors do not
altogether determine the final disposition of our social income. The
ultimate distribution is considerably modified by certain institutional
arrangements. Most of the first claimants to the products of industry
are members of family groups, and their earnings (at least in part)
are regarded as income for the whole family, even though some of its
members play no part in industry as suppliers of productive factors.
This is especially true of family heads, who are rightly regarded as
responsible for the support of their wives and children, and some-
times of other dependent relatives. The division of incomes within
the family is not detcrmined by pricing principles, but by the deci-
sions of the husband and wife. So the family is really a communal
unit, whose internal affairs lie almost entirely outside of the mechan-
ism of prices.

Another part of the social income is given away on non-price prin-
ciples by private philanthropies of one sort or another. Food and
clothing are distributed to the needy. Orphans, cripples, the aged, and
the insane are often given free care in appropriate institutions.
Hospitals, schools, colleges, museums, art galleries, research founda-
tions, educational fellowships and scholarships, visiting nurses, and a
great many other free services are made available through the gen-
erosity of persons who voluntarily give up a part of their claim to the
social income for the sake of others. The total share of income thus
disposed of without benefit of the distributive pricing process must
be considerable,

The state reapportions much income by taking it away from the
more well-to-do in taxes and using the proceeds for the support of
schools, poorhouses, public hospitals, and for the payment of social
security benefits, soldiers’ pensions, farm subsidies, and the like. It
also provides much free income in the form of collective goods, such
as those described in the last chapter.

Some of this redistributive machinery has been developed because
of conscious realization that the division of income arising out of pay-
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ments to the factors of production under the rule of the price system
is unsatisfactory. This is especially true of government transfers. The
provision of free schools, old age benefits, farm subsidies, and the like
is clearly based on the idea that the groups which are accorded these
benefits do not get their just deserts in the pricing process. Where
taxation is progressive and governmental services are extensive, a
large amount of income is transferred from the rich to the poor in
these ways.

Existing statistics concerning the division of income in the United
States deal chiefly with the initial distribution to the owners of pro-
ductive factors, before taxes or other transfers. They show individual
or family receipts derived from wages, salaries, rents, interest, and
profits. An effective device for representing the degree of inequality
that results from this distribution is the Lorenz curve which is re-
produced on the next page. This shows the percentage of the total
income received by different percentages of the population. The
dotted straight line across the center of the square shows how the
curve would look if our income were equally distributed. That is, if
each family received an equal share, 10 per cent of the people would
get 10 per cent of the income, 20 per cent would receive 20 per cent
of the income, and so on. The curved lines show the actual distribu-
tion for the years 19292 and 19433, The extent to which these curves
depart from the dotted straight line indicates the deviation of dis-
tribution from perfect equality. It is to be noted that this deviation
was greater in 1929, a fact which probably indicates that inequality
becomes more extreme in periods of rapidly increasing prosperity
(1929 was a boom year). The 1929 curve shows that the richest 10
per cent of our pcople received about 45 per cent of the income in
that year, whilc the poorest 60 per cent got barely 25 per cent of the
total. Looking at the matter a little differently, if we divide the 1929
income into two equal parts, one-half of it was paid to about one-
seventh of the population, while the remaining half had to suffice for

2 Based on data from M. Leven, H. G. Moulton, and C. Warburton, Amer-
ica’s Capacity to Consume (1934).

8 Based on data cited in the National Industrial Conference Board’s Economic
Almanac for 1945-46.
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the other six-sevenths of the people. The figures for 1943 show the
situation to have been only a little less extreme. The curve for these
years indicates that the richest 10 per cent of the family groups re-
ceived about 30 per cent of the total income, and the poorest 60 per
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cent got but 28 per cent. One-half of the total income in these years
was distributed to less than one-fifth of the population, leaving only
the other half for the rest of the people. Available data for more
recent years indicate that there has been no appreciable change in the
pattern since 1943.
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No data are available to show what the pattern of income division
is like after the various transfers above described have taken place.
These transfers must alter the picture in the direction of greater
equality. Nevertheless the conclusion seems justified that, notwith-
standing these correctives, the net inequality remaining is still too
great. Practically all students who have made studies comparing
family incomes in this country with the cost of maintaining a stan-
dard of living compatible with minimum decency agree that a surpris-
ingly large proportion of our population is in want. It is estimated
that during the great depression of the nineteen-thirties from twenty
to twenty-five million persons were in poverty,* and even in the more
prosperous years prior thereto there were not far from fifteen mil-
lions.?

This poverty cannot be attributed to insufficient production. It is
due to the fact that the division of the product is so unequal. During
the Great Depressior, to be sure, our total output fell below the level
that would be required to sustain all of our people in comfort; but
this was a depression of extraordinary severity. In ordinary years we
produce enough. Even before World War 11, when the cost of living
at a comfort level was computed at around $2000 per family, our
national income averaged around $3000. Since the war it has risen
phenomenally, and seems destined to go still higher. There can now
be no question that we are livjng in a comfort economy. Yet, not-
withstanding this fact, a considerable proportion of our people is
in poverty. On the other hand, a small number of the very rich are
able to live in conspicuous luxury and extravagance. The newspapers
are filled with descriptions of their palatial homes, their limousines,
the cxpensive gowns and fabulous jewels of their women, and their
vacations and gay parties at pretentious hotels and exclusive resorts.

This inequality is not a wholesome condition. It was shown in the
last chapter that it causes production to be diverted from useful to
wasteful goods, because the rich often spend their surplus incomes on

4 See the article on Poverty in the Encyclopedia of the Social Sciences.
5 See James H. S. Bossard, Problems of Social Wellbeing (1927), p. 8.
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luxuries of the most trifling sort, while the poor are forced to go
without some of the basic necessities for healthful living. Extreme
inequality has the further disadvantage that it causes a tremendous
waste of productive power on the part of both the poor and the rich.
Those who are forced to live in poverty are undernourished and do
not get adequate medical care, so that they make poor producers.
Poverty also engenders shiftlessness, dissipation and crime, all of
which interfere with the productivity of human beings. Among the
rich, too, there is a great deal of idleness and dissipation because some
of the wealthy do not find it necessary to be usefully employed. In-
equality not only makes for waste, it threatens the stability of society;
for the contrast between riches and poverty provokes discontent
among the masses of the poor, which sometimes leads to revolution.

According to the law of diminishing utility, the greater one’s stock
of any economic good, the less is the importance of any unit of it.
The same principle holds for one’s income as a whole. That is to say,
the greater the income of a man, the less the satisfaction derived from
a marginal increment of it. Putting this in monetary terms, a dollar
means less to a person, the greater the amount of his money income
(provided prices are unchanged). From this the conclusion is some-
times drawn that the total satisfactions of all the members of society
would be at their greatest if the social income were divided equally
among them; for if a dollar means less to a rich man than to a poor
one, the utility derived from spending that dollar would be greater if
it went to someone in poverty instead of to a person of wealth,
Putting it a little differently, money diverted from the rich to the
poor would always add more utility to the latter than it would sub-
tract from the former, up to the point where all incomes were equal.

This conclusion is disputed by the strictly scientific welfare econo-
mists. They argue that we have no valid means of comparing one
man’s satisfactions with another’s; therefore, even though the law of
diminishing utility may apply to the whole income of each individual,
we cannot say that the marginal utility of a dollar to one person
(even if rich) is less than it is to another (even though he be poor).
This is the basis on which they contend that a science of economic
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welfare cannot deal with the problem of inequality. But this rests on
too narrow a conception of science. Science proceeds on the assump-
tion that, since like causes produce like results, we can by a careful
study of the results in a given case make reliable inferences about
causes that cannot bc directly observed. We cannot have direct
knowledge about the chemical composition of the sun and other stars
because we cannot get hold of their matter for laboratory analysis,
but since their spectra resemble those of elements found on the earth,
astronomers can make assertions about the elements in the heavenly
bodies which are accepted as the true conclusions of science. Re-
peated confirmation, by independent evidence, of inferences made in
this way convince us that the method is valid. From aberrations in the
movement of the earth in its orbit, it was inferred that there must
be an undiscovered planet. Subsequently this inference was proved to
be correct by discovery of the planet Pluto. Similarly, the element
helium was inferred to exist because of a certain spectrum at first
found only in the light from the sun, long before it was found on the
earth. ‘There are so many instances of this kind in the history of
science that it must be accepted as true that it is possible to make
valid inferences about things of which direct knowledge is impossi-
ble. So, although one cannot penetrate directly into the consciousness
of any other person than himself, we are justified in interpreting the
common behavior traits of human beings as evidence that back of
them are common feelings and mental states. Psychoanalysis and simi-
lar techniques for probing into the minds of men corroborate this
conclusion.

Applying this method to the modes of expenditure to be observed
among men of different income levels, it is a fair inference that mar-
ginal increments of money are of less importance to the rich than to
the poor. A wealthy man will spend five, ten, or twenty dollars in a

8 See, for instance, Lionel Robbins, The Nature and Significance of Eco-
nomic Science (Second Edition, 1935), pp. 136-143. Abba P. Lerner, however,
while agreeing that interpersonal comparisons of utility are impossible, never-
theless offers a proof that modifying the distribution of incomes toward equality
would be #ore likely to increase satisfactions than to decrease them. See Chapter
1II of his The Economics of Control (1944), in which he gives a careful analysis
of the significance of the law of diminishing utility.



88 Social Economy and the Price System

manner so careless as to reveal unmistakably that such a sum has little
utility for him. A poor man, on the contrary (unless he is intoxicated
or mentally defective), will use a like sum in a way that shows he
esteems it highly. Again, a millionaire will scarcely miss the loss of
twenty dollars, and certainly will not be greatly disturbed by it; but
such a loss to a person on the margin of subsistence will likely cause
him real privation and worry. I have observed among people of my
intimate acquaintance that, as they have become more prosperous,
they have grown much more careless in the spending of substantial
sums; and in contrasting their mode of life with that of other friends
who have been less fortunate financially, it has sometimes been im-
pressed upon me how little some of the expenditure of the former has
brought to them as compared with what it could bring the latter.
All these things convince me that there is a basis in the law of dimin-
ishing utility, as applied to one’s income as a whole, for holding that
that total satisfactions of our society would be increased by a more
even distribution of the social income.

Yet this argument must not be pushed to the point where it is held
that satisfactions will be at their maximum when there is exact
equality of incomes. There is this much to be said for the viewpoint
of the strictly scientific welfare economists: while the satisfactions
of different persons are similar in kind, they are not of exactly the
same degree, and we have no means of measuring them with preci-
sion in any given case. It is surely not true that all persons have equal
capacity for deriving benefit from goods, and it is common observa-
tion that some are wiser consumers than others. Of two individuals
with the same money income, one may spend it for things of lasting
benefit that make him a more useful member of the community,
while the other may squander his in dissipation and extravagance that
brings little benefit, either to him or the community. It would not be
wise social policy to give both the same amount of income. In draw-
ing a conclusion about income distribution from the law of diminish-
ing utility we can go no farther than to say that, in general, a rela-
tively even division of the social income is more conducive to welfare
than is extreme inequality. This leaves the way open for applying
other criteria by which the precise amount of income to be allotted
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to each member of society may be determined. Such criteria can be
found in the four priciples of income sharing that were stated at the
beginning of this chapter. It is now time to develop these principles
more fully, and to inquire to what extent a normative price system
offers a means for putting them into effect.

THE PRICE SYSTEM TESTED BY THE PRINCIPLES OF INCOME SHARING

The first criterion of income sharing was the principle of a guaran-
teed minimum, which states that the basic requirements for all should
be met before luxuries are allowed to any. By basic requirements are
meant those essentials which are commonly used in cost of living
studies as constituting a minimum standard of decency.

A poverty economy may not be able to put this principle fully
into effect because its total product may be inadequate; or, if barely
adequate, because the guaranteed minimum would absorb the entire
social income, leaving no surplus for the principles of incentive and
developing talent. A very poor society may have to keep the bulk of
its people at a very low standard to induce them to work harder, and
in order to accumulate capital equipment for future growth. A com-
fort economy, on the other hand, can well afford to adopt the prin-
ciple of a guaranteed minimum as a rule of social policy. The reasons
why it should do so were explained in Chapter One, as follows: It
would satisfy our humanitarian sympathies, which are aroused by the
sufferings of the poor; it would make workers more efficient by
keeping them in good health and vigor; it would protect the rest of
the community from the disease and crime which so often grow out
of poverty; and it would protect the community against the threat of
upheaval that is latent in revolutionary discontent. I think it is not
too much to say that the assurance of a decent living standard for
everyone is the best protection that a social order could have against
the threat of internal disruption.

A normative price system does not necessarily give effect to the
principle of a guaranteed minimum. There are three reasons why it
does not. In the first place, it awards a share of product only to those
persons who supply some productive factor that can be used in in-
dustry, and only according to the value of the marginal product of
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that factor. Those who own no valuable economic resource, and
who, for one reason or another, are not worth much as workers, will
not receive enough by this method of payment to command a living
wage. This will be true of mental defectives, the physically infirm,
unskilled labor in overpopulated countries, and even skilled workers
who happen to be caught in declining industries. The product of
such persons does not have a high enough value in the market
to afford them the means for a comfortable living. Their market
worth is low, and the price system pays them accordingly, being en-
tirely blind to their needs. In the second place, the institutions of a
capitalistic economy do not always introduce into enterprisers’ costs
all the real costs that are attendant upon the employment of labor in
industry. For instance, the cost of industrial discases and accidents
will not appear in the accounts of business men (on which prices are
based) unless special provisions, charging employers with responsi-
bility for such misfortunes, are imposed by the state. In the absence
of such provisions, the spontaneous working of the price system will
not provide workers disabled by accidents and disease with a decent
income. Thirdly, except in a centrally planned 2conomy, the guid-
-ance given to industry by a normative price system is not well
enough articulated to maintain production continuously at full em-
ployment. During the periodic depressions which afflict an un-
planned economy, many persons find their incomes reduced below
the level of minimum decency.

The second and third of these obstacles to a guaranteed minimum
are best reserved for later discussion, since they are closely connected
with the principles of surplus utility and of full employment, which
will be dealt with in Chapters Six and Seven. My present concern is
with the first problem. What is to be done with those persons whose
contribution to industry is not worth a living wage?

To those not well versed in economic theory (and even to some
economists who appear to be impervious to the logic of theoretical
analysis) a minimum wage law, prohibiting the payment of wages
below an amount sufficient to maintain a decent standard of living,
may seem to be a sufficient solution to this problem. They would
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substitute a manipulated price for the price of labor created by a free
market, and they would enforce the maintenance of this price in-
stcad of attempting to deal directly with the underlying conditions
of demand and supply that are the immediate cause of too-low
wages. The effects of such a policy have been sufficiently analyzed by
other writers to obviate the necessity for any extended discussion of
it here.” The conclusion of the analysis is that the possible benefits of
such legislation are very limited. In certain situations a minimum
wage law may have the desired effect. This is the case in industries
where the demand for labor is inelastic; also in imperfect markets
where, through ignorance and inertia of the workers and lack of
compcetition among employers, groups of labor are being exploited
so that they are not getting the full value of their marginal product;
and, finally, in those circumstances where the increased wage, by
bettering the living conditions of the workers, brings about a suffi-
cient increase in their efficiency to make them worth the established
minimum. Ordinarily, however, the major effect in the long run
must be to throw into unemployment those workers who would not
be worth the minimum figure; for to employ them at the new wage
would be to incur a loss that can eventually be avoided by new indus-
trial arrangements (such as more labor-saving machinery) in which
less of this kind of labor is employed.

It may be that sub-standard workers who cannot earn the estab-
lished minimum wage ought not to be employed. It can be argued
that they are properly objects for charity; but it seems reasonable to
let them at least contribute to their own support, by working (per-
haps under carefully supervised conditions) for whatever they are
worth on the market. Their earnings can then be supplemented by
some form of publicly provided gratuity, to whatever extent may be
necessary. At any rate, it scems reasonably clear that a minimum
wage law does not solve the problem of what to do with people of
very low earning power; and the same gocs for any general wage

7 A convenicnt summary of the pros and cons on this question is to be found

in Chapters V and VIII of Maurice Dobb’s Wages (London, Revised Edition,
1938).
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minimum that might be enforced by the bargaining power of labor
organizations.

The fact should be frankly faced that persons who are incapable of
commanding a sufficient wage to meet their basic requirements are 2
burden on society that weakens its strength. It would be better off
without them, except in individual cases where the presence of a rare
spirit in a frail body may, by its inspiring example and good influence,
be worth many times the cost of the person’s support. However, the
economically unfit cannot be left to starve without damaging the
humanitarian sentiments which are one of the greatest sources of
solidarity and group strength. .

Two lines of action are indicated, both of which are primarily
sociological, rather than economic. The first is to check the repro-
duction of inferior biological stocks in the population by suitable
measures of negative eugenics. So conservative are human beings in
dealing with the biological aspects of marriage that this reform will
not soon be realized; but it is one of the most urgently needed and
most promising developments in the whole vista of human progress.
The other line of action is to institute measures of vocational guid-
ance and training, adult reéducation, and socialized medicine which
will provide workers with remunerative skills and will rehabilitate
the disabled, so that they will be able to command a living wage in
industry.

When such a program has been put into effect, a normative price
system will automatically provide at least a minimum standard in-
come for nearly every worker. There will always be a few, how-
ever, who because of biological weakness or misfortune will not be
economically efficient enough to earn a decent livelihood. In the
many years that will certainly elapse before the program will be-
come a reality, the number of such persons will be very large. They
must be taken care of by an extension of relief provisions of the kind
that already exist. These include poor relief, public hospitals and
asylums, and social security benefits. Under the conditions stated,
measures of this kind represent a necessary and desirable departure
from the guidance of the economy provided by the price system.
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Aids of the above kinds are gifts made by society, for the most
part without expectation of any equivalent return. These benefac-
tions, if too freely given, may be demoralizing, and might easily be-
come an encouragement to laziness. For this reason they should be
confined strictly to cases of proved incapacity, or to emergencies
(such as cyclical unemployment) created by economic conditions
over which the affected individuals have no control. For the rest, the
principle of incentive should be applied. This principle, it will be re-
membered, states that rewards should vary with the socially useful
productive accomplishment of the individual.

There is a tendency inherent in normative price systems that is
capable of giving effcct to this principle, provided the institutional
setting is suitable. This is the tendency for productive services to be
paid for according to their marginal productivity. If a person is paid
the full value of what he contributes to production, he is given an
incentive to find his most valuable position in industry and to exert
himself in it to his fullest, knowing that he will be rewarded in pro-
portion to his performance.

But this is far from being the principle that actually governs the
receipt of incomes under the prevailing institutions of capitalism. For
one thing, the valuations set upon goods under present conditions are
not always in conformity with socially desirable objectives, as the
last chapter has shown. As a result, people are now paid for produc-
ing goods that belong in the category of illth. This is not payment ac-
cording to their socially useful contribution to production. Not until
production is guided more nearly in conformity with the social
welfare, by means of the reforms suggested in the last chapter, will
the price system work in such a way as to couple rewards with soci-
ally useful accomplishments.

There is another difficulty. Thorstein Veblen showed (more
strikingly than any other writer) that many of the business activities
of the modern world are predatory, rather than beneficial to society.
Business men are too often concerned more with pecuniary strategy
than they are with the production of goods. So there are found in in-
dustry numerous kinds of antisocial behavior, among which may be
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mentioned contriving monopolies that profit by making goods scarcer
instead of more plentiful, rigging the market, manipulating corporate
finances in such a way as to create profits by contrived fluctuations
in security values or by getting control and usurping a share in corpc-
rate profits where there has been no commensurate investment, car-
rying on competition by such unfair methods as misrepresenting an-
other’s products, spying on his secrets, bribing his employees, per-
suasive but misleading advertising, adulterating goods, and many
other sharp practices too numerous to mention. These nefarious ac-
tivities are often very lucrative. Many a huge fortune has been built
up by their means. In the absence of effective controls, a natural price
system lends itself very readily to schemes of this kind. It rewards
scarcity whether due to natural or artificial causes, and it pays for
goods that are in demand whether the demand is based on correct ap-
preciation of social values and accurate knowledge of merchandise
or not. However, if a price system is sufficiently protected by ex-
ternal safeguards (for example, well-enforced antitrust laws and reg-
ulation of the securities market) it need not be characterized by
abuses of these kinds,

There is a third factor that works to break the connection between
reward and socially useful service in production. In a dynamic world
there are many windfall gains and losses that arise from either general
or specific economic fluctuations. It is a well-known fact that a rise
in the price level benefits debtors at the expense of creditors, and
brings profits to enterprisers at the expense of lower real wages for
workers, A fall in the price level has converse effects. During the
great swings of the price level that are characteristic of our economy,
these gains and losses are widespread. They represent tremendous
shifts in real incomes that bear no relation to social service. The
farmer who loses his farm to a mortgagee when prices fall is produc-
ing no less than when prices rise; his loss and the mortgagee’s gain are
matters of pure chance, so far as these two individuals are concerned.
Likewise it is not because the enterpriser is producing more or his
workers less that profits go up while the real wages of the worker
go down when prices advance. These occurrences, therefore,
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defeat the principle of incentive by destroying the connection be-
tween productive service and reward. There is a similar violation of
the principle in those lesser shifts of income which arise out of un-
foreseen changes in the conditions of demand or supply for particular
goods.

The principle is not violated, however, where the changes are
sufficiently regular in character to permit organized speculation in
the commodities concerned. Seasonal fluctuations are an illustration
of this. Where price changes can be forecast with a fair degree of
accuracy, the activities of professional speculators help to reduce
price fluctuations and to stabilize consumption, by carrying over
surplus stocks from periods of abundance to periods of scarcity. Here
the principle of incentive is not violated, for the profits resulting ac-
cord with a useful service rendered to society. However, where such
malpractices as cornering and rigging the market occur, the prin-
ciple is nullified.

In the fourth place, the price system makes payments to the owners
of productive factors, not to individuals or family heads as such.
Where the ownership of these factors does not arise out of the per-
formance of some social service equivalent in value to the payments
received, the principle of incentive is violated. This applies to the
ownership of land where (as is often the case) its value exceeds the
amount of savings invested in it by its owner. The same holds for all
inherited wealth, And it holds for corporate securities acquired in the
devious methods of corporation finance by which “insiders” securc
shares of ownership without commensurate investment, at the ex-
pense of the “outside” stockholders who really provide the capital.

Finally, there are some people so unique, or situated in positions so
strategic, that there can hardly be said to be a normal price for their
services. The term normal price is most appropriately employed
where there is a large number of cases sufficiently alike so that they
can be standardized and grouped together in a single class, with com-
petition effective on both sides of the market. These conditions are
lacking in the case of individual geniuses, of whom there is only one
of a kind. There are not enough Charlie Chaplins, or Marian Ander-
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sons, or Joe Louis’s to constitute a standardized good or to have a
standard price. In this they differ from units of unskilled labor,
or of such skilled workers as locomotive engineers, who are suffici-
ently alike to be interchangeable. There must be hundreds of engi-
neers capable of driving the 20th Century Limited, but there is only
one Marian Anderson. The wages of locomotive engineers are, there-
fore, fairly well standardized; but the earnings of movie stars, great
sopranos, and the like are widely variant and unpredictable. The in-
comes of such geniuses are largely determined by chance or luck.

Similar considerations apply to top business /executivcs. Here there
are three factors that make for lack of standardization in their sala-
ries. First is the unique character of the individuals who are found in
these positions. Secondly, boards of directors differ considerably in
their policies regarding big salaries. Some favor very high remunera-
tion, while others are more moderate in their allowances. Finally, it is
a fact that top business executives usually have connections with
their boards that help them to fix their own salaries. The result of
these three factors is that extremely wide variations in salaries pre-
vail. The differences are so great and so erratic that they certainly
cannot represent true measures of the differing abilities of the indi-
viduals concerned, nor any gauge of the amount of service that they
render to society.

After considering these cases, the conclusion seems inescapable
that incomes of these kinds do not accord with the principle of in-
centive. The high rewards obtained by geniuses and executives offer
plenty of incentive, but it is not closely correlated with the amount
of social service rendered by the recipients. In some cases it is associ-
ated with social injury, as, for instance, where the movies produced
are of a salacious or unwholesome kind, and where business men are
paid for predatory strategy rather than for useful production. Even
where there is some useful contribution, the rewards are higher than
is necessary to evoke the services in question; therefore they involve
a social waste.

In other writings I have drawn a distinction between carned and
unearned incomes, and have suggested that social arrangements
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should be developed to suppress all incomes in the latter category.®
By earned income I mean income received in payment for some
socially useful contribution to production, at a price not exceeding
its normal value under conditions of fair competition.® It follows
from this definition that an income is unearned (1) if it is received
without the making of a socially useful contribution to production,
or (2) to the extent that it consists of a surplus above the normal
price of a useful contribution. .

By these tests the following incomes (and only these) would be
classified as earned:

(1) Wages would usually be earned, except for labor that is em-
ployed in the production of socially harmful goods, or where unions
create an artificial scarcity of labor that causes wages in the affected
trades to be abnormally high, or where minimum wage laws keep
wages above their normals. In a world of dynamic change there
would also be chance departures from normal wages that might not
cancel out over time, and that would therefore result in elements of
undeserved gains or losses.

(2) Interest on capital would be earned if the capital resulted from

8 Raymond T. Bye and William W. Hewett, Applied Economics (Fourth
Edition, 1947), Chaps. XXI-XXIII, inclusive. Also Raymond T. Bye and Ralph
H. Blodgett, Getting and Earning (1937), especially Chap. 11.

9 In the first three editions of Applied Economics 1 used competitive market
value as the test, but in Getting and Earning (which appeared subsequent to
the first edition of the former) I changed this to competitive normal value.
There is a ditficulty in drawing a line between eamings and not-earnings in
disturbed conditions where factor prices depart widely from their normals.
When demand for a certain good increases sharply (e.g., houses), certain
factors (e.g., plasterers) whose supply has not yet become adjusted to the
new demand are relatively scarce. They are then worth more in industry, and
will command a higher price (in this case, wages). Is the extra income so
obtained earned or unearned? It is socially desirable that the factor be priced
higher, because this serves to draw more of it into the needed direction. Also
the high cost of the factor induces users to employ it sparingly, thus mitigating
its scarcity. On the other hand there is an element of luck in the increase that
casts doubt upon its justice. Marshall calls the surplus quasi-rent, thus putting
it in a similar category to the rent of land. In a dynamic, unplanned economy,
it may be necessary to allow such gains for services rendered, but in a success-
fully planned (normalized) economy they would not be necessary, and they
would not even exist in any great degree. For this reason I am inclined to class
them as unearned. One of the goals of economic policy should be to approxi-
mate normalized conditions. See the argument of Chapters Ten and Eleven.
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savings out of earned income on the part of its owner. Earned interest
would include the rent of land purchased out of earned savings, in so
far as the rent has not been subsequently increased by community
growth or other social activity. This justification of interest rests in
the fact that invested savings represent a contribution to produc-
tion, and that the rate of interest is determined, in general, under
conditions of open and fair competition; hence, both tests of earned
income are fulfilled. Contrary to the views of Single Taxers and many
other critics of the present institution of land ownershp, savings in-
vested in the purchase of land are just as much entitled to a return of
interest (or rent) as any other; because it may,be presumed that these
savings, after being paid to the previous owners of the land, are usu-
ally invested by the latter and so become embodied in industrial
equipment the same as any other savings. Interest on bank loans,
where the money loaned has been created by the expansion of bank
credit, and therefore is not derived from the voluntary savings of the
bank’s stockholders or depositors, does not represent a socially use-
ful contribution to production on the part of the recipient, and hence
is not earned. Although industrial equipment results from this method
of financing, this effect is brought about by a strategical tour de
force on the part of the banks. The people who really finance the in-
vestment in this case are the masses of consumers upon whom in-
voluntary saving has been imposed, and who are virtually robbed of
the interest on the investments that their savings have made possible.

(3) Business profits are also to be classed as earned when they are
due to a superior quality of product or to lower production costs
brought about by especially efficient management, but not otherwise.
In 2 dynamic world some of the profits of professional speculators
(when the speculation has not been accomplished by cornering or
rigging the market and similar predatory activities) probably should
be classed as earned income also.

By the same tests, the following kinds of income must be classed as
unearned: (1) Wages received in the production of socially undesir-
able goods, the excess of wages above normal competitive rates which
results from trade union restrictions that prevent free entrance into
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particular occupations, above-normal wages (if any) caused by
minimum wage laws, and windfall gains resulting from temporary
shortages of labor. (2) Interest on usurious loans and loans of “cre-
ated” bank credit. Also interest derived from investments in socially
undesirable capital (e.g., gambling houses). (3) Income received
from increases in land values where the increase is not directly at-
tributable to qualities (such as improved fertility or better drainage)
imparted to the land by the owner’s labor or the investment of his
savings. Also income from land put to socially injurious uses (e.g., as
sites for bawdy houses). (4) Business profits which grow out of
predatory financial manipulations, the production of injurious, adult-
erated or misrepresented goods, unfair methods of competition,
monopolistic activities, or such chance happenings as rising price
levels or wartime increases in demand. (5) The excessive wages, sala-
ries, and royalties received by unique persons in non-competitive
situations, including the surplus salaries and bonuses of top business
executives. (6) All income from wealth acquired by inheritance or
bequest.

If a program could be perfected that would make it impossible for
people to receive unearned incomes, the principle of incentive would
be brought forcefully into play. No able-bodied adult could then
acquire income except by a useful contribution to production,
and his reward would be directly proportioned to the value
of his output. This would stimulate him to direct his energies to the
production of those goods that the market deemed most useful, and
to exert his maximum effort for the sake of greater remuneration.
This would be accomplished within the framework of a protected
normative price system, and would promote the social welfare to the
extent that that system could be brought to reflect and effect correct
valuations, as discussed elsewhere in this essay.

It would not be easy to suppress unearned incomes completely in a
capitalistic system, but a good deal could be done toward the attain-
ment of that objective. The measures to be taken would include: (1)
Prohibition of undesirable industries, such as the opium traffic, gam-
bling establishments, prostitution, and many of the patent medicines.
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(2) Compulsory abolition of arbitrary restrictive membership regu-
lations on the part of labor unions.!® (3) Strict regulation of interest
rates and other practices on the part of pawnbrokers and of all those
engaged in making consumers’ loans. (4) Abolition of those features
of our banking system that make possible the creation of monetary
purchasing power by the banks.!* (5) Public ownership of all land,
to be leased to private users at its full rental value, or (what amounts
to the same thing) gradual increase of taxes on bare land values until
they reach the full annual rental value of the land. (6) Strict regula-
tion (including price fixing) of all monopolistic industries, and the
suppression of unfair methods of competition everywhere. (7) Strict
regulation of corporate financial structures and operations. (8) Sta-
bilization of business to eliminate cyclical fluctuations, as far as possi-
ble. (9) A maximum salary law setting an upper limit to salaries,
motion picture royalties, and similar forms of payment for unique
personal services. (10) Drastic limitations on the inheritance of
wealth, presumably by means of steeply progressive inheritance taxes.
(11) A selective income tax law levying especially high rates on
windfall gains.

The fulfillment of this program is a pretty large order. Neverthe-
less considerable progress has already been made in many of the
directions suggested. Prohibition of some of the most flagrantly anti-
social industries (narcotics, gambling, prostitution) has long been
nominally in force, although the suppression is notoriously inef-
fective. There has now been inaugurated considerable governmental
regulation of the practices of labor organizations (e.g., the Taft-
Hartley law), and it may be that further legislation along these lines
will be enacted. Control of pawnbrokers’ interest charges is already in
force in a number of states. Through the Federal Reserve System, the
expansion and contraction of bank credit has been brought under
control of the federal government, and it is entirely possible that com-
plete abolition of bank credit expansion may eventually develop out
of these beginnings. Public ownership of land has not yet gone very

10 Bona fide tests to maintain reasonable qualifications of competence for
skilled trades should be permitted, and even encouraged.
11 See Chapter Five, pp. 137-138, and Chapter Nine, pp. 276ff.
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far, but the public domain is growing, and in some communities (e.g.
Pittsburgh, Pa.) the taxation of land is separate from that of the im-
provements erected thereon. This may be the opening wedge toward
a program of land taxes that would eventually appropriate land rents
to the public use. The federal government has long been engaged in
the suppression of monopolistic activities under the Sherman Anti-
trust Act, and is endeavoring to maintain fair standards of competition
through the activities of the Federal Trade Commission; but we are a
long way from attaining full success in these matters. With the setting
up of the Securities and Exchange Commission, a long step forward
has been made toward correcting the abuses of corporation finance and
the securities market that were formerly the source of many unearned
predatory profits. The federal government is beginning to direct its
financial controls toward the problem of smoothing out business
fluctuations, but the results have so far been disappointing. Although
the question of setting an upper limit to incomes has been agitated
(recall President Roosevelt’s suggestion for a $25,000 ceiling on an-
nual incomes), the only concrete step so far taken has been the im-
position of very high taxes on incomes in the upper brackets. Some
states have already limited inheritance by steeply progressive taxes,
although the institution of inheritance is by no means seriously inter-
fered with in most parts of the country. At one time the federal in-
come tax law did draw a distinction between earned and unearned in-
comes, but it was not based on an adequate conception of earnings.

When these various measures of reform that are already in progress
are considered, it will be seen that the program suggested for elimi-
nating the unearned incomes is not as radical as it may have appeared
on first reading. On the other hand, it is apparent that the problem is
a difficult one to cope with within the institutions of capitalism. So
many measures of control are necessary that the administration of the
program becomes very complicated and difficult. And in spite of all
the reforms that have already been put into effect, it must be admitted
that the results attained are, on the whole, quite disappointing. A great
deal of antisocial activity still goes on in industry, there are many
unearned incomes, and extreme inequality still persists.

It would be much simpler to eliminate the unearned incomes in a
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socialistic society. Here the only forms of private income, other than
social security benefits and some free income from the state, would be
wages, probably some interest on savings, and possibly some moderate
profits (equivalent to wages of management and interest on owned
capital) received by the proprietors of small farms and petty busi-
nesses. Since all these would be fully within the control of the
state, they could easily be made to conform to the above definition of
earned income. Since there would be no privately owned corporations
or large business establishments, little or no private ownership of land,
and no inheritance of large fortunes, all forms of personal income
beyond those just enumerated would be non-existent, so that un-
earned incomes would be completely done away with (except, of
course, for dependents, the aged, and the infirm, who would have to
be given a sustenance, whether earned or not, on the principle of the
guaranteed minimum). The simplicity of this arrangement, as com-
pared with the intricate and difficult program that is necessary to
eliminate unearned incomes under capitalism, is one of the several
important advantages that a collectivist social order offers over the
present economy.!?

The apportionment of incomes according to the principle of in-
centive would result in some degree of inequality. Human nature
being what it is, it is probably necessary to reward people unequally,
as a means of getting them to exert themselves productively and of
directing their exertions into socially useful channels. However, the
amount of inequality required for these purposes need not be exces-
sive. Certainly it would not have to be as great as the inequality that
now exists. Most of the large fortunes of our times are derived chicfly
from unearned sources, so that they bear little relation to socially
useful endeavor. These fortunes are unnecessary; they serve no useful
purpose in the economy. Probably a range of incomes reaching a
maximum of $25,000 would be sufficient to give effect to the principle
of incentive, and this would scarcely involve any serious interference
with the operation of the price system; for it is unlikely that salaries
above $25,000 would attach to any standardized class of persons under
normalized conditions. If this moderate range of differences was ac-

12 See Chapter Eleven.
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companied by a minimum family income of somewhere around $3000,
guaranteed by the state, it is not likely that any serious discontent
would be aroused. Most people would not object to a system in which
rewards were made to vary in correspondence with the importance
of one’s contribution to the social welfare, It is the lack of connection
between incomes and just deserts prevailing under present conditions
that arouses a sense of injustice and causes radical discontent,

It is not enough for society to guarantee a minimum standard of
living, and to provide an incentive for social endeavor by offering
rewards above the minimum in proportion to socially productive
achievement. The community should also be concerned with discov-
ering the talent that is latent among its members, and seeing to it that
the talent which is potentially useful to society is developed fully. A
normative price system offers very imperfect machinery for attaining
this end. To be sure, it rewards talent well when once it has been dis-
covered and devcloped (provided the talent is of a kind for which
there is a demand), and this gives cach person some incentive to im-
prove his capacities and make usc of them. The trouble is that dis-
covery by the individual often comes too late, and sometimes not at
all. Sometimes, too, genius is not sufficiently recognized until after
the death of its possessor. This has been true of many artists and com-
posers. Talent should be detected as carly as possible in childhood:
hence it cannot be left to the individual himself. Under present ar-
rangements we depend upon parents and teachers to observe the
capacities and inclinations of their children. Unfortunately, parents
are not always wise enough to make a fair appraisal of their children’s
possibilities (and their limitations). The schools are in a somewhat
better position to make a trustworthy appraisal, but present teach-
ing mecthods are not yet sufficiently directed to the problem of
early diagnosis, and school curricula are still too stereotyped to allow
sufficient individualization of training. Also, in many cases a lack of
financial means constitutes a bar to the kind of education that is
needed to develop potential talents—for instance, in the field of
music. It is clear that a spontaneous price system, which operates on
a basis of buying and selling, will not meet this problem; for, as
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Marshall showed many years ago, the one who must finance the
development of the child has no means of cashing in on his invest-
ment; therefore, he has no pecuniary interest in doing it. This being
the case, society must make other arrangements to accomplish the
desired result,

A program somewhat along the following lines seems to me to
offer a means of giving effect to the principle of developing talent.
The excellent beginnings already made toward working out aptitude
tests which reveal the innate capacities and interests of young people
need to be further developed and perfected; then they should be
universally used throughout the school system, in order that latent
talents may be discovered as early as possible. These tests should be
supplemented by a comprehensive system of vocational guidance, to
acquaint both parents and students with the possibilities and limita-
tions that are inherent in each child, and to advise them concerning
the careers which are likely to be most successful for each individual.
There must be sufficient variety of school curricula at all levels of
education to permit individualization of treatment and to provide
vocational training, so that the capacities of each student may be
given their fullest opportunity for development. Finally, there must
be financial provisions to make it possible for everyone, regardless of
family circumstances, to get as much education as is needed to de-
velop his individual possibilities. This means that free public school-
ing should not stop at high school, but should be carried on through
college (at both undergraduate and graduate levels) for all those who
are qualified to profit by a higher education. However, the idea pre-
vailing in this country that everyone should go on through high
school, and if possible, through college, is a mistaken one. Not
everybody has the potentialities to benefit by this type of training;
but it is desirable to carry each individual through the kind of educa-
tion that will be of most benefit to him, and to take him as far along
the road as his particular abilities warrant. In order to carry out this
last recommendation, we need many more fellowships and scholar-
ships in collegiate institutions than are now available. Private philan-
thropy is too uncertain a means for accomplishing this; these fellow-
ships and scholarships should be provided by the state. There is
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probably no better investment for public funds than the upbuilding
of character and capacity in its citizens, These are just as truly a
part of the nation’s capital as the mechanical equipment of industry,
and the most important part at that.!3

In a prosperous society there is likely to be a surplus of social in-
come above what is needed to guarantee a minimum standard of liv-
ing for each member of the community and to reward each worker
in accordance with the principle of incentive. It should not be pos-
sible for a lucky few persons in strategic positions to appropriate this
surplus to their own use; for any part of the social income so diverted
into private pockets without the performance of any useful function
on the part of the recipients is wasted, This surplus should be claimed
by the state, and applied to purposes that will contribute to the com-
mon welfare. The mechanism of a normative price system will not
automatically accomplish the desired result, because the price system
distributes all the product of industry to factor owners without
differentiating the surplus from that part which is necessary for the
guaranteed minimum, for incentive, and for developing talent. Social
appropriation of the surplus can nevertheless be accomplished with-
out interfering with the price system by directing some of the factor
payments into the public treasury, either at their source or after their
receipt by individuals. The proceeds can then be used for projects of
general benefit to all.

We are already carrying out this policy to some extent by means
of progressive inheritance and income taxes. The high rates to
which these taxes have been pushed in the upper brackets in some
parts of the world divert into the public treasury a considerable slice
of surplus income in the hands of the very rich, where it performs
little useful function for society. There can hardly be any valid
objection to the use of this method of appropriating the surplus in
the case of inheritances, for inherited wealth is a pure windfall to the
heirs, so that capturing a part of it at the time of its passage does not
take anything away from them, and places no burden upon them.
The device of progressive income taxation is likewise a possible

18 See what is said about human equipment in Chapter Five.
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method of getting at the surplus; but it has the serious drawback that
it is very irritating to the taxpayers. To take away income after it
has been received is not only annoying, it arouses a feeling of frustra-
tion and resentment. One does not greatly miss that which he has
never possessed, but to lose income after he has once gotten his hands
on it is maddening. Even the taxing of income at its source has some-
thing of this effect, because, in reporting his income to the tax col-
lector, the individual must record his claims to wages, dividends, etc.,
as though they were actually received, and then subtract the taxes
due, in order to arrive at the net income which remains to him. He is
paid nominally a certain wage or salary per week, and he thinks of
his remuneration in those terms; yet the state takes it away from him
before he gets it. It would be better if society could appropriate the
surplus in such a way that no individual claims to it of even a nominal
character could ever arise.

Here again, socialism scores a point over capitalism. In a collective
social order the state, through its ownership of industry and as the
sole employer of labor, nced pay out, in wages and interest, only
that part of the total income that is needed to give effect to the
principles of a guaranteed minimum, incentive, and developing
talent, withholding any surplus for projects of general benefit. Then
no one is given income, or a claim to income, only to have it im-
mediately taken away from him. Under capitalism, even with the best
of arrangements, it is likely that there will always be some surplus
in the hands of individuals that will need to be recaptured by taxa-
tion, if the principle of common surplus is to be made effective.

The question may occur to some readers whether the payments
made under the principle of incentive to call forth his best effort on
the part of each individual may not include some element of surplus.
This is a matter of definition. If surplus income is defined as any
income above what is needed for guaranteeing a minimum standard
of living and developing the latent talent in the population, any in-
centive payments in excess of these needs would be a privatcly ap-
propriated surplus; but if the surplus is defined as the excess of in-
come above those needs, and above what is necessary for the
principle of incentive, then obviously no surplus, as so defined, is
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included in the incentive payments. This answer may seem to beg
the real question, which is, whether the payments made under the
incentive principle are likely to go so high in some cases as to create
an undesirable degree of inequality. I have already indicated my be-
licf that it need not. It seems to me that the degree of inequality neces-
sary to give effect to the principle of incentive can be moderate. The
highest incomes under this principle probably would not have to
exceed $25,000 yearly. If arrangements are perfected for preventing
the receipt of private incomes above this figure, none of the common
surplus will remain in the hands of individuals and no recapture by
progressive taxation will be necessary. At the same time the norma-
tive price system can go on functioning in its normal way, without
arbitrary interfernce.

It has been established by mathematical proof that the apportion-
ment of income avtomatically worked out by a normative price
system disposes of the entire social dividend. That is, the sum of all
the marginal products is equal to the total product of industry.!* The
four principles of guaranteed minimum, incentive, developing talent,
and common surplus do not have this nicety. It has already been
stated that in a poverty economy the total income might not be
enough to put even the first principle into effect, not to mention the
others. In a rcally prosperous socicty, however, there should be a
sufficient output to permit all four criteria to be applied. There might
then arise a problem of adjusting the several principles to each other.
The requirements for incentive might conflict with the guaranteed
minimum and the provisions for developing talent. Certainly the
principles themsclves offer no automatic solution to this problem. It
is my thought that a surplus economy could afford to give first pri-
ority to the guaranteed minimum and the development of talent. The
subsidies needed to give effect to these two principles could be cal-
culated in advance, and the necessary appropriations for them
could be made by the state out of its general revenues, derived partly
from taxes, partly perhaps from the revenue of public lands and

14 For a statement of the proof of this proposition, scc George J. Stigler’s
Theory of Price (1947), pp. 178-179.
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enterprises. To the extent that they were derived from taxes, they
would constitute deductions from the shares that would automati-
cally go to the private owners of productive factors on pricing prin-
ciples. As far as possible the taxes should be designed so as to fall
on unearned incomes. There should be a minimum amount of inter-
ference with (or deduction from) normal payments of wages and
interest on earned savings. These could be left to the determination
of the market, with suitable safeguards to prevent abuses. Thus a
protected price system would govern these two shares, and since
these would then be fixed on the basis of marginal productivity, the
principle of incentive would thereby be brought into play. Any
excess accruing to the state from its taxes or public enterprises, over
what it required to provide minimum subsistence and to develop
talent, would constitute the common surplus to be applied to the
general welfare. '

~ Under these arrangements, the marginal productivity principle
would still determine the prices of productive factors, and would dis-
pose of the whole product; but not all of that product could be ap-
propriated by private owners. Some of it would accrue to the state
as owner of certain factors. Another part of it would be captured by
the state in taxes levied at various points in the process of exchange.
Enough would be left to producing factor owners to provide the
needed incentive. The rest would be taken by the state to put the
other three principles of income sharing into effect.



CHAPTER FIVE

Present and Future

THE MECHANISM OF INTEREST

The making of present provision for future needs is one of the
basic foundations of civilization and progress. To some extent this
takes the form of storing up consumable goods, as the ancient Egyp-
tians stored grain in the pyramids; but by far the most important
way of providing for the future in modern society is the creation of
industrial equipment from which consumable goods will flow at
some later date. This requires a sacrifice of present income in the
form of saving, and the investing of those savings in such things as
materials and industrial plant. The question arises, how much of
present income is it wise to use in this way? What constitutes a
proper balance between present consumption and present provision
for the future? It is with this problem that the present chapter is
concerned.

In primitive economies where there is little exchange of goods
(such as the carly American frontier), this problem is a simple one.
Each family constitutes a separate producing and consuming group.
It devotes to laying up stores of grain, stacks of firewood, etc., to the
building of houses and barns, and to the making of tools, whatever
labor its energy and its foresight direct. Family groups may help
each other in carrying out the more extensive equipment projects as,
for example, in barn raising; but for the most part each acts alone.
These simple methods of providing capital equipment may not
always lead to the highest possible social welfare and group strength,
but at least the process takes place smoothly, without any great
difficulties of adjustment.

In the complex exchange economies of modern capitalism the pro-
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cess is much more intricate because saving is largely separated from
investment. By saving, I mean refraining from spending for immedi-
ate consumption—in other words, withholding present income
(either money or real) for some future purpose. By investment, 1
mean using present income to acquire goods for future use. There
is much direct investment by savers in our society. For example, some
business firms are able to finance the construction of plant from
their own resources, and some consumers have accumulated enough
savings to pay for the construction of their own homes. However,
in large part voluntary saving takes the form of money withheld
from consumption by the recipients of mopey incomes and then
turned over to bankers or other agents to be invested. The process of
investment materializes in fact only when enterprisers take these
money savings to finance the purchase of inventories or the produc-
tion of industrial equipment.

Out of this business of saving and investment, a triangular prob-
lem arises. The problem is to establish the correct proportions be-
tween consumption and saving on the one hand, and to balance sav-
ing with investment on the other.! If it could be assumed that what is
saved will always be invested, either in stores of consumable goods
or in equipment, then the first part of this problem would be simply
one of choice, constituting a special aspect of the problem of want
selection. For the solution of this problem, the principles of capital
maintenance, of invested surplus, and of time preference (which
were stated in the opening chapter) are pertinent. The second part
of the problem, which pertains to the balancing of saving with invest-
ment, is crucial for the smooth functioning of the economy. If
money savings are hoarded or destroyed, instead of being invested,
there is a stoppage in the flow of money income, and this precipitates
a deflation of prices and a business depression. On the other hand, if
more moncy is invested than is voluntarily saved by the recipients of
money income (a thing that is made possible by bank credit infla-
tion) an artificial stimulus is given to prices which, through its effect

11t is now generally recognized that savings must always be equal to invest-
ment, viewed ex post (as demonstrated by Keynes) but that they may differ
when viewed ex ante. I am speaking here ex ante, because that is where the crux
of the problem lies.
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on business profits, stimulates a temporary wave of prosperity, but
causes subsequent difficulties that likewise produce a depression. The
problems that arise out of these difficulties are among the most seri-
ous that our economic system has to contend with, because the re-
sulting disruption involves so much unemployment and general
breakdown of the economic process as to threaten the whole capital-
istic system with revolutionary overthrow. Therefore it is important
to examine critically the mechanism on which the adjustment of the
triangular relationship between consumption, saving and investment
depends, and to seek, through such analysis, to find some means of
keeping them in balance.

The mechanism of balance upon which our economy depends for
the solution of these problems is to be found in the complex of inter-
est rates. This is a part of the price system. Neoclassical economic
theory explains interest rates as being determined by the demand and
supply of monetary funds available for investment in the loan
market. The demand comes mostly from enterprisers who expect to
use the funds for the purchase or construction of industrial equip-
ment. It is supposed to be based on the anticipated surplus over
present costs that the use of such equipment is expected to yield in
the future. Since the use of increasing amounts of equipment (which
is equivalent to an extension of production into a more roundabout
process) is subject to the law of diminishing productivity, the
schedule of demand-prices is a falling one, the rate of interest which
a given quantity of investible funds can command in a given type of
investment being determined by the surplus yield over present costs
obtainable at the intensive and extensive margins where the equip-
ment is employed. There is also a demand from consumers who bor-
row for the purchase of costly durable consumers’ goods, such as
houses, automobiles, and electric refrigerators. These loans are usu-
ally paid back in installments. The demand from consumers is deter-
mined partly by psychological motives (impatience to possess the
goods now rather than wait until the consumer has saved enough to
pay for them entirely out of his own resources) and partly by ob-
jective factors (such as the size of the individual’s present income and
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its probable size in the future). Here again the schedule of demand-
prices is falling, because the more the consumers borrow, the greater
is the proportion of their future income that they must pledge to
interest and amortization payments at the expense of new goods
purchased for consumption, and the prospect of this progressive
decline in consumption is increasingly unattractive; therefore,
they are willing to borrow more now only if the future pay-
ments of interest are lower. Since liquid investible funds can be di-
rected into one type of loan just as readily as into another, the
demand-prices of both consumer and producer borrowers tend to
be pushed to the same margin. Furthermorg, since consumer loans
absorb a relatively small (though growing) part of the total supply
of investible funds, it is probably not far from correct to state that
the demand for these funds is determined chiefly by the expected
marginal productivity of industrial equipment.

There is considerable controversy over the conditions governing
the supply side of the loan market. The traditional view has been that
the schedule of supply is based upon the marginal rate of time-
preference of savers. By this is meant that most people prefer goods
in the present to a prospect of goods in the future; hence they will
make a loan of immediately usable funds now in exchange for a
promise of future payment only if that payment will be greater than
the present loan by a sufficient inducement of interest. The interest
is a premium needed to overcome their time-preference. The sched-
ule of supply-prices is a rising one, because lenders will more readily
part with a small proportion of their present funds than a larger
proportion; increasing funds can be supplied only at the expense of
greater sacrifices in the present, which must be offset by a relatively
greater inducement.

Objectors to this view point out that people save to provide for
such future contingencies as sickness and old age, and that a great
deal of saving of this sort would take place even if no interest were
paid. Indeed, it is probable that under conditions where there was
some uncertainty about the possibility of holding one’s own savings
in safety, people would be willing to save, and lend their savings, at
a negative rate of interest; that is, they would give up a certain sum



Present and Future 113

now in exchange for a well-secured guarantee of a lesser sum in the
future. Furthermore, in the case of the poor, it is doubtful if their
savings are motivated to any great extent by the prospect of earning
a return on their capital. Their savings are directed rather to ac-
cumulating a sufficient sum to constitute a reserve in case of emer-
gency, such as sickness or unemployment. It is the capital sum, rather
than the interest on it, that is their chief concern. Also, it is said,
many save for the sake of the power which comes from the posses-
sion of great wealth, rather than for the income to be derived from
it. Finally, many of the moderately well-to-do save with the ob-
jective of providing a definite retirement income in old age; for in-
stance, $3000 yearly. If interest is low it will require more saving to
yield such an income than if it is high. Sixty thousand dollars will
suffice to bring in $3000 annually if interest is 5 per cent, but
$100,000 will be required if interest is only 3 per cent. Therefore
such persons will save larger sums at low rates of interest than at
high rates. These arguments are probably valid as far as they go.
They suffice to support the view that a considerable part of saving
would take place at very low or zero rates of interest. But it seems
probable that a high rate of inteerst will induce some saving that
would not otherwise be forthcoming. If so, then the marginal rate of
time preference is a factor entering into the supply curve of in-
vestible funds, particularly in its outer reaches.

Even though a considerable quantity of monetary savings would
be accumulated without the payment of interest, most of this money
would not be offered for investment in the loan market without that
inducement; because there are certain other factors, in addition to
time-preference, that enter into the supply-price of investible funds.
One of these is the costs associated with the making of loans and
collecting the payments thereon, such as brokerage charges, clerical
expenses, collectors’ commissions, and legal fees. There is also a risk
of loss, arising out of the possibility that debtors may not be able to
make good on their promises of future payment. Lenders must be
compensated for both of these things. The interest paid must include
a sufficient sum above the payment for time-preference to compen-
sate the lender for the administrative costs, and to overcome his fear
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of possible loss. According to the most widely accepted theory, then,
three factors enter into the supply schedule for investible funds: time-
preference, administrative costs, and risks. In some circumstances
there is yet a fourth (liquidity preference) that will be considered
after the next paragraph.

It used to be the fashion for economists to speak of “the” rate of
interest, as though there were only one such rate. In fact, however,
there are many rates of interest, just as there are many commodity
prices or many different rates of wages. Some of the differences in
interest are of a short-run character, due to the impossibility of at-
taining a perfect equilibrium in an ever chapging economy. These
constitute deviations from normal which tend to correct themselves,
given time for the necessary readjustments, But differences of a
more fundamental kind are to be expected for different types of
loans. For instance, the rate of time-preference will vary with the
length of time that a loan is to run. A man may be more willing to
lend his surplus funds for a fcw months than for a period of many
years. Also, some loans involve more administrative costs than others.
For example, loans to consumers for instalment purchases are expen-
sive to handle. Finally, there are differences in risks of loss. An in-
vestment in public utilities involves much less hazard than one in the
drilling of oil wells. These several factors tend to bring about corres-
ponding differences in interest, for the liquid money savings of the
economy are always seeking the most profitable investments, after
giving due weight to all the surrounding circumstances that must be
taken into consideration, and they will flow from channels which on
balance offer an expectation of low returns to those which offer better
prospects, until the declining volume of investment raises marginal
productivity, in the first case, while the opposite influences take effect,
in the second. As a result, a complex of interest rates tends to prevail
that just equalizes the net advantages of the different types of in-
vestment,

John Maynard Keynes, in his now famous General Theory, set
forth a theory of interest which, at first glance, seems radically dif-
ferent from the foregoing. In Chapter 13 of his book he held that
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interest is not a price that balances the demand for investible funds
with the supply of monetary savings; it is rather a price that equates
the willingness of people to hold money with the stock of money in
the community. Savers have the option of holding their assets in the
form of either capital investments or money. Since money is more
liquid than securities or material capital, they will prefer to hold the
former, unless some gain is to be derived from the latter. Interest is
such a gain; it therefore acts as a premium to overcome the liquidity-
preference of savers. A high rate of interest will induce savers to
hold less of their asscts in money form and more in the form of
securities or tangible capital; a low rate will do the opposite. Since
an equilibrium can be reached only when the community is willing
to hold all the money there is, the rate of interest tends to the point
that will bring this about. Therefore the immediate determinants
of the interest rate are the schedule of liquidity-preference and the
quantity of money. The schedule of liquidity-preference depends
on three motives for which people desire to hold money. These are:
the transactions motive (keeping money on hand to make everyday
purchases), the precautionary motive (holding money as a reserve
for contingencies), and the speculative motive (holding money
in wait for favorable price opportunities).

Although the basic ideas of Keynes’ book are fairly simple, they
are presented in a style that is often obscure, and there are numerous
inconsistencies. So, it develops in later chapters that he did not mean
the foregoing explanation to be a substitute for the marginal produc-
tivity-time-preference theory of interest, but rather a supplement to
it.2 In the long run there is an interaction between five factors: the ex-
pected marginal productivity of equipment (which he called the
marginal efficiency of capital), the marginal time-preference of savers
(which he called their marginal propensity to consume), the level of
incomes in the community, the quantity of money, and the schedule
of liquidity-preference. He stressed the monetary and liquidity-
preference factors especially, not because they are the primary deter-

2 John Maynard Keynes, The General Theory of Employment, Interest and
Money (1937), especially Chaps. 14 and 18. Notice the paragraph on p. 247 where
he states that his choice of the determinants to be emphasized is somewhat
arbitrary, being governed by short-run considerations and amenability to control.
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minants of interest, but because he believed they could be used as a
powerful instrument of control by the monetary authorities.
Concerning the quantity of money, the neoclassical theory is cor-
rect when it holds that this has nothing to do with the rate of interest
in the long run. The particular level of prices that happens to pre-
vail at a given time is a matter of complete indifference to the eco-
nomic process, provided it has been long enough established. The
economy would function just the same if prices were one hundred
times as high as they are at present, given sufficient time for the in-
creased monetary circulation to work out its full effects. Suppose an
enterpriser seeks to borrow funds to construct a factory which, at
present prices, would cost $100,000, and that he can borrow this
money on bonds at 5 per cent. Now, if the flow of money in the
economy were twice as great, without any difference in the volume
of production, all prices and incomes would be twice as high, so that
the factory would cost $200,000. But with the larger money incomes
the volume of monetary savings would also be twice as great, so that
there would now be $200,000 available to loan to this man where
there was only $100,000 before. So, since both the demand for loan
money and the supply of it would be twice as high throughout the
economy, the relation between demand and supply would be un-
changed, and the rate of interest would still be § per cent.
However, a change in the flow of money may have important
temporary effects on the rate of interest during the period of transi-
tion, If the level of prices is rising, the future value of a money loan
will be less than it is now; for when the loan is repaid the money will
buy fewer goods than it does at present. The situation will be re-
versed if prices or falling. If these changes are foreseen by borrowers
and lenders there is likely to be some effect on the rate of interest.
The lenders will want a higher rate in the first case, to compensate
them for the loss in the value of their principal. On the other hand,
they will be satisfied with a lower rate if the prices are falling, since
the principal will be worth more when it is returned. These effects
are likely to be overbalanced by the factor of liquidity-preference,
under the influence of the speculative motive. When prices are rising,
and are expected to continue their upward course, people with sur-
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plus funds want to turn them into goods at once, before the value of
their money falls any further. Under these circumstances less interest
is necessary to induce people to invest their money. Conversely, if
prices are expected to fall, people tend to hold their money until they
think the bottom has been reached; since its value in goods will con-
tinue to increase as long as the decline in prices continues. Under
these circumstances the interest would have to be higher (perhaps
much higher) to induce investment. This probably explains why in-
terest goes down instead of up with rising prices, and up instead of
down with falling prices, a fact that was puzzling to Irving Fisher
and other neoclassical writers.

The influence of liquidity-preference on rates of interest is active
only in the short run, Then it operates mainly because of the specu-
lative motive just explained. That is, when prices are rising liquidity-
preference is low, because people want to put their money into
goods, and this tends to make interest rates fall; but when prices are
falling liquidity-preference is high, because people wish to hold onto
their money, and this tends to force interest rates upward. In the long
run the speculative motive is a negligible influence because, after full
adjustment to a changed price level has been made the opportunities
for profitable speculation are gone.

The same argument would apply to an economy in which prices
were normalized by an effective program of general economic
planning; for if the plans were successful there would be few rapid
changes of prices, and hence very little opportunity for speculation.
The transactions motive and the precautionary motive would be con-
stant in both of these cases, for people would need to hold about the
same proportion of their revenues in cash for everyday transactions
and possible contingencies at one price level as at another. Hence
these motives would not operate to change the rate of liquidity-
preference in the long run, and so would not disturb rates of interest.

Liquidity-preference nevertheless may operate as a passive factor
even in the long run, by acting as a lower limit or brake to any down-
ward movement of interest rates below a certain point. It does this
in conjunction with the factors of risk and cost of lending. Holding
one’s money in cash has the advantage over investing it, that it can
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always be kept in safety at very low cost by the simple device of
storing it in a safety deposit box. If it is invested in industry, there is
usually some cost of lending and always some risk of possible loss.
Hence if rates of interest fall too low to compensate investors for
these costs and risks, savers will prefer to hold their assets in cash.
The supply of investible funds will then shrink until their scarcity
forces interest rates to go higher. The operation of these factors
keeps the supply curve somewhat higher than zero, even at its lowest
point. It is probable that, on this account, the rate of interest on in-
dustrial investments cannot fall much lower than 3 per cent or there-
abouts, as Keynes observed. .

Keynes is undoubtedly correct in stating that the level of incomes
is an important factor in determining interest rates, and this is an in-
fluence not confined to the short run. However, this is recognized in
the neoclassical theory, which represents the income of an individual

as among the things that affect the degree of his impatience, It fol-
" lows that the schedule of time-preference for the investment market
as a whole will be lower in a rich society than in a poor one, which is
entirely in agreement with Keynes. What Keynes has added to neo-
classical theory here is the assertion that when a society reaches a
high enough level of prosperity, propensity to consume may be so
weak that time-preference is no longer an effective element in the
supply-price of investible funds. People will then save without the
inducement of interest; but they will not lend their savings unless the
rate of interest is at least high enough to compensate them for their
risks and administrative costs. In these circumstances, he holds, it is
entirely possible for the supply of savings to outrun the opportunities
for profitable investment, causing grave difficulties for the cconomy.
Fuller consideration of this part of Keynes’ theory and its implica-
tions will be reserved for another place.?

CRITIQUE OF THE INTEREST MECHANISM

The problem posed at the beginning of this chapter was to find a
means of determining what proporition of our economic resources
should be consumed now, and what proportion saved and invested in

3 See below, pp. 130fF.; also Chapter Seven, pp. 212fF.
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provision for the future. The complex of interest rates provides an
automatic mechanism for solving this problem, by registering in the
loan market the decisions of income receivers as to what they wish
to save and offer for loan, and the decisions of enterprisers con-
cerning opportunities for the productive investment of savings. The
decisions of the savers are reflected in the schedules of supply for in-
vestible funds, and the judgments of enterprisers are reflected in cor-
responding schedules of demand.

It is the function of interest to balance these schedules If, at pre-
vailing rates, the effective supply exceeds the effective demand, the
theory holds that interest rates will fall. This makes it possible for en-
terprisers to take advantage of investment opportunities that offer the
prospect of lower returns, and so they can utilize the funds put
at their disposal at the lower rates. At the same time, the fall of
interest weakens the inducement to saving, and (in so far as savers
are responsive to this influence) it thereby encourages an increase in
consumptive expenditures. If the effective demand for investible
funds exceeds the effective supply, interest rates will rise. This re-
stricts investment to those opportunities that offer relatively high
returns, thereby reducing the effective demand. At the same time it
encourages the receivers of income to spend less and save more,
thereby increasing the effective supply. By this mechanism an
equilibrium is presumed to be cstablished, in which the desires of in-
dividuals as to what proportions of income they wish to save are
equalized with enterpfiscrs’ judgments concerning the economy’s
need for equipment, as measured by its expected marginal produc-
tvity.

The usefulness of this mechanism can be observed in times of world
poverty such as follows the destruction of goods and industrial
equipment in a great war. At such times therc is an urgent need for
present goods. A nation cannot then afford to put much of its re-
sources in roundabout processes that will not yield their products
until the distant future. The great scarcity of capital equipment has
the effect of raising interest rates to high levels which exclude the
more remote investments from the loan market; for the more round-
about processes offer too low a prospective return to be profitable at
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high interest rates. Investment is thus directed toward more imme-
diately useful purposes, which offer the prospect of higher returns
because of the great demand for goods that can be brought to com-
pletion in the very near future. At the same time the high rates
encourage people to save as much of their incomes as possible, and
thereby replace the destroyed equipment.

Such is the theory that has hitherto prevailed concerning the func-
tion performed by the complex of interest rates. Recent studies have
shown that there are obstacles which prevent the interest mechanism
from doing its work as effectively as it had been supposed. These
obstacles I shall presently discuss, but first there are other functions
of interest to be described.

Another function performed by interest rates is to allocate in-
vestible funds to their most productive uses. The prospective yield of
different investments varies, and therefore the offers of enterprisers
in the process of competitive bidding for capital financing vary ac-
cordingly. The rates of interest in each part of the investment market
come to equilibrium at the point which equalizes the marginal bids
with the marginal supply-prices. Investments whose prospective yield
is below the margin are excluded by this process of competitive
bidding, so that the available savings are directed only to those uses
which promise to be most productive. As one writer has put it, “[In-
terest] serves as a screen, by means of which capital projects are
sifted, and through which only those are allowed to pass which will
benefit the future to a high degree.”* This is a good principle of allo-
cation in so far as the valuations of the market can be taken as a cor-
rect indication of future benefits; but these valuations will, of course,
be distorted by the imperfections of demand that were described in
Chapter One, and also by the fact that enterprisers’ expectations are
frequently erroneous.

There is also a tendency for interest rates to make a selection of
investments according to the degree of risk involved. Since reward
for risk is one factor entering into the supply-price of investible
funds, enterprisers must pay higher interest rates for funds that are to
be invested in projects which are considered to involve the most haz-

4 H. D. Henderson, Supply and Demand (1922), p. 130.
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ard. Sometimes these hazards may be inherent in the very nature of
certain branches of industry, as in prospecting for precious minerals
or oil, in which case high rates of interest must be offered to attract
investors into these kinds of production. In other cases, and even in
industries which are fairly stabilized, there may be different risks ac-
cording to the quality of management in particular businesses, so that
some enterprisers may have to offer more for capital financing than
others. These differences in interest, by making funds more costly
where hazards are involved, confine the supply of savings in risky
enterprises to those that offer commensurately high possibilities.
Those opportunities for investment that involve great risks and
which offer relatively low rewards are excluded. This again is a
socially advantageous mechanism, in so far as the values of future
products and the degree of risk involved in their production are cor-
rectly estimated. Unfortunately, there is a great deal of error in
market forecasts of these matters, so that the mechanism works very
imperfectly. This will be shown below.

Where saving and investment are made to depend on the decisions
of individuals acting in their own interest, as is the case in an un-
planned economy, society’s provision for future needs is not likely
to go very far beyond the span of one lifetime. Of course, thrifty
people will usually accumulate some capital to leave to their children,
but this at the most extends the period of foresight for about 25 years
longer. The occasional instances of great fortunes that establish
family dynasties over several generations are merely accidental ex-
ceptions to this rule. The piling up of these fortunes is more a matter
of good luck than of thrift. The recipients made money faster than
their expenditures could keep up with it, and they naturally left the
surplus to their descendants.

This common-sense reasoning is reinforced by the observation that
prevailing rates of interest appear to be closely related to human life
expectancies. A short expectation of life makes for high rates of time-
preference, for a person who does not expect to live long has less
reason to make provision for the future than one who can look for-
ward to a long existence. Long life expectancies, therefore, will be as-
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sociated with lower rates of impatience, all other things being equal.
Since these individual rates of time-preference enter into the supply-
price of investible funds, they affect rates of interest in the loan mar-
ket accordingly. This line of reasoning is reinforced by Cassell’s
demonstration that, for those who save to live on the interest from
their capital, there is a definite relation between the rate of interest
the investments are expected to yield, the life expectancy of the in-
dividual, and the amount that must be saved in order to yield the
desired future income. The lower the rate of interest, the more diffi-
cult it is for a person to reach the desired position; for, as interest
rates go lower, the amount that must be saved to provide a given
income gets larger and larger. If the rate falls low enough, people will
save in the expectation of consuming their capital (by the purchase
of annuities) instead of living on the interest, because they cannot
accumulate the large amount of capital that would be required to
yield a sufficient income in the form of interest alone.

Cassell presents tables which show that, the lower the rate of in-
terest and the older the person, the more attractive an annuity be-
comes in comparison with a simple yield of interest. For example, if
interest is 6 per cent, for a person aged sixty the income obtainable
from an annuity will be twice as great as the yield of interest. If in-
terest is 4 per cent, an annuity will yield twice as much for a person
of fifty; and the annuity will be twice as great for an age of forty at
214 per cent, for an age of thirty at 2 per cent, and for a child of ten
if interest is 114 per cent.® From these facts he concludes that there is
a minimum rate below which interest cannot fall, because at any
lower rate so much tapital would be consumed that its scarcity would
force the rate upward again. All these considerations suggest very
strongly that prevailing rates of interest are closcly related to the
average age of adult persons in our society. If the average span of
human life were prolonged to, say 150 years (instcad of the present
span of somewhere between 60 and 70), there would be a strong
downward pressure on interest rates, Gross interest, however, might

5 Gustav Cassell, Theory of Social Economy (1924), Pp- 231-238, and The
Nature and Necessity of Interest (1903), pp. 145-152.
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be prevented from falling much below present levels by the risk fac-
tor, as Keynes pointed out.

Irving Fisher reinforces these considerations by a mathematical
proof which shows that the present value of income streams extend-
ing far into the future is less than that of shorter income streams when
the rate of interest is high, but more when the rate of interest is low.%
In other words, the longer the life expectancy, the lower the rate of
interest that is likely to be associated with it. He explains that addi-
tional factors which work in the same direction are the greater un-
certainty of that part of one’s income stream that lies in the distant
future, and people’s less vivid visualization of future needs. Here the
impatience factor is again at work.

All this adds up to the fact that the mechanism of interest makes for
relatively shortsighted decisions respecting the future. The short-
sightedness may be wise for the individuals who make the decisions
that determine interest rates, but it is not wise from the standpoint
of society as a whole; for the life of society goes on indefinitely into
the future, and society cannot afford to limit its provision for future
needs to the life span of an individual. It is notorious that the ex-
ploitation of natural resources is wantonly wasteful when carried on
by individuals acting in their own self-interest, so that society later
finds itself without adequate resources of timber, coal, petroleum,
natural gas, and the like. This is due to the fact that, at prevailing
rates of interest and with relatively short life expectancies, it does not
pay individuals to hold investments in resources of this kind for the
distant future.

The inadequacy of the interest mechanism to make enough provi-
sion for future social needs is again revealed in those economies where
the people are too poor, or too lacking in foresight and fortitude, to
make the sacrifice of present income that would be necessary to
equip the community with industrial plant. The Soviet Union found
that by forcing the people to curtail their present consumption, so
that a large proportion of the productive energies of the nation could
be devoted to building railroads, power plants, and factories, it was
possible to arrive in a few years at a stage of industrialization that

8 Irving Fisher, The Theory of Interest (1930), Chap. V1. §§ 24, incl.
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might not have been accomplished by individual saving in less than
several generations. Individual decisions, operating in the loan market
through the mechanism of the interest rate, could not have brought
about this result. Had World War II not forced the Soviets to turn
their industrial power to the making of munitions, the plant accumu-
lated by the forcible saving might by now have rewarded the Russian
people with a stream of consumable products that would represent a
very marked rise in their standard of living. These two examples
show that social provision for the future on some other basis than
that of the interest mechanism may produce results that are superior
to those of a free loan market. .

If the institution of interest is to perform well the functions that
are ascribed to it, there must be an investment market that reflects
accurately the future earning power of the various industrial enter-
prises into which savings may be put; for, in an economy guided by
normative prices, these earnings (when and if they materialize) are
the only measure that such an cconomy recognizes of the benefits
that must be set off against the earlier sacrifices of saving that made
them possible. If the price system is to function according to its in-
herent logic, the rates of interest prevailing today must be a reliable
forecast of the returns that will accrue in the future. If they are not a
reliable forecast, then the price system fails of fulfilling its function in
this very important part of its domain.

The investment market is the market for securities—stocks and
bonds. It is notorious that this market has hitherto becn characterized
by gross miscalculations and grave abuses. Since it deals with the
future prospects of industrial corporations, and since these depend on
a great many variable factors that in an unplanned economy can be
but dimly foreseen, there develops in the market a heterogeneous
mixture of good and bad judgment, guesswork, rumor, manipulation,
and downright fraud. Many of those who participate in it are en-
gaged in an endeavor, not so much to appraise the probable earning
power of the enterprises in whose securities they deal as to guess what
the rest of the operators in the market are going to guess about it. So
it becomes a game of psychology instead of a study of industrial
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prospects. It is not surprising that the forecasts reflected by such a
market are widely at variance with the results that are eventually
realized, and that the prices of securities are subject to mass gyrations
that have no foundation in the long-run prospects of industry.?

If investment bankers and other “experts,” who might be pre-
sumed to view the market broadly and without bias or emotion, are
unable to gauge industrial prospects accurately, it is hardly to be ex-
pected that the enterprisers who come to the market for funds would
do so; for they are interested parties, too often blinded by enthusiasm
or by pressing need, whichever the case may be. Here and there is
a business man of rare vision and insight, but the appalling number of
failures, especially among new enterprises, bears witness to the poor
judgment of the average. It might be supposed that consumer-
borrowers, at least, would be able to judge wisely between their im-
mediate and future needs, and that this part of the loan market would
reflect a balanced situation; but this is not the case. The fact is that
many people make installment purchases beyond their means, and are
unable to keep up their payments. The result is a large number of
repossessed durable consumer goods, and many building and loan
mortgage foreclosures.

Graham believed® that interest is a negligible factor in short-run
business situations because it is so much overshadowed by the risk ele-
ment. Business men cannot compare the results to be expected from
different decisions of policy because prospective marginal producti-
vity is, at least, a matter of crude guesswork. Under these circum-
stances interest becomes merged with profits, and cannot function
as an independent guide to investment. The abuses of the investment
market just described, and the monetary interferences to be explained
below, contribute to this situation. Various factors combine to create

7See John Maynard Keynes' excellent discussion of the weaknesses that
characterize the forecasting of the investment market, in Chapter XII of his
General Theory of Employment, Interest and Money (1937). See also the
penetrating analysis, based on careful empirical studies, made by Frederick R.
Macaulay in his Some Theoretical Problems Suggested by the Movements of
Interest Rates, Bond Yields and Stock Prices in the United States since 1856

(1938), especially Chapters II and IIIL

8 Frank D. Graham, Social Goals and Economic Institutions (1942), pages
1901F.
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an institutional setting in which it is almost impossible for interest to
perform the functions ascribed to it.

Important among the institutions which interfere with the natural
mechanism of interest is our commercial banking process. In order
for interest to function in the way the theory supposes it to do, in-
vestible funds must come from the voluntary savings of income re-
cipients, accumulated by their deliberate abstention from consump-
tion. The role of the banks should properly be merely to act as
agencies for collecting these monetary savings and directing them
into the most productive investments by lending them to enterprises
that are in need of equipment. This may be described as the loan
function of the banks. If their activities in the investment market
were confined to this function, the demand and supply of investible
funds would be directed toward an equilibrium through the influence
of interest rates, and interest would then perform the function
ascribed to it by the theory. Investment and savings banks do operate
as agents and middlemen in exactly this way.

Under the system now prevailing, however, commercial banks per-
form a monetary function in addition to their loan function, and the
two functions are hopelessly confused. These banks supply the com-
munity with the most important part of its money, in the form of de-
mand deposits subject to check. It is well known that these deposits
do not arise mainly out of money brought to the banks by the de-
positors, nor out of the investments of stockholders, but are created
by the banking system itself in the very process of making loans. The
banks merely credit the borrowers with certain sums on their books,
and the borrowers can thenceforth draw checks against the deposits
so created. By means of a clearing system, checks are offset against
each other in such a way that the banks are not called upon to pay
very many demands in cash; hence the total volume of deposits can
be far in excess of the cash that they have on hand. The effect of this
is that a large part of the investible funds in the loan market do not
come out of voluntary savings at all, and so are not the result of pre-
vious abstinence from consumption on the part of income receivers.
Instead, they come out of bank deposit expansion. This breaks the
connection between interest rates and the supply of voluntary sav-
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ings, and hinders the normative tendencies of the price system.

The power of commercial banks to create deposits enables them to
exercise a considerable amount of control over interest rates, not only
in the market for short-time loans, but in the long-time market
as well; for some shifting of funds from one market to the other
is always possible, and many nominally short-time loans are
long-time loans in fact. The policy of the banks is dictated very
largely by the state of their monetary reserves. If the reserves are
large, they encourage expansion by reducing their charges for loans.
When the reserves get too low, they initiate a process of contraction
by raising their charges. So the bank rate of interest fluctuates, not in
response to changes in the volume of consumption and voluntary
saving by the members of the community, but in response to the
movements of reserve cash into and out of the banks., These oscilla-
tions force the bank rate of interest now above and now below its
equilibrium position, in complete disregard of the normal functioning
of interest. When the rate is below the equilibrium figure, this en-
courages the creation of capital equipment in excess of what income
receivers are trying to save, the banks supplying credit to finance the
difference. Provision for the future is thus excessive (as judged by
the criterion of the normative price system), and so out of balance
with the intentions of the individual members of society. Sooner or
later this is bound to cause trouble, for the relation between present
and future goods in the community is distorted. Either the demand
for productive equipment made possible by the created bank credit
puts too great a strain on the resources of the community (as set forth
in the overinvestment theory of business depressions), or a prospec-
tive excess of future goods eventually becomes apparent and is re-
flected in low actual or anticipated earnings.

Needless to say, a banking system so constituted frequently gets
into difficulties, as a result of which the government has gradually
subjected it to increasing regulation. Unfortunately, the regulation
has not so far touched the basic cause of the trouble, which lies in the
confusion of monetary and loan functions by which the banks are
allowed to create the deposits which they lend.

The intervention of the government has introduced another fea-
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ture into banking that further distorts interest away from its natural
functioning. The fiscal officers of the state long ago discovered that
the banks afford a convenient outlet for government bonds when the
state is in need of borrowing. The banks act, not only as agents in
selling the bonds to the public, but they buy bonds directly from the
government by giving it deposit credit in exchange. As a result, gov-
ernments (especially in the United States) have come to lean more
and more heavily on the banks as a source of loan funds, and have
tended to use their powers of regulation to promote this purpose.
Our government accomplishes this by its control over the banks’
rate of discount, With the functions of the state expanding rapidly
(as they are doing in modern times) the government’s need for
credit increases, and it tends to manipulate its powers of control so as
to borrow on easy terms—that is, at low rates of interest. This tend-
ency is most evident in time of war; but it is an increasing influence
in peacetime also. The government is in a strategic position where it
can manipulate a large part of both the demand for and supply of in-
vestible funds; for the volume of its borrowing is so great as to con-
stitute a great proportion of the total demand, and its powers to
regulate, not only the discount rate, but the minimum reserve re-
QUirements of the banks, enable it to control the terms (that is, the
supply-prices) on which loans will be supplied. In this way its influ-
ence can dominate even the private investment market to a consider-
able degree. So there is more and more state interference in the mar-
ket for capital, and disturbance of the normal functioning of the
interest mechanism.

There is a vast difference between a loan market in which the de-
mand for funds from thousands of individual enterprisers is balanced
against a supply of savings from individuals by a rate of interest es-
tablished in a process of free bargaining, and a market where the
demand is created in part by the government and the supply consists
largely of funds manufactured by the banks out of their own prom-
ises, with interest rates determined partly by the state of the mone-
tary banking reserves and partly by the exigencies of fiscal policy.
Whatever merit may be inherent in normative interest as a mechanism
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for directing investment and balancing the allocation of resources
between present and future needs is almost totally nullified by such a
set of institutions. So far as short-period movements of interest are
concerned, the monetary influences injected into the market by the
operations of the banks and the fiscal policies of the government so
far overshadow the influence of the psychological and productivity
factors described in the theory of interest developed above, that the
movement of bond prices (which are determined by the rates of in-
terest at which their semi-annual payments are capitalized) can be
forecast from data on bank reserves and gold movements alone. In
other words, the interest yielded by bonds appears to be completely
determined by monetary, to the exclusion of other, factors.?

In order to perform the function of achieving the correct propor-
tions between consumption and saving, and maintaining equality be-
tween saving and investment, interest rates must be free to move up
and down—upward when funds are scarce, in order to limit demand
and stimulate supply, downward when funds are superabundant, in
order to stimulate demand and check supply. Although the upward
movement of interest is retarded by the ability of the banks to create
new credit when there is an increasing demand, rates nevertheless
show considerable upward flexibility. There are laws against usurious
rates, but these do not appear to interfere seriously with the mechan-
ism of the loan market. Interest is ordinarily higher in regions where
capital equipment is scarce, and it rises noticeably even in wealthy
communities at times when capital resources become depleted, as
for instance, by a war.

However, interest does not move downward quite so easily when
there are forces tending to depress it. This is particularly true in the
short run. In a dynamic economy (as Keynes observed), if interest
rates fall slightly below those which investors have come to think of
as “normal,” these investors, believing that rates will presently rise
again to their usual positions, will sell their securities (whose capital-
ized value is now higher because of the reduced interest) and hold
the cash, in the expectation that they will be able to buy back the

9 See Norman J. Silberling, The Dynamics of Business (1943), Chap. XVIL.
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securities at lower prices when interest rises again. This is the liquid-
ity-preference factor at work under the influence of the speculative
motive. The holding of cash absorbs the excess funds in the market
that were exercising a downward pressure on interest, and thereby
prevents the rate from falling as far as it otherwise would. Only when
investors are convinced that the downward tendency of interest is
permanent will they abandon this behavior and allow the falling rate
to take its course. Furthermore, the property, attributed to falling
interest, of tending to increase the demand for investible funds, may
be offset temporarily by the fact that if prices are also falling (which
is quite likely to be the case in short periods) investors will have to
face the prospect of selling their future product at lower prices. This
reduces the prospective profitability of investment and tends to check
the expansion of effective demand. These are all short-period influ-
ences.

In the long run interest will respond to a continued condition of
oversupply of funds by falling to lower levels. However, there ap-
pears to be a minimum below which the rate cannot go. Several fac-
tors are responsible for the existence of this minimum. One of them
is revealed by Cassell’s demonstration that, with given life expectan-
cies, if interest is very low it is more advantageous to consume capital
by means of annuities than to keep one’s principal intact and live on
the interest therefrom. Two other influences that make for a mini-
mum rate are the risks and costs of lending. Intcrest cannot fall below
rates that will adequately compensate investors for these items; for if
it did so, they would prefer to hold their assets in cash.

This difficulty, taken in conjunction with Keynes’ reasoning con-
cerning the effect of the level of incomes on the amount of saving,
constitutes the basis for his famous theory of employment. The
theory states that in wealthy economies the propensity to consume is
so weak that savings tend to become excessive. This gluts the invest-
ment market with investible funds. The funds cannot be utilized
profitably unless interest falls very low, but it is prevented from do-
ing this by the above-mentioned minimum limit. As a result there is a
surplus of idle funds which are not invested. Withdrawn from cir-
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culation, they reduce the money income of the community, leading
to falling prices and a decline in production, with accompanying un-
employment. Here, Keynes believes, is a potential cause of chronic
depression, in which a failure of the interest mechanism to perform
the functions attributed to it by the neoclassical theory is clearly in-
volved.

There is no doubt that a temporary oversupply of loanable funds
does occur in our economy from time to time. This is usually after a
business recession, when a general statc of pessimism on the part of
business enterprisers, induced by previous reverses, has made them
timid about undcrtaking investment projects, so that there is little
demand for funds. As a result, some monetary savings are unutilized
until a period of recovery sets in. There is a failure of the interest
mechanism here that is most likely induced by the banking difficulties
above explained, but the failure is only temporary.

However, Keynes and his school believe that in wealthy economies
the condition of stagnation is likely to become chronic, for the rea-
sons alrcady explained. If they are right, the impossibility of interest
falling below a certain minimum must be counted as a very serious
flaw in the price system. The most suitable remedy, according to the
Keynesians, is for the government to supplement the inadequate pri-
vate demand for investible funds by a program of borrowing for
public works projects. This would be a frank recognition that the
spontancous pricing process is unable to sustain a full level of activity
in a prosperous socicty. Graham suggests,1® however, that the basic
reason why interest cannot fall low enough to permit full utiliza-
tion of all the community’s monetary savings is because of the risks
attendant on cyclical depressions. Get rid of depressions, he says, and
the rate will fall low enough to perform its function of encouraging
an expansion of investment, in the manner visualized by Cassel.l*
If Graham is right, then it is not interest as such, after all, that is at

10 I'rank D. Graham, Full Employment without Public YW orks, without T axa-

tion, without Public Debt, and without Infiation, in International Postwar Prob-
lems for October, 1945.

11 Gustav Casscl, The Nature and Necessity of Interest (London, 1903),
Chap. 3.
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fault. The Keynesian theory of chronic depression, and the sug-
gested remedies, will be more fully discussed in Chapter Seven, which
deals with the problem of full employment.

The social function of interest is to provide for the right amount of
saving and investment, and to guide investment in those directions
which are most advantageous for the general welfare. Of the criteria
of social economy that were set forth in Chapter One, there are four
that pertain to this function. These are, the principle of capital main-
tenance, the principle of invested surplus, the principle of progres-
sive-regressive investment, and the principle .of selective investment.
‘While these do not offer a precise answer to the question, how much
should be saved and invested, they do provide a broad basis for testing
the performance of the interest mechanism.

The principle of capital maintenance states that the fund of capital
equipment should be kept intact by replacing it as fast as it wears out.
In the original statement of this principle an exception was made for
emergencies, such as war, in which it may be necessary to deplete
capital temporarily; but in the long run a society that is to avoid pro-
gressive decline in its economic status must do no less than replace its
worn-out equipment. John Bates Clark maintained that such replace-
ment has become automatic in modern socicties through the recog-
nized business practice of making depreciation allowances. However,
it must be emphasized that the making of such provision is a matter
of choice and not of compulsion. The obtaining of a new machine or
a new building to replace one that is worn out requires saving and in-
vestment just as truly as the creation of equipment for some entirely
new venture. The fact that replacement requires a sacrifice of present
consumption is evident when we consider that some business men
occasionally yield to the temptation to increase their profits by not
allowing enough for depreciation, thereby expressing a preference
for larger gains now at the expense of depleted capital. The further
fact that the replacement fund is usually a liquid one, which need not
be used to replace the identical equipment that wears out or even a
substitute for it, but may be, and often is, invested in some entirely
different venture, is additional evidence that the process is essentially
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the same as that involved in any other saving and investment. It is
motivated by the same prospect of future earnings and is governed by
the same mechanism of interest, for depreciation funds would not be
accumulated and invested without the prospect of interest to be
earned.

However, the fact that depreciation allowances have become an
established part of good business practice and of conventional ac-
counting does serve to make the principle of capital maintenance
generally effective. The principle, on the whole, is well attained ex-
cept in times of stress, when it is departed from only temporarily and
for good reasons. There is always some loss of capital because of un-
wise decisions on the part of business enterprisers, but usually this is
more than compensated by the volume of new savings from other
sources. It is the volume and direction of this surplus of new savings
(above what is needed for replacement) that constitutes the main
problem.

The principle of invested surplus states that in a comfort economy
the growth of capital equipment should come out of the social sur-
plus, and should not be at the expense of those people who have not
attained to a comfort level. In our society by far the greater part of
saving and investing is done by the rich, and comes out of their sur-
plus incomes. Because of this it has often been argued that there is no
real abstinence or sacrifice involved in the accumulation of equip-
ment. In modern capitalistic societies, the abstention of the rich, who
do the saving, may indeed entail no privation on their part; yet this
process of providing for capital growth may impose a real sacrifice
upon the social group. We cannot be sure that the savings of the rich
come out of the social surplus, for a fairer division of income would
allocate a large part of the surplus that the rich now enjoy to provide
for the comfort of those who are now poor. Hence it is possible that
some of the savings of the rich that are now invested in providing for
the future are really made at the expense of urgent present social
needs. Also, we must not overlook the fact that some equipment
(though a minor part) is financed by the savings of the poor and the
moderately well-to-do. This may sometimes entail real privation, so
that it does not come out of the social surplus,
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The British economist Henderson argues that the extraordinary
growth of capital that took place in the nineteenth century was
largely due to the great inequality of incomes that prevailed in that
period. The progress which resulted from this growth has often been
used as a defense of that inequality. Undoubtedly the growth of
wealth would have been less rapid had the division of income been
more nearly equal. Henderson, however, does not find this argument
convincing. He wonders whether it would not have been better to
have had more equality and less saving. He says:

We may rather doubt, in view of the reactions of poverty on physical
and mental efficiency, on social harmony, even possibly on population,
whether we today would have been really injured as much [had there
been more equality and less capital accumulation] as might appear. How,
then, can we suppose that the sum of the amounts which it suits indi-
viduals to save will bear any close relation to the resources which the
community can properly devote to future ends?!2

I am inclined to share Henderson’s doubts. It seems to me clear that
the mechanism of interest cannot give full effect to the principle of
invested surplus as long as the division of income remains as unequal
as it now is. Adoption of the measures to reduce inequality that
were proposed in the last chapter would go far to correct this con-
dition.

Social security systems make it less necessary for the poor to de-
prive themselves of present needs in order to provide for such future
contingencies as sickness, unemployment, and death, if the social
security benefits are financed by taxes on those who are better able to
pay, and not by levies on the poor. The present social security system
of the United States, however, has the opposite effect, because it sets
up security reserves which are paid for largely by taxes on wages,
and also by taxes on employers who promptly add them to the price
of goods sold to the general public, including the poor. These taxes
are not being used to pay current social security benefits so much as
to meet the other expenses of government, including the provision of
some capital equipment. This contravenes the principle of invested
surplus. A pay-as-you-go social security system does not involve sav-

12 H. D. Henderson, Supply and Demand (1922), p- BL
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ing and investment at all. It is merely a means by which society pro-
vides, at public expense, for the present needs of those who would
otherwise be in want; hence, it does not properly come within the
scope of the present problem.

The major problem of providing for the future is to find out what
is the most appropriate amount of saving and investment under given
circumstances, and to put that amount into effect. In the first chapter
I explained that I am unable to give a more precise solution to this
problem than the broad principle of progressive-regressive invest-
ment. That principle is as follows: The proportion of the social in-
come to be invested in capital equipment should first increase, then
decrease, as the size of the social surplus grows.

Our present institutions do give some effcct to the first part of this
principle. A larger proportion of the social income is saved as we grow
more prosperous. However, the conformity to the principle is rather
accidental; for saving, under capitalism, is governed more by the in-
comes of the rich than by the social income as a whole, and it has just
been shown that this may result in too great a sacrifice of important
present needs. There is less reason to think that present institutions
give effect to the second part of the principle. If the theories of
Keynes and Hansen are correct, rich capitalistic societies tend toward
a chronic excess of savings, and the mechanism of interest is powerless
to check the excess because the rich are not sufficiently responsive to
a low rate, and the rate cannot fall far enough to stimulate a sufficient
increase in the volume of investment.,

There is no reason to think that the interest mechanism achieves the
right amount of saving and investment in any case. The right amount
may be either the aggregate of individual decisions as to what they
want to save, balanced against an accurate forecast of demand and
cost schedules for the goods that the roundabout process will make
possible in the future; or it may be the amount that a central planning
body judges to be most desirable. The interest mechanism certainly
does not now govern the amount of saving and investment in accord-
ance with the decisions of a planning body; and it is equally certain
that it does not even achieve a balance of individual decisions, because
of the grossly inaccurate character of market forecasts and because
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the decisions of individual savers are badly overbalanced and distorted
by the expansion and contraction of bank credit, and by the fiscal
policies of the government.

It has been argued that the existence of created bank credit has made
possible a more rapid growth of equipment in the past century or
more than would have been provided by voluntary individual savings.
It is noteworthy that this argument is most often made by laissez-faire
supporters and liberal economists who supposedly are believers in a
system of guidance based on individual choices, operating through
the competitive price system; yet it completely rejects the choices of
individuals as the criterion concerning how much should be saved
and invested. Anyway, the defense is a weak one, because the bank
credit mechanism for financing the construction of equipment works
by fits and starts that subject the economy to spasmodic convulsions
of prosperity and depression, and the amount of equipment provided
under its stimulus may have been excessive, as was shown above.

A final reason for the judgment that the interest mechanism does
not achieve the right amount of investment lies in the inability of the
rate to fall below a certain minimum, the disturbing effect of which
has already been explained.

The fourth criterion concerning social provision for the future is
the principle of selective investment, which states that savings should
be invested in those forms of equipment that promise to be most pro-
ductive of future social benefits, The mechanism of interest tends to
guide investment in the direction of greatest expected marginal pro-
ductivity. This is a good principle of guidance in so far as value pro-
ductivity is a good measure of social benefits; but it is distorted by
the imperfections in the mechanism of want selection that were
developed in Chapter Three. Furthermore, the guidance is subject to
all the inaccuracies of forecasting that were mentioned in an earlier
paragraph.

POSSIBLE IMPROVEMENT OF THE INTEREST MECHANISM

The question now arises, can these several defects in the function-
ing of the machinery of saving and investment be remedied so that
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the interest mechanism could come nearer to acting as a satisfactory
guide for allocating resources between present and future?

The shortsightedness of calculations limited to one lifetime is a
weakness inherent in interest rates determined by individual de-
cisions, but it is not a fatal one. It can be met by farsighted state
action to make provision for social needs in the more distant future.
To some extent the state is already doing this, by the acquisition and
careful development of public forest lands, by laws restricting the
reckless despoliation of natural resources, and by undertaking costly
construction projects (such as city subways) where the prospective
return is not sufficient to attract private investors. More govern-
mental activities of this kind should suffice to take care of this prob-
lem. It should be noted that this remedy involves a departure from
the guidance of a normative price system, because the state projects
envisaged will not yield the normal rate of interest, yet are justified
on grounds of long-range public welfare.

A most hopeful approach toward betterment of the interest
mechanism is through reform of the monetary system and improved
organization of the securities market. In order for the monetary
system to work more satisfactorily, the monetary function of com-
mercial banks must be completely separated from the loan function.
The monetary function should be handled by special banks of de-
posit, organized exclusively to provide their customers with the
convenience of checking accounts and clearings. They would not be
lending banks at all. Their funds would come from actual deposits
of cash entrusted to them by their depositors, and they would be
required to keep one hundred per cent reserves, so that no credit ex-
pansion would be possible. They would derive their income from
fees paid by the depositors for the services rendered.

The loan function would be handled by separate lending banks,
which would operate very much as savings banks now do. They
would not be allowed to create the money they lend by merely
extending credit to their customers. Instead, they would lend only
such funds as were provided specifically for that purpose by their
stockholders and by time deposits left with them for investment by
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their depositors. In this way the loan banks would act merely as in-
termediary agents between savers (their depositors) and borrowers
(individual enterprisers or corporations seeking capital financing).
Since the money they loaned would thus come exclusively out of
voluntary savings, this would permit interest to become an effective
instrument for balancing saving and investment, without the inter-
ference of credit expansion and contraction. The unhealthy growth
of equipment under the stimulus of credit expansion would no longer
be possible. Banks could lend only such sums as they actually had on
hand in cash, and when this volume of loans had once been made,
new loans could be financed only as old ones were paid off. The
total quantity of equipment in the community could be increased
only as more voluntary saving took place, either in response to a
greater demand for investible funds arising out of new investment
opportunities (higher marginal productivity) or as the result of
greater willingness to save (lower rates of time-preference). In such
a system of banking, the interest mechanism would be given a chance
for the first time to function in its natural way.?

It has been suggested that the investment market might be made
more responsive to the interest mechanism if corporate surpluses
were forced into the open investment market, instead of being re-
invested by boards of directors in their own businesses, as is now so
often done. This is one of the objectives aimed at by those who favor
the taxation of corporate surpluses. It is thought that such taxes
might induce boards of directors to distribute these surpluses in div-
idends to their stockholders, and that the stockholders would then
either consume this extra income or reinvest it in the most attractive
opportunities then available in the capital markets. In this way the
distributed surpluses would enter into the general supply of in-
vestible funds, and would be subject to the same interest influences
as any other savings. There is some merit in this idea, but reinvested
surpluses are not the chief cause of lack of balance in the investment
market. They probably would not constitute a serious problem if the

18 For a more detailed discussion of this proposed bank reform (which is
known as the one hundred per cent reserve plan), read Irving Fisher's One
Hundred Per Cent Money (Third Edition, 1945). It will also be somewhat
further discussed in Chapter Nine.
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other defects in that market could be corrected. Boards of directors
presumably have some knowledge of the profit possibilities of their
own businesses as compared with other investment opportunities and
the general state of the capital market. They are probably not un-
influenced by these considerations, and would not reinvest their
profits in their own enterprises if they believed the prospects to com-
pare very unfavorably with alternative possible uses for the funds.
These surpluses are perhaps more wisely invested by the directors
(both from the individual and social point of view) than if they were
distributed to the stockholders, for the latter are less well informed
and more likely to make mistakes of judgment. Of course, there are
abuses when a group of insiders are in such control that they can
manipulate the financial resources of their corporations to their own
profit, at the expense of the stockholders at large; but the remedy
for this is not to force the directors to distribute the surpluses, but to
institute regulations that will make corporate financial structures
more cquitable and will insure more democratic control.

It is not easy to correct the defects which come from the faulty
anticipations of investors and from speculative abuses in the or-
ganized securities markets. A more stable monetary system that will
reduce the wide swings of the price level that now disturb our
economy will help to reduce the speculative element. Such gov-
ernmental controls as are now being exercised by the Securities and
Exchange Commission to prevent deliberate manipulation of the stock
market are also good; and the detailed and accurate information now
being made available to the public through the registration statements
that corporations must file with this commission puts investors in a
better position to make correct judgments concerning the prospec-
tive yield of different business enterprises. Altogether, very good
progress is being made toward solving this part of the investment
problem.

There remains the problem of governmental interference in the
investment market arising out of the exigencies of fiscal policy. The
abuses that are now practiced in this regard are made possible by the
ease with which commercial banks can supply the government with
funds created by deposit expansion. If it were no longer possible for
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the banks to do this, the government would have to go into the open
investment market for its loans, and would have to compete with
private industry for the supply of voluntary savings in this market.
The separation of loan from deposit banking that was suggested
above would accomplish this result. The effects on public finance
would probably be salutary, and this reform would permit interest
to function without the arbitrary state interference that now distorts
it; but it would hardly stand the strain of war finance.

The foregoing proposals will go far toward removing some of the
obstacles to the satisfactory functioning of 4nterest, but they will
not meet the problem of employment posed by the Keynesian
theory. If Keynes and his disciples are right in their belief that in
wealthy societies the intcrest mechanism cannot perform the task of
balancing saving with investment because the effective supply of
investible funds will exceed the effective demand at the lowest rate
to which interest can fall, additional measures, of a very different
kind, will be necessary.

Graham offers a very simple solution to this problem that merits
careful consideration.'* He reasons that the state could restore to
circulation any uninvested surplus of idle savings by offering holders
of government debt life annuities in exchange for their bonds. Since
annuities are much more attractive than other investments when
interest rates fall very low, many bondholders would avail themselves
of this offer. A triple advantage would result: (1) A sizable propor-
tion of government bonds would be replaced by annuity policies
which would be definitely terminated on the death of the annuitants.
This would provide for eventual reduction of the public debt. (2)
Hoarders of money would purchase bonds for conversion into an-
nuities, instead of keeping their funds idle. This would help to
maintain the circuit flow. (3) The conversion of savings into annu-
ities would lead to the consumption of capital, in this way wiping out
the excess of saving. The last two results could be attained equally
well by the government selling annuities directly to purchasers,
instead of only to holders of its bonds. A possible obstacle to this

14 Op. cit., in footnote 8.
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plan is that savers might not be willing to dissipate their savings in
annuities. Annuities are obtainable now from private insurance com-
panies, but even at low rates of interest they are not very popular.
However, this may be due to the fact that they have not been much
advertised, and the public has not yet been long accustomed to very
low interest. If it becomes apparent that interest rates will not return
to higher levels, and if the annuities were sufficiently advertised by
propaganda, the plan might work. If and when we are faced by the
prospect of chronic mass unemployment, the experiment would be
worth trying.

Keynes himself suggests a threefold attack upon the problem of
unemployment arising out of uninvested savings. His three proposals
are: (1) progressive taxation to reduce income inequality, (2) arti-
ficial depression of the interest rate, and (3) partial socialization of
investment.1® '

As to the first of these suggestions, in the last chapter I tried to
show the desirability of a more equitable division of the social in-
come on broad grounds of wise social policy. If such a more
equitable distribution would at the same time increase consumption
by reducing the surplus incomes of the rich, and thereby reduce or
remove any tendency toward excessive saving, so much the better.
However, Keynes apparently sees no way of accomplishing a more
even distribution except through progressive taxation. I gave reasons
for objecting to this method in the same chapter, and outlined a more
general program for accomplishing the desired result. However,
since the full accomplishment of this program will be difficult to
achieve within the framework of capitalism, it is not surprising that
Keynes, who seeks to avoid any rough break with existing institu-
tions, does not look to changes in the apportionment of income as
a sufficient remedy for the defect which he sees in the mechanism of
interest,

Keynes’ second corrective proposal is to force down the rate of
interest by regulative action, but he is rather vague as to just how he
would go about doing this. Apparently, he would seek to accomplish
it by means of monetary (credit) inflation, through the medium of

15 John Maynard Keynes, op. cit., Chap. 24.
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a central bank. He believes that it might be possible in this way to
bring the rate of net, or pure (but not gross), interest down to zero
within a single generation. This would do away with the rentier
class, which lives on the interest from invested capital; but it would
leave a sufficient premium for risk to give an adequate return to
enterprisers, and a reward for “venture capital.” He regards rentiers
as performing no useful function in a society where saving is ex-
cessive; hence, he believes that their elimination would be desirable.

Current fiscal and banking practices demonstrate that interest can
be artificially depressed; and it is undoubtedly possible for the state to
force the rate down to any desired point by injecting fiat money
into the loan market. This need not lead to general price inflation,
provided the amount of new money so introduced is no more than
enough to just counterbalance the monetary savings withdrawn from
circulation by persons who prefer to hold their savings in money
form rather than invest them at the low rate of yield obtainable.
Neither would such a policy destroy the normative functioning of
the price system, if (as Keynes prescribes) the rate of interest were
depressed just enough to equal the “marginal efficiency of capital”
in a state of full employment. Rather it would permit the institution
of interest to function in its natural way; for it would restore the
balance between the effective demand for investible funds, as deter-
mined by expected yields (marginal productivity) and the effective
supply of voluntary savings. Nevertheless it is a makeshift proposal;
for it does not get at the root of the trouble, which, according to
Keynes’ own diagnosis, is a low propensity to consume—i.e., too much
saving. Instead of stopping this excess of saving at its source, Keynes
proposes to force its absorption into investment by artificial action.
There is no assurance that the amount of saving and investment under
this program would be the right amount, according to the criteria of
social economy. There may also be some doubt as to whether such a
policy would prove effective, because of the psychological reactions
of business men. Efforts to stimulate business expansion in times of
depression by making easy credit available through the banking
system have hitherto been rather disappointing; but I am of the
opinion that this would not be so serious a problem in dealing with
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secular stagnation as it is in meeting a situation of cyclical depression.
It is primarily with the problem of secular underemployment that
Keynes is here concerned.

Keynes is again vague as to what he means by the socialization of
investment (which is his third suggested remedy) but presumably he
has in mind a program of public works financed by government bor-
rowing. He is not sure how far this may have to go. His intention is to
preserve as much of the institutions of free enterprise as possible, but
he does not overlook the fact that a gradual transition toward a con-
siderable measure of collectivism may be necessary. Thus there is
revealed a lurking doubt in his own mind as to the efficacy of his other
two remedies, and a hesitant admission that perhaps a capitalism which
cannot find investment opportunities sufficient to absorb its savings
cannot long survive; but at least he hopes the measures he suggests
may make it possible for the evolution toward collectivism to be
gradual and orderly.

Deficit spending and public works as a possible remedy for unem-
ployment will be dealt with in another place (Chapter Seven).
Further discussion of this part of Keynes’ proposals can therefore be
dropped temporarily. Consideration of the possibilities of a more
drastic program of “socialized investment” for remedying the various
defects in the institution of interest that have been revealed above will
also be postponed to a later chapter (Chapter Eleven).

From time to time the institution of interest has been attacked as an
unnecessary detriment to the economy. One source of such attacks is
the Marxians, who hold that, since all wealth is produced by labor, the
workers should get it all; hence the taking of interest by the capitalists
robs the workers of part of the fruit of their toil. These socialists look
forward to a collective state in which there will be no interest. This
line of attack overlooks two relevant facts. In the first place, saving,
except that of the extremely rich, involves a sacrifice of consumption
which is comparable to the pains of labor in production. In the second
place, when saving is accompanied by investment in industrial equip-
ment, it makes a contribution to production that is just as real as the
contribution made by the workers; for the roundabout process is



144 Social Economy and the Price System

more productive than simple, direct processes, and it is invested
savings that make the roundabout process possible. There is no
reason to think interest undesirable, provided the savings for the
use of which it is paid have come out of earned income. It is only
when capital is accumulated out of fortunes derived from anti-
social activities, or when it is inherited, that interest can be validly
condemned as unjust. In a society where savings from these sources
were not permitted, the institution of interest would not be open to
this objection. It was shown in the last chapter that interest conforms
to the tests of earned income, and it will be shown in Chapter
Eleven that it would be needed as an accounting device in a collec-
tivistic society. Therefore, although a collective state could con-
ceivably get along without the making of any interest payments to
individuals, it would probably be wiser to allow such payments on
savings accumulated out of earned incomes.

A second line of attack against interest comes from those who, like
Silvio Gesell, regard it as a drag or brake upon industry.!¢ Keynes
expresses some sympathy with this point of view. It fits in with his
idea that the interest rate in prosperous societies is too high to permit
industry to utilize all of the available monetary savings. Writers of
this school would like to remove the brake by making capital “free”—
that is, by forcing the rate of net interest down to zero. Gesell would
accomplish this by a stamp tax on money that would make it too
costly for hoarders, and Keynes would do it by inflation of credit
that would make investible funds more abundant.

The subject of interest is one of the most elusive in the whole field
of economic theory, and certainly interest as it now functions is a
very unsatisfactory part of the normative price system. However,
the diagnosis of this chapter indicates that the trouble is probably to
be found, not so much in interest itself, as in the institutional setting
within which it operates. In an economy characterized by an equi-
table division of income, drastic limitations on inheritance, a sound
monetary and banking system, and reasonably good forecasting, in-

16 There is a good summary and critical appraisal of Gesell’s ideas in Chapter
II of Margaret G. Myers' Monetary Proposals for Social Reform (1940). See
also the publications of the Free Economy Publishing Company, San Antonio,
Texas, and Gesell's book, The Natural Economic Order (Berlin, 1929).
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terest could play a useful, if not a necessary role. Whether such an
institutional sctting is attainable within the framework of capitalism
is problematical, but it could be achieved in a system of collectivism;
and anyway, it would be better to direct reforms in those directions
than to play with monetary panaceas of dubious merit.

THE PROMOTION OF INDUSTRIAL SKILL AND TECHNICAL PROGRESS

There are forms of investment, not commonly so classified in
economniic treatises, which nevertheless constitute an important part
of society’s provision for the future. One of these is investment in
the education and training of human beings. The acquired skill of an
electrician, the technical knowledge of a chemist, the understanding
of disease and its treatment possessed by a physician—these are just
as much a part of the equipment with which the social income is
produced as are mechanical devices, stocks of materials, and in-
dustrial plant. In the acquisition of education and training, the stu-
dents must be fed, clothed, and housed, and money must be spent for
teachers, books, and the use of classrooms and laboratories. These
expenditures constitute invested savings, for they yield no present
return, but, like investments in material equipment, they are expected
to be productive of income in the future. Human beings are like
material equipment, too, in that they wear out, and so must be re-
placed by other persons in whom special techniques and skills must
be implanted by fresh acts of saving and investment. Furthermore,
the supply of productive human qualities, like the supply of useful
machines, can be increased (within limits) by investing more savings
in education and training. And these qualities, like the productivity
of material things, is subject to the law of diminishing returns; for
if we wish to increase the quantity of work done by persons of a
given kind of skill, we must either force them to work harder—which
is sure to lessen their accomplishment at the margin, or we must train
more people to do that kind of work—which will certainly be less
fruitful of results when the point is reached where all those who have
the most aptitude for that kind of work have been utilized, and
persons not quite so well suited to it must be enlisted. In view of all
these likenesses to material equipment, it is entirely justifiable to
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speak of the knowledge and skill imparted to human beings by edu-
cation and training as human equipment.

A normative price system does not offer a satisfactory mechanism
for the fullest provision of human equipment because, although it
offers high rewards for those skills that are scarcest in relation to the
demand, these rewards cannot usually be appropriated by the persons
who have the means to provide the necessary training. The investor
in material equipment owns it, so that he can claim a part of its
earnings for himself. Except where slavery prevails, human beings
cannot be owned; hence it is not usually profitable (in a pecuniary
sense) for anyone else to invest much in them. Employers sometimes
find it worth while to give a limited amount of training to their
employees, but most of the means for the rearing and education of
workers must come from other sources. Since the average person
usually does not have an income of his own in his early years, when
most of his training must be acquired, he is forced to rely on parents,
relatives, and friends, or on private philanthropies and public educa-
tional facilities, The amounts forthcoming from these sources depend
not on pecuniary motives, but on the means, the altruism, and the
wisdom of the providers. So it appears that we cannot rely on the
price system to furnish us with human equipment. We must make
adequate social provision for it, along the lines suggested in Chapter
Four in the discussion of developing talent.

Effort devoted to discovery and invention is likewise a kind of
provision for the future that requires both saving and investment.
Time spent in research, or in the perfecting of a mechanical device,
involves present costs that must be paid for out of saving; and since
the costs are incurred in the expectation of a future yield, the ex-
penditures must be classed as investment. The problem of promoting
this kind of investment has something in common with the problem
of providing human equipment, in that the inventor or researcher
does not always have the means to finance his own investigations.
The inventor who works persistently in his garret shop in spite of
poverty is a well-known figure. There must be many others with
potential inventive talent whose genius bears no fruit because it is
never given the opportunity.
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However, there is an important difference between the two types
of cases. Discoveries often take the form of a material contrivance or
product. These can be owned, and, by means of the patent system,
the idea embodied in them can be owned too. This provides an in-
centive for those who have surplus incomes to finance inventors and
scientific investigators, under an arrangement by which the latter are
supported and provided with laboratory or shop facilities by the
financial backer, in return for giving partial or complete ownership
of the patent rights to the latter. Widespread organized research is
now being carried on by large corporations in this way. This is
saving and investment pure and simple, and is governed by the
prospect of future earnings the same as investment in industrial
buildings or machinery. The mechanism of interest functions here,
with special emphasis on the element of premium for risk, because
the outcome of the research is often very uncertain. A laboratory
may be operated fo1 years at great expense in the hope than an oc-
casional happy discovery will justify the expenditure—and it gen-
erally does.

In Chapter XVI of his Theory of Interest (1930), Irving Fisher
reasons that inventions have an influence on interest rates, tending
first to raise and then to lower them. In its early stages, before it has
been exploited, an invention offers the prospect of a high return over
present costs because of its superiority and novelty. This prospect
creates a demand for investible funds which tends to raise interest
rates. The elevating effect continues until the invention is fully de-
veloped. By that time the facilities which the invention supplies have
become so plentiful that their price is reduced to the cost of produc-
ing them, so that investments in the new device now yield no more
than normal returns. Interest rates then return to their former level,
and may even fall lower if the new discovery has raised the general
level of incomes sufficiently to increase the supply of savings. In this
sequence of developments, interest is performing its proper function
of allocating investment in the directions of greatest productivity.
The high return offered by the new invention in its early stages at-
tracts funds into the new productive field until it has been developed
to its proper relation with other fields.
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Schumpeter, Hansen, and others have erected a theory of cyclical
and secular business fluctuations on this idea of the expansion and
later maturing of industries under the influence of new discoveries.
They hold that from time to time there are important groups of in-
ventions and innovations that require tremendous investment for
their exploitation. Railroad building in the nineteenth century, and
the rise of the automobile industry in the twentieth, are offered as
illustrations. These innovations at first offer the prospects of high
returns that are sufficient to encourage the enormous investment that
is necessary. During the period when the affected industries are de-
veloping, interest rates are high, the volume of investment is large,
business is very active, and full employment prevails. As the develop-
ment reaches maturity, the increasing supply of the new products
reduces the prospective yicld from the new investments. There is
no longer need for as much investment as in the carly stages, but
only for enough to maintain the established plant. As a result there
may not be sufficient investment opportunities in the economy to
absorb all the savings which are being offered in the loan market.
In this way there occurs the disparity between saving and investment
which was described in an earlier paragraph, and which the interest
mechanism may fail to correct. Business stagnation and unemploy—
ment ensue. In so far as this theory can be accepted, it offers further
reason for believing that the interest mechanism is not performing
well the function assigned to it of balancing consumption, saving,
and investment.

A CONCLUDING COMMENT

The various considerations that have been discussed in this chapter
show that the allocation of resources between present and future con-
stitutes a crucial phase of the economic process. The analysis indi-
cates that the complex of interest rates on which a capitalistic society
depends for this allocation is working in a very unsatisfactory man-
ner. Recent theories suggest that this failure may be an important—
perhaps even the chief—cause of unemployment, and so a threat to
the very foundations of capitalism itself. In the end it may prove to
be the weakest spot in the whole price system, and one of the strong-
est forces pressing in the direction of collectivism.



CHAPTER SIX

Surplus Utility, or Costs and Sacrifices

THE PRINCIPLE OF SURPLUS UTILITY

According to the priciple of surplus utility, the production of
every good should be carried to (but not beyond) the point that
maximizes the surplus of its utility in consumption over the disutility
occasioned by its production. This chapter will deal with this priciple
in some detail and pursue an inquiry concerning the suitability of a
normative price system for putting it into effect.

In the production of any good there is first a stage where the amount
of utility derived from it greatly exceeds the disutility of the efforts
and sacrifices required to produce it. This excess of utility over dis-
utility is what I mean by surplus utility. It is closely related to, but
not identical with, Marshall’s concept of consumers’ surplus.* The
difference consists mainly in the fact that Marshall measured the sur-
plus partly in pecuniary terms, defining it as the excess of consumers’
satisfactions over what they pay for, whereas my concept of surplus
utility refers entirely to a comparison of psychic benefits and sacrifice
costs, without any reference to price. This difference can be illus-
trated by the drawings on the next page. Figure 2A shows Marshall’s
concept. Here DD’ is a demand curve, which is supposed to reflect
marginal utility (as measured in money) to consumers, while the
curve 8’ indicates the supply-prices asked by sellers. The equili-
brium price is OP. At this price buyers take the quantity OQ, the
total utility of which (as measured in money) is ODRQ. But since the
amount they pay (OPRQ) is less than this, they geta surplus of utility
over cost, represented by the shaded area PDR. This is what he means

1 Alfred Marshall, Principles of Ecomomics (Eighth Edition, 1920). Book
III, Chap. VI, §§ 1-3.
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by consumers’ surplus. My idea is pictured by Figure 2B. Here UU’
represents the diminishing utilities or benefits derived from successive
increments of a good, while the curve S§’ represents the increasing
sacrifices or disutilities involved in producing it. If the quantity OT
were produced, the total utility derived from it would be measured
by the area OUV'T, and the total disutility by OSW T, leaving a sur-
plus of utility over disutility amounting to SUVW. This is what I
mean by surplus utility. It is this magnitude that should be maximized.
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FIGURE 2. Consumers’ Surplus and Surpius Utility

It will be maximized at the output where marginal utility and mar-
ginal disutility are equal (OQ), because up to that point each incre-
ment of product adds something (though a diminishing amount) to
the surplus, but beyond that point each further unit entails more dis-
utility than utility, thereby causing a net loss. It is clear from the dia-
gram that the surplus utility is greatest (the shaded area SUR) at the
point where the two curves cross. This is the output which will con-
tribute most to the social welfare.

In economics of the Marshallian type, utilities are represented as
the ultimate factor lying back of demand, and disutilities as the ulti-
mate factor underlying costs and (in the long run) supply. Both
terms, however, are employed in a hedonistic sense, utility denoting
subjective feelings of pleasure enjoyed by consumers, and disutility
denoting feelings of pain experienced by producers. Here I prefer
the broader (“human”) meanings suggested by Hobson, who identi-
fies utility with all beneficial effects that are associated with eco-
nomic goods, and disutilities (or “human costs”) with harmful
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effects.? He found elements of utility even in production, in so far as
the work of producing is healthful and pleasant, and he found dis-
utilities in consumption, where the goods consumed have deleterious
effects upon the consumers. For the study of economic welfare, the
broadening of these terms beyond their earlier hedonistic connotation
is necessary and helpful. The idea that consumption and production
alike include both utilities and costs is also valid; but if these terms
are to be used for comparison with the functioning of the price sys-
tem (which runs in terms of demand and supply) it is more conveni-
ent to identify utility with consumption and disutility with produc-
tion. It is possible to do this, while retaining Hobson’s idea, by com-
puting both concepts as net. The term utility will then refer to the
net beneficial effects on social welfare arising from consumption, af-
ter subtracting any deleterious effects. For example, the human suf-
fering and degradation arising out of the opium traffic must be
weighed against the helpful uses that are made of opium in the prac-
tice of medicine, and the demoralizing influences of some motion pic-
tures must be set off against the wholesome entertainment that is pro-
vided by others. By such a calculation, the net utility of consumption
will in some cases be negative. The term disutilities will refer to sacri-
fices of two different kinds: Those arising out of the efforts and pains
sustained in production, and the opportunity costs of giving up one
good for the sake of another. From here on I shall employ the terms
utility and disutility in these senses, computing both as net. A few
further words in elaboration of the two kinds of disutilities just men-
tioned will be in order.

The sacrifices arising out of the efforts and pains of production in-
clude such things as the fatigue and ennui of working, loss of health
occasioned by the conditions of work, the giving up of leisure, and
the postponement of consumption involved in saving and investment.
These are sometimes called “real,” as distinguished from monetary
costs; but I do not like this usage because it suggests that monetary
costs do not have reality. It would be better, I think, to call them
production-pain costs, or simply production pains, and I shall do so
in the subsequent discussion. The term production pains must in-

2 John A. Hobson, Work and Weaith (1914), Chap. 111
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clude, not only sacrifices currently made, but also postponed effects
that will eventually ensue from today’s production, such as future
breakdown of health or premature old age from present overwork;
and it must not be restricted to effects upon people directly engaged
in production, but must be extended to include any indirect harm that
may occur to the community at large, as for example, from stream
pollution or smoke nuisance created by a manufacturing enterprise.
The computation of these pains must be net, to allow for the off-
setting benefits that are often associated with production, such as the
pleasure of creative work, healthful exercise, personal satisfaction de-
rived from the prestige and power that comes from a leading position
in industry, and any other benefits that success in productive achieve-
ment may bring.

The other sort of sacrifice (opportunity cost) arises out of the fact
that, in a world of scarcity, the producing of one good necessitates
the foregoing of some other that might have been produced in its
stead. We cannot have both the cake and the penny. Some persons
may be disposed to argue that this is not a real sacrifice in the sense
that labor fatigue and abstention from consumption are sacrifices, be-
cause for the good given up there is a good of equivalent or greater
usefulness received, so that there is no net deprivation. But this is
equally true of fatigue, loss of leisure, and so on; for here too some-
thing is received (the good that is produced), which compensates in
utility for the disutility suffered, so that, if the two are properly bal-
anced, the individual or the community suffers no net loss. All eco-
nomic activity involves a choice of alternatives, such as between ef-
fort and a good to be obtained, or between one good and another.
Hence, in the last analysis, all costs can be resolved into opportunity
costs—that is, alternatives foregone. The significance of this for the
principle of surplus utility is, that if the production of any good is
carried to the point where the marginal utility it yields is less than
that which might be obtained from some other good or goods that the
same resources could produce, the total surplus of utility is thereby
reduced. The inclusion of alternatives sacrificed in the calculation of
surplus utility is therefore important for the correct allocation of re-
sources.,
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Precise application of the principle of surplus utility is made diffi-
cult by the intangible character of the concepts involved. Notwith-
standing their elusiveness, these concepts are the basic ones of eco-
nomics. The economic process is essentially one of trying to maxim-
ize satisfactions by balancing benefits against sacrifices. Yet without
units of measurement with which to weigh these things quantitively,
how can we achieve this goal or test the perfomance of our economic
system with reference to it?

The economist may seem to be at a disadvantage here as compared
with workers in the natural sciences, but this may be too hasty a judg-
ment. The basic units of physics and chemistry, once believed to be
the molecule and the atom, respectively, have now been broken down
into protons, clectrons and neutrons, and these in turn, are fading off
into a mysterious something called a charge of electricity, or some
kind of energy, whatever that may be. Likewise, the cell of the biolo-
gist, tangible enough in itself, is broken down into chromosomes, and
the chromosomes into genes which are quite as elusive as the notion
of a util, or unit of utility. In view of these intangibles which baffle
the natural scientists, economists can perhaps be forgiven for the
vagueness of their basic concepts.

Yet it is desirable to give as much precision as possible to these
economic concepts. Although we cannot now formulate a quantita-
tive unit of utility or disutility, we may be able to classify benefits
and sacrifices according to relative degrees of intensity. In Chapter
Three I pointed out some of the possibilities along this line in the ficld
of consumption—the setting up of a hierarchy of wants in the order
of their importance, on the basis partly of scientific standards and
partly of subjective judgments. It is not necessary to repeat that dis-
cussion here.

I believe that it is possible to make at least a beginning toward do-
ing the same thing in the field of production, that is, toward measur-
ing the amount of sacrifice involved in different industrial operations.
For example, the different effects of working days of varying lengths
on output, fatigue, and health can be measured in physical terms, and
even the effects on morale can be appraised to some degree. The rela-
tive merits of more output as compared with more leisure could prob-
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ably be worked out by experiment. Although there is controversy
over the possibility of measuring the average length of the produc-
tion period, I nevertheless believe that the amount of waiting in-
volved in different branches of industry could be estimated. This
would afford a basis for comparing the sacrifice of present goods
with future gains involved in the roundabout process. The indirect
effects of stream and smoke pollution can be measured in terms of
fish mortality, the incidence of respiratory diseases, and similar ob-
jective results. The physical aspect of opportunity costs is easily
dealt with. The possible yield of different crops obtainable from an
acre of land of a given kind, the number of hours of skilled and un-
skilled labor required to produce this good ‘or that, the time required
to turn out one tool on a lathe as compared with another—such things
as these can be known with a fair degree of accuracy. In this way itis
possible to say that a bushel of wheat costs, say two bushels of oats,
or that a certain kind of house costs ten automobiles. But what is the
sacrifice of giving up one of these things for the other cannot be
known unless we have a means of comparing the relative merits of
wheat and oats, of houses and automobiles. In the last analysis, there-
‘ore, we are thrown back on what was said in Chapter Three about
‘he relative importance of different wants.

Various writers have tried to formulate a basic unit of costs, such
1s the number of hours of labor required to produce a bushel of
wheat, or simply an hour of work by an unskilled laborer, or the
work of one man for one hour on an acre of land. These suggestions
may not be entirely without merit. It is possible that a weighted
man-acre-day could be worked out, and that this could be set against
1 list of goods weighted according to the degrees of benefit they
yield, so as to make possible a quantitative balancing of utilities
against disutilities. The weights for labor-time would ascend with the
length of the working day, with the risks and disagrecableness of
different occupations, and with opportunity costs (rising according
to the types that are scarcest in relation to need), and benefits would
descend with the amount of waiting involved, by discounting cach
according to the date of the final consumption of the product. The
weights for land would vary ac¢ording to the scarcity of the prod-
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ucts for which the soil was adapted, and according to remoteness in
time. Forests, for instance (being much more remote than potatoes),
would be given a lower weight in relation to the bencfits yielded. In
appraising goods according to their benefits, the weights would vary
with the importance of each separate class of goods, and also with the
quantity, descending with increasing output in recognition of the
principle of diminishing utility. Although such a system of weighted
utilities and disutilities would be somewhat arbitrary, it could be
made to correspond with the general judgment of enlightened and
well-informed investigators.

Something of this sort may some day be worked out by a central
planning commission charged with the task of directing and balanc-
ing the economic process as a whole. Indeed, rough gropings toward
it are perhaps represented in the work of the Russian Gosplan, and in
the decisions of the War Production Board in the United States during
World War II. However, it will probably be some decades before a
carefully worked out procedure along these lines can be brought into
being. Meanwhile, all that I can do here is to discuss the problem of
this chapter in qualitative terms. I believe that this suffices for a criti-
cal appraisal of the possibilities and limitations of the price system as
a mechanism for giving effect to the principle of surplus utility.

THE PRICE MECHANISM FOR BALANCING UTILITY
AGAINST DISUTILITY

The mechanism offered by the price system for effecting a balance
between utility and disutility is the apparatus of demand and supply.
On the one hand are consumers’ demand-prices, reflecting the strength
of consumers’ desires and means, and therefore having a basis in the
buycrs’ estimation of the utility of goods to them. On the other hand
are producers’ supply-prices, which are made up of the prices at-
tached to the various factors of production. Thesc are based partly
on production pains (to the extent that suppliers take into considera-
tion such sacrifices as fatigue, ennui, impairment of health and fear of
loss in deciding the terms on which they are willing to offer their
persons or their propertics for hire) and partly on the opportunity
costs of alternative goods sacrificed. Demand curves slope down-
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wards, supply curves upwards—at least in the short run. Equilibrium
is established where marginal demand-price and marginal costs coin-
cide. '

On the surface this looks very much like the balancing of marginal
utilities against marginal disutilities that is called for by the principle
of surplus utility. So it would be if demand schedules were a true
measure of social benefits and supply (cost) schedules a true measure
of social sacrifices. Some of the more rash adherents of neoclassical
theory have so represented them. However, the pricc system is not as
perfect as this. I have already dealt with demand in Chapter Three,
where I pointed out that there are serious discrepancies between con-
sumers’ demand and social benefits or needs, and I showed that im-
portant reforms would have to be effected if the price system is to
work better in this respect. The remaining problem, then, so far as
the principle of surplus utility is concerned, is to make a similar
analysis of supply in the present chapter. Such an analysis resolves
itself into a discussion of the relation between costs and sacrifices.

In the form given to it by Marshall and his disciples, neoclassical
economic theory held that all costs are ultimately resolvable into two
basic elements, the pain of labor and the pain of abstinence (waiting).
Wages were represented as being a measure of the efforts involved in
rearing, training, and performing labor of different degrees of skill,
with some allowance for differing advantages and disadvantages of
the several occupations?; while interest was regarded as just sufficient
to compensate for the marginal impaticnce (time-preference) of
savers, plus a sufficient inducement to overcome their fear of possible
loss. All the expenses of running a business (in the absence of mono-
poly somewhere along the line) were believed to be resolvable into
these two elements of wages and interest. Raw materials, for example,
could be broken down into wages for the labor and interest on the

3 Marshall realized that there were peculiarities about the conditions of sup-
ply for labor that prevented this from working out in the short run, but it was
apparently his view that it did hold for the very long run, although he admit-
ted that the high carnings of some rare types of ability resembled the rent of
land in certain respects. See Alfred Marshall, Principles of Economics (Fifth
and later editions), Book VI, Chaps. IV and V.
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invested savings that it took to produce them. Construction costs, ad-
vertising, freight charges, and the like could similarly be broken
down into the same two factors. The rent of the land, which could
not be traced to wages or interest, was disposed of by the argument
that it did not play any part in the determination of prices. Prices
were determined (on the supply side) by marginal costs, by which
they meant the costs on marginal land, which, being too poor to yield
a surplus over the wages and interest of the labor and equipment em-
ployed there, could command no rent. The high labor and saving
costs of cultivating the marginal land made the prices of products
high enough to yield a differential surplus to the owners of the better
lands, on which costs of production were lower. Prices were not high
because land rents were high; it was the other way around.

There are four serious errors in this theory of costs that make it
untenable:

1. The theory completely ignores the disutilities involved in giving
up alternatives. That is, it fails to take account of the opportunity
costs which are essential to an undcrstanding of the price system, and
recognition of which is important for the attainment of social
economy.

2. Wages, which are the largest single element of monetary costs,
do not correspond, either in the short or the long run, to the efforts
and sacrifices that are made in the rearing, training, and performing
of labor. The plain fact is that labor is stratified into non-competing
groups which are separated by barriers of heredity and environment
that make it difficult for workers to move from the lower levels into
the higher ones. The number of workers in the upper groups is rela-
tively small, so that they are scarce, and hence can command wages
that are disproportionately high—higher by more than enough to
compensate for the extra education, training, or effort that the occu-
pations in the upper groups require. Within each group there is com-
petition, so that the wage differences prevailing thercin do have a
tendency to be proportional to the net advantages of the different
occupations, but no such tendency is effective between occupations
in different groups. For instance, pick and shovel labor that works
under difficult and dangerous conditions (such as the sand-hogs who
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work in air compression chambers in underwater construction) will
get higher wages than common labor working under ordinary con-
ditions, because there is competition between the two sorts of work.
Laborers would not accept the more hazardous and onerous work un-
less the extra inducement were offered; hence the additional wage is
a pecuniary measurement of the amount of disutility that the workers
attach to this kind of employment. But a watchmaker, highly skilled,
will get a higher wage than an ordinary day laborer, even though the
work of the former may be more pleasant and generally desirable,
because the unskilled worker is in no position to compete with the
skilled one. The watchmaker, in turn, will not have as high a wage
as a factory superintendent, for the latter is in a higher group, to
which the watchmaker cannot attain. In these last two cases, the
higher wages are due, not to differences in the disutilities of the em-
ployment concerned, but to the greater scarcity of men in the upper
non-competing groups. The most striking disparities of wages are of
this kind. It follows that the supply-prices of labor do not rest solely
on disutilities. Since these supply-prices are one of the important ele-
ments of costs upon which the equilibrium prices of commodities de-
pend, the latter prices cannot be a measure of the disutilities involved
in production. The connection between prices and social sacrifices is
thereby destroyed.

3. The effort of classical and neoclassical theories to exclude land-
rent from supply-prices is not successful. Not every commodity is
produced on marginal land, hence land-rents must enter into the
marginal costs of at least some commodities. No-rent land is doubt-
less employed in the raising of many staple crops, so that in these
cases the rent of the better lands can be calculated as a surplus over
the yicld of labor and equipment on the poorest land; but this is hard-
ly possible for crops that can be grown only on special soils, and for
urban sites used, for example, for office buildings and department
stores. The classical theory that land-rent is a differential surplus
measured from the extensive margin of cultivation rests on the idea
that such rent arises only because of differences in the economic
qualities of land; but it has been demonstrated that land-rent could
arise without such differences. If all land were alike, and yet scarce in
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relation to the demand for it, it would all yield a rent, and this rent
would be an element entering into the supply-price of every com-
modity. This suggests that it is the scarcity of land of any given kind,
rather than its difference from marginal Jand, that is the basic cause
of its commanding a rent. One cannot escape from this conclusion by
reasoning (as some have tried to do) that there is an intensive no-rent
margin on every piece of land, where the only costs are wages and
interest; for there is likewise an intensive no-wage margin in the use
of labor, and a no-interest margin in the use of equipment, where
there are no wages and no interest. Hence, if we are able to exclude
rent from the category of costs because of the existence of such a
margin, we must in logic exclude wages and interest also, which
would lead to the absurd conclusion that there are no price-deter-
mining costs at all! This reductio ad absurdum forces us to the con-
clusion that the relation between the price of land and the price of
commodities is no different from that between the price of any other
productive factor and commodity prices. They all depend on the
scarcity of the factor in relation to the demand for the products, and
all costs are ultimately resolvable into scarcities.

4. The neoclassical theory of costs does not pay sufficient attention
to the elements of monopoly that are scattered throughout our eco-
nomic system. Where a monopoly controls the supply of a com-
modity, the price is usually above the antecedent costs of producing
it, so that the price is out of proportion to the production pains that
have been incurred. If the good monopolized is one that is used at
subsequent stages of production, the monopolist’s profit will appear
as a cost at those stages, and will enter into the supply-price there.
For instance, if a manufacturer of lenses must pay a monopoly price
for the optical glass that he uses as a raw material, he must charge for
his lenses accordingly, and the cost of the lenses to camera manu-
facturers will be correspondingly high, so that monopoly profits in
the making of glass become a cost of production in the making of
cameras. In this way monopoly gains anywhere along the line in a
series of productive processes are passed on as costs that enter into
the price of the final commodity. The monopolists can exact this gain
only by restricting the supply of their products—that is by making
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the products more scarce. Thus it appears that monopoly gains, like
the extra wages of highly skilled labor and the surplus rents of super-
ior land, have their roots in scarcity, either natural or contrived, and
not in any disutilities that are associated with production.

These four errors in the neoclassical position are so serious that the
disutility theory of costs must be rejected. A clue to the correct ap-
proach is to be found in the observation that each of the above four
objections deals with some kind of cost (alternatives sacrificed, pre-
mium wages, land-rents, and monopoly gains) that does not arise out
of disutility but is rooted in scarcity. This has led to a new theory of
costs with this idea as its basis. Wherever there is a cause operating
to make things scarce, if there is demand for that thing it will com-
mand a price, and that price will be reflected back to the scarce fac-
tors along the course of its production. These factors will then like-
wise command prices, derived from the values of their products. It is
the factor-prices so arising that constitute the pecuniary production
costs of which supply-prices are made up. Supply-prices are not in-
dependent of demand-prices, but are determined simultancously with
them in a process of competitive bidding by consumers (and derived
bidding by enterprisers) for scarce goods whose scarcity reflects the
prior scarcity of factors needed to produce them. In this process of
bidding, the factors are drawn to the goods for which the bids are
highest in proportion to the factors which their production requires.
So, the factors go into the channels of greatest demand.

The principle, or law, of opportunity costs plays a significant role
in this process. According to this law, the use of any factor in pro-
duction involves a cost which is determined by the prices offered for
that factor in its possible alternative uses. If consumers’ demand for
tomatoes justifies the offering of one dollar per hour for agricultural
workers by tomato growers, then potato growers will have to meet
that price or they can’t get the labor. Dollar per hour wages thus be-
come a cost of production for potatoes. It is equally true that the bids
of potato growers for labor help to determine the labor costs for to-
matoes, since (within the limits set by the demand for tomatoes)
producers of the latter commodity will offer as much as, and no more
than, they are compelled to do by the bids of their competitors in
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the labor market. The equilibrium wage for labor is set at that point
where the number of workers hired for all the uses to which it is putin
that market just equals the effective supply of labor at that wage. The
scarcity of labor, set off against the schedules of demand for it in all
of its possible employments, determines both the allocation of the
labor and its wage.

Figure 3, with the following explanation, will make the mat-
ter clearer*: Suppose that 30,000 workers all told are available in a
certain region for the production of tomatoes and potatoes. In the
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FIGURE 3. Opportunity Costs

drawing, let AB represent the value of these workers to the tomato
growers, and CD their value to the potato growers. In other words,
AB and CD are the demand curves for tomato labor and potato labor,
respectively. The figures on OY indicate the prices (wages) per day
which employers are able to pay for various quantities of labor, tak-
ing into consideration the demands for their products. As more
workers are employed, their wages decline; because as more potatoes
or tomatoes are grown by using the extra workers, the prices thereof
will fall, in accordance with the law of demand.” Now suppose that

4 Adapted from my Principles of Economics: a Restatement (1941), pp.
336-337.

5The law of diminishing productivity is not a crucial factor here, because
it is not a case of mercly adding more labor to a fixed amount of land, but
more likely of shifting both labor and land from one crop to the other.
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the laborers are evenly divided, 15,000 being employed in each in-
dustry. According to the drawings, those employed in the tomato in-
dustry will be worth only about $2.35 per day, while those in the po-
tato fields will be worth $3.75. Since the tomato growers cannot af-
ford to pay more than $2.35, potato planters can make a profit by of-
fering somewhat better pay, say $2.50, to attract labor away from the
tomato fields. More men will then be employed in potatoes, and more
potatoes will be grown, as a consequence of which they will no longer
be worth quite so much; while less will be employed in tomatoes,
as a consequence of which less of them will be grown, and they will
be worth somewhat more. Tomato growers can then bid against the
potato growers to hold their men.

As the value of labor rises in the tomato industry and falls in the
potato industry, there will come a point where it will be equal in
both. In our illustration this occurs when 10,000 men are employed at
tomato growing and 20,000 in the potato fields. Labor is then worth
$3 in each employment, and wages will tend to be at that figure, for
competition between the two sets of employers to hire all the men it
is worth their while to have will prevent them from falling any lower.
It will not pay the potato growers to attract any more workers away
from the tomato industry, for if more than 20,000 are employed at
potatoes they will be worth less than $3; but they are worth $3 to the
tomato employers, who would not let them go for less. By a similar
line of reasoning, it can be shown that tomato growers will not em-
ploy more than the 10,000 they now have. Therefore, a position of
equilibrium has been reached in which each group is paying the same
wage, set in competition with the other.

These examples are typical. Practically every factor of production
has many possible uses. Since it is scarce, it is impossible to employ it
fully in all of them. To use it for any one purpose means to forego
the opportunity of applying it to other purposes. Its use therefore
costs whatever it might have been worth if it had been put to its pos-
sible alternative uses. An enterpriser in one industry must conse-
quently pay for his factors of production as much as his competitors
in other industries (or, for that matter, in his own industry) are willing
to pay. The combined bidding of all the competitors for the limited
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supply of the factors of production thus establishes prices for them
which, as we now know, constitute the costs of production.

The law of opportunity costs goes to the very heart of the price
system; hence it is one of the most significant principles in the whole
of economics. Consider, for instance, what is the inner meaning of
the statement, so often heard, that the price of a commodity tends to
equal its cost of production. It means that the price tends to the point
where the factors of production required to make that:- commodity
are worth just as much as, and no more than, they would be worth if
they were devoted to the production of any other good for which
they are suitable. If a commodity is selling at a price above its cost,
it means that the factors employed in its production are worth more
than in their alternative uses. This is the signal for more of that com-
modity to be produced; for when a price is above costs, the industry
is enjoying profits above the normal returns to capital and enterprise,
hence it tends to expand. By this means factors are drawn away from
those uses where the product is worth less to those where it is worth
more. This goes on until the price of the first product falls to equality
with costs, which means that the value of the factors in that industry
is now no greater than elsewhere. When the price of a commodity is
less than its costs, on the other hand, it means that the factors em-
ployed in that industry arc worth less than in other industries, be-
cause too much of the product has been produced, so that consumers
do not value it as highly, in proportion to the factors employed, as
they do other goods for which those factors might be used. As a re-
sult, enterprisers in the industry will suffer losses, and production
will be reduced until equilibrium with other industries is restored
(that is, until price rises to equality with costs). So, through the op-
eration of the law of opportunity costs, productive resources are al-
located in such a way as to maximize the satisfaction of consumers’
demand. If that demand were an accurate reflection of social needs,
this principle of allocation would be perfect; but it has been shown
in Chapter Three that this condition is not fulfilled.

The scarcity-opportunity theory does not leave production-pains
out of the cost picture. They enter into it so far (and only so far) as
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they give rise to scarcity. If workers are sufficiently conscious of the
fatigue, monotony, and hazards of employment to refuse jobs that do
not offer a wage sufficient to compensate for these sacrifices, then the
withholding of their services from the market will make them
scarce enough to command such a wage. Likewise, if income receiv-
ers will not save, or will not lend their savings, unless they receive a
rate of interest high enough to offset their impatience and fear of pos-
sible embarrassment or loss, then the resulting scarcity of investible
funds will make interest high enough (given an adequate demand)
to meet this condition. It is the same with any other factor of pro-
duction which can be supplied only at the cost of production-pains.
There appcar to be three such factors: effort, saving-investing, and
risk-bearing. In these three cases, a pecuniary estimate of the pains
involved may be presumed to be present, more or less consciously, in
the minds of those who supply the factor, and this estimate deter-
mines its supply-price. Since this supply-price varies with the amount
of the factor to be furnished, usually going up with increasing
amounts, there arises a schedule of supply which is set off against the
schedule of demand, the latter based on competing bids of employers
in all the possible uses of the factor. An equilibrium price tends to be
reached at which the effective demand and cffective supply are equal.
Production-pains thus operate on the supply (scarcity) side, and al-
ternatives given up (opportunity costs) on thc demand side.

There are other causcs of scarcity that do not arise out of produc-
tion-pains. In this category must be included: aptitude, land space,
natural materials, monopolistic withholding, and non-reproducible
man-made goods used in production. By aptitude is meant innate ca-
pacity or inborn talent, which is distributed by biological and en-
vironmental influences in such a way as to divide the population into
non-competing labor groups. The scarcity of certain very uscful ap-
titudes enables the workers who have it to command wages that are
disproportionately high in relation to their production-pains. Land
space refers to building, farm, and other sites; natural materials to
mineral and other fixed deposits. Land fertility is excluded from thesc
categories because (unlike them) it can be produced by man, and
therefore its supply is dependent on the pain-costs of effort, saving,
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and risk-bearing. Monopolistic withholding occurs when a monopoly
creates an artificial scarcity of some productive resource, such as a
raw material, by curtailing the output so as to raise the price above
its own costs. The price here is set by competitive bidding for the
scarce resource, on the principle of opportunity costs, the same as for
any scarcc factor of production; and the extra price enters into the
costs of production of all enterprises that use the monopolized prod-
uct at subscquent stages in the succession of production processes.
This is just as truly a cost of production as any other, and enters into
the price of the final product in exactly the same way. The case of
non-reproducible products arises when some unique thing made by
man enters into an industrial product and so involves a cost. For in-
stance, the specifications for constructing a building might call for
the use of genuine antique chandeliers as lighting fixtures. Instances
of this kind are not numerous enough to be important, but they
should be mentioned for the sake of completeness.

It is to be noted that thesc five kinds of costs that do not arise out
of production-pains can be attributed to the fact that the supply is
not readily incrcasable by human effort, at least not increasable
enough for price to fall to the point where it just suffices to compen-
sate for production-pains. In the case of monopolistic withholding it
could fall, but is artificially prevented from doing so. In other words,
the supply is rclatively fixed, or quite inelastic. This suggests that
these five catcgories can appropriately be designated by the term
fixed supply costs, or (more accurately) inelastic supply costs. The
term “pure rents,” which has been used in this connection by some
writers, is substantially cquivalent.

Although the main causes of scarcity in these inclastic supply costs
are not to be found in production-pains, they are not entirely disso-
ciated from them. The number of persons that is present in a given
non-competing group is determined by biological and sociological
influences that set limits to the quantity of aptitude of each kind that
the market can draw upon. This aptitude must be paid for in pro-
portion to its scarcity, relative to demand. But even very able persons
must perform exertions in production, and these exertions (effort)
involve pain costs. There may also be risks, and even waiting, associ-



166 Social Economy and the Price System

ated with their employment. So they may have to be paid wages that
include elements of all three basic kinds of pain costs, in addition to
inelastic supply costs. The case of natural materials is similar. The
quantity of minerals that exists in the ground is an unalterable fact
of geology. Those which nature has given but sparingly will com-
mand higher prices (“rents”) than those with which she has been
more generous. But more mineral deposits can sometimes be discov-
ered by hunting for them, and this hunting is associated with produc-
tion-pains. Hence the price of natural materials will be composed
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partly of inelastic supply costs and partly (for the marginal incre-
ments of supply) of production-pain costs. Land-space is no differ-
ent. A certain amount of it is supplied gratis by nature, but modest
additions can be made to this amount by such measurcs as drainage
and irrigation. The price that the free land can command is a pure
scarcity rent; that of the extra land is at least partly a compensation
for production-pains. The goods produced by monopolies incur pro-
duction-pain costs which must be covered by the price, but the price
is “loaded” with an extra premium made possible by curtailment of
production, so that both kinds of cost are present in this case also.
Finally, both are present in the price of non-reproducible man-made
goods used in production, for even the number of antiques, or the
paintings of great masters, can (and does) grow as more dealers
scour the countryside and elsewhere for hidden treasures.
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The relation between production-pain costs and inelastic supply
costs can be clarified by the accompanying three diagrams (Figures
4,5,and 6). In these drawings quantities of the productive factors are
measured along the base line OX and prices of the factors along the
vertical line OY, accerding to the usual convention. Figure 4 repre-
sents the case of unskilled labor in a country where there is over-
population. Here the wage in the long run will come to OS, which is
barely enough to provide subsistence. In this case, since- wages just
suffice for the maintenance of labor, including the rearing of suffici-
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FIGURE 5. Mixed Costs in the Supply of Skilled Labor

ent children to replace the workers that die off, they provide merely
a compensation for production-pains and involve no element of in-
elastic supply costs. Figure 5 represents the case of skilled labor,
which is supposed to be sufficiently scarce to command a wage higher
than subsistence. This labor would do a certain amount of work
(0Q) for a subsistence wage if no higher remuneration was obtain-
able in the market, hence the supply curve is SM for the quantity of
work OQ. Beyond this, the workers will put forth more effort if a
sufficient inducement is offered; hence the supply curve slopes up-
ward from Af to §’, reaching an equilibrium with the schedule of
demand at W, so that the wage tends to settle at T'W. In this case
the wage is just sufficient to compensate for production-pains for the
marginal increments of work, but contains a fixed-supply return
(measured by the area SMWR) for all other increments of labor.
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Figure 6 represents the case of land-space. Here the quantity of land-
space of a given kind provided gratis by nature is OQ. Since this
amount would be available at any price which the market might offer,
the supply curve for it slopes vertically upward to infinity. However,
if the price gets above QA/, it will pay to provide additional land by
the drainage of swamps or the irrigation of deserts, so that from here
on there is an elastic supply-price represented by the curve MS. This
curve comes into equilibrium with demand at R, the corresponding
quantity of land being OT. The rent per unit is OR. Nearly all of the
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return to landowners is scarcity rent, ORR’MQ, but a small por-
tion, QMR'T, is merely compensation for the production-pains of
reclaiming waste land and making it fit for use. Observe that in cach
case production-pain costs give to the supply schedules whatever
element of elasticity they may possess. The fixed scarcity costs tend
to make the supply schedules inelastic.

To sum up: the pecuniary costs of production can be resolved ul-
timately into eight basic elements, which are as follows: (1) effort,
(2) saving-and-investing, (3) risking, (4) aptitude, (5) land-space,
(6) natural materials, (7) monopolistic withholding, (8) non-repro-
ducible man-made goods. The neoclassical theory recognized only the
first three of these. The superiority of the scarcity-opportunity
theory is that it includes all eight.
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The reader may be inclined to wonder whether simultaneous oper-
ation of production-pain costs and inelastic supply costs may not
involve a confusion that interferes with the fulfillment of the surplus
utility principle. However, this is not so, for the two kinds of cost
do not conflict with each other. The principle of surplus utility re-
quires that both kinds of disutility (pain costs and opportunity
costs) be balanced against social needs. The production of every
good should be carried to the point where marginal utility just equals
the two marginal disutilities. Let us apply this to the case of highly
skilled labor. We may assume that the corrective measures suggested
in Chapter Three have been put into effect, so that we can take de-
mand schedules as an accurate register of social needs. The presence
of a scarcity surplus in the relatively high wage of this kind of labor
is a means of giving expression to the altcrnative goods sacrificed in
producing the commodity on which this labor is employed; for in
the competitive bidding by enterprisers for this labor, the wage will
come to cquilibrium at the point where the value of the marginal
worker employed on product A is just equal to the value of the
marginal worker employed on product B. That is to say, the last
unit of A has just the same utility (in proportion to the factors used)
as the final unit of B. Thus the sacrifice involved in giving up further
production of B is reflected in the costs of producing A because of
the scarcity surplus in the wage. This does not in the least interfere
with the other principle that this skilled labor should be used in each
of its employments up to, but not beyond, the point where the pro-
duction pains balance the marginal utility of the goods produced;
because each worker is frec to work up to (and to stop at) the point
where he fecls that the wage his labor commands in the market will
no longer compensate him for the additional effort, loss of leisure, or
other felt production pains that he would have to undergo if he
worked any further. So both margins of cost are equated simultane-
ously with marginal demand-price. This is seen clearly in Figure 5,
where the high wage created by labor scarcity is shown to be exactly
equal to the marginal pain-cost WT.

We need to bear in mind here Marshall’s dictum that it is not the
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marginal supply-price that determines the wage. We go to the
margin to see where the forces come into equilibrium, but it is the
total supply and total demand that determine the price.® The total
quantity of labor in the market (taken in conjunction with the de-
mand) is what determines the wage, and this quantity is limited by
the two facts, that the number of such skilled workers is few (the
inelastic supply element) and their willingness to work has a some-
what elastic limit (the pain element).

A similar line of reasoning can be applied to land-space. The
scarcity rent balances the opportunity cost of using the land against
the demand for its products. At the sam¢ time the scarcity price
affords an opportunity for reclaiming land up to the margin where it
would not be worth while ro go farther. Of course the existence of
a scarcity land-rent does not interfere with the employment of labor
and invested savings on the land up to the point where their marginal
costs just balance the marginal demand.

The same argument holds for all the other inelastic supply factors
except monopolistic withholding. In this one case the output of
goods is stopped short of the point where marginal costs equal the
price of the product. As a result, the principle of opportunity costs
is distorted; for although the monopolist must pay as much for his
factors as they would be worth in other employments, he does not
carry his own production down to the place where his goods are
worth just as much as, and no more than, the alternatives sacrificed.
By restricting his output he keeps the price of his goods above that
point, which means that factors are being employed elsewhere that
would be worth more if used in his industry to produce additional
goods. This is a social waste. This criticism is not only applicable to
industrial monopolies, but also to labor monopolics. When an ex-
clusive union restricts its membership by racial discrimination, high
initiation fees, or other devices, it forces the excluded labor into the
production of goods that are worth less than the goods that would
be produced by the union if its membership was open to all com-

6 Alfred Marshall, op. cit.,, Book V, Chap. VIII, § §; also Book VI, Chap.
L,§s.
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petent workers in its trade. The principle of opportunity costs is
thus defeated.

PRIVATE COSTS AND SOCIAL COSTS

The analysis of the preceding section shows that a normative price
system offers good possibilities for giving effect to the principle of
surplus utility so far as its cost side is concerned. There are, however,
some obstacles that cause the system to fall short of fully realizing
these possibilitics, One of these obstacles, monopoly, has just been
explained. There are others that must now be developed.

Production-pains are reflected in pecuniary costs only if they
enter into supply-prices, and they will so enter only if the pains are
consciously felt by those who supply the factors. For example, sup-
pose that the owner of a machine expects it to last for twenty years,
and accordingly allows for depreciation at the rate of five per cent
per annum. Suppose further that his expectations prove to be incor-
rect, the machine wearing out in ten years instead of twenty. In this
case half of its original cost will never be charged up to the prices of
the products which it makes. These prices then do not include the
full pain costs of labor and saving that went into the machine.

This incomplete recording of pain costs is especially important in
the case of labor. A great many workers are somewhat shortsighted
and overoptimistic, so that they do not take fully into consideration
the future pains that are likely to grow out of their present employ-
ment. They are likely to overlook such things as the effects of long
hours and bad working conditions on their health, the possibility of
heavy medical expenses and loss of carning power caused by indus-
trial accidents, the coming on of old age prematurely because of
earlier overwork, and the deleterious effects of employment on chil-
dren. Because they do not feel these things keenly enough, workers
offer themselves for hire at wages which are lower than they would
accept if they realized all the pains that are involved, and gave
sufficient weight to them. As a result, the supply-price of labor in
some occupations is lower than it should be, and employers in these
trades get their labor for less than its full pain cost. This causes a
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social waste, for the principle of surplus utility is violated. The social
benefits of some of the goods produced are not sufficient to compen-
sate for the pains their production requires. If the full pain costs
were reflected in the wages of the labor, the prices of the com-
modities would be higher, so that only as much of them would be
purchased (and hence only as much produced) as would be socially
worth the human costs involved. Then labor would be less likely to
be overworked, and its wages would be high enough to provide for
the contingencies of impaired health, accidents, or premature old
age, and children would be withheld from employment, with the
result that labor would be better preserved and production would
be correspondingly increased in the long run.

Another case of production pains that are unfelt, and hence un-
recorded in prices, is to be found in the bearing of property risks.
Some risks are well enough known and calculable to be provided for
by insurance. Here the costs of property losses are felt and charged
up to production, so that they enter into prices. But non-insurable
risks (uncertainties) enter into prices only to the extent that the
risk-takers are aware of them, and are deterred from producing be-
cause of them. In the loan market the hazard of possible loss is felt,
at least to some degrec, and it finds expression in the premium for
risk that enters into the supply-price of investible funds. Elsewhere
in the business world, however, there are many uncertainties that
are not sufficiently represented in prices. It is a well-known fact that
many people will submit themselves to risk of loss for the chance of
a reward that is not worth the risk involved. For instance, a rural firc
company may raise funds for the purchasc of new cquipment by
selling 4000 lottery tickets at $1.00 cach for an automobile, worth
$2000, that is to be awarded as a prize to the lucky winner. Since the
cost to the ticket buyers in this case is $4000 and the prize worth
$2000, it is obvious that the loss of the chance-takers greatly exceeds
the gain. Yet this sort of thing is done all the time. Apparently, the
lure of a great prize dazzles the minds of the risk-takers, so that they
are blind to the fact that as a group they must lose. Something of
this same principle is probably at work in industry, where business
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men will often be drawn into enterprises where there is the possible
chance of large profits for some, but a high probability of losses for
the group. This is particularly true of the exploitation of mineral
resources, such as gold and oil, where thousands will flock to the
place where a rich strike has been found, and invest their labor and
savings in fruitless search for a fortune. The enormous number of
business failures that occur every year in this country in many
branches of industry shows that business men are prone to under-
estimate the chances of loss. The extra number of suppliers in such
cases as these tends to reduce the supply-prices of the products below
what they should be, with the result that prices do not cover all the
costs of producing goods, and the price system fails to guide pro-
duction wisely.

There are certain so-called overhead costs associated with the
durable plant of a business enterprise that run on pretty much the
same whether the plant is operating at full capacity, part capacity,
or not at all. These are sometimes called fixed costs, and this is a bet-
ter term because it is descriptive of their unchanging character; but
this term must not be confused with the fixed-supply costs (scarcity
rents) that were described in an earlier paragraph. When demand is
slack, the price of a product may fall to the point where not all the
costs can be covered. Nevertheless it pays to go on producing so
long as the price will yield any surplus over the operating (or
variable) costs, because this surplus will pay a part of the fixed costs
that would otherwise be a dead loss. The principle that it is wise
economy to go on producing under such circumstances is a good
one for society, as well as for a private business; for if the community
has resources that under existing market conditions cannot bring in
a sufficient return to cover all the costs associated with them, it is
better to employ them for what they will bring. For instance, if coal
mines and miners are idle because of a temporary slump in the de-
mand for coal, it would be better to go on producing, even if the
price does not cover all the costs, because the miners must be sup-
ported somehow, and the cost of this support will be a net social
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loss if they are not producing a commodity of any value. Even if the
coal they mine will not bring a price sufficient to pay their wages and
yield a return on the investment in the mine equipment, it will at
least meet part of the expense of supporting the workers and their
families, and thereby reduce the loss to the community.,

J. M. Clark has shown that the separation of the vertical stages of
industry into many independent enterprises has the effect of con-
verting the fixed costs of one business into variable costs for the next
higher enterprise in the succession of processes.” For example, the
making of woolen cloth involves certain fixed costs for the manu-
facturer, and these will normally be reflected in the price of the
product. However, the entire cost of the cloth is variable to the
manufacturer of woolen garments, for the amount of cloth he buys
will be in direct proportion to the number of garments he sells, and
if demand for the garments declines he will buy less of the cloth,
thereby reducing his expenses correspondingly. This situation is
typical of industry generally, so that whenever there is a slump in
demand for final products, the manufacturers at the later stages of
production reduce their orders, and even cancel their contracts, with
suppliers at earlier stages. Such a reduction of orders often forces
the suppliers to shut down their plants, in whole or in part.

On the principle that it is better to operate so long as the price
will bring any surplus over the fixed costs, it would be good econ-
omy for the community to keep all these plants going, but the fact
that the cost of materials and supplies appears as variable to the users
thereof obscures their fixed character. Since the cost of maintaining
the idle plants at early stages is not a burden to enterprisers at later
stages, the latter have nothing to gain by keeping the antecedent
plants going. So these plants are allowed to lie idle in slack times,
leading not only to waste of capital resources, but also to waste of
labor, for a considerable number of workers will be thrown into
unemployment by the idleness of the factories. This is a factor in
our recurrent business depressions. It reveals a defect in our system
of accounting, by which the important social cost of idle resources

7J. M. Clark, The Economics of Overbead Cost (1923), Chap. XVIII.
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is left out of private accounts at the final stages of industry, so that
producers at these stages can impose idleness on the rest of the
community. If the fixed costs of maintaining the plant and labor at
early stages were carried on through to the end, it would then be
good business to keep the whole chain of processes in operation for
whatever returns they would bring, and much business depression
and unemployment would be avoided.

The subsistence of labor is a fixed cost that must be met, whether
the labor is employed or not, in any community that does not allow
its people to starve to death; yet wages, except for an indispensable
nucleus of workers, also appear in business accounts as variable costs.
Because of this it is always possible for an employer to reduce his
costs by laying off a part of his force when demand is slack, and this
is one of his first acts in such a situation, This makes it necessary for
the displaced workers to support themselves out of their own sav-
ings, and when those fail the burden is passed to the community,
which must take care of them by means of private or public philan-
thropy. If the fixed character of these labor costs was recognized,
the workers would be kept employed; but so long as the burden of
supporting the workers when idle is not placed upon industry, the
practice of laying off workers whenever demand is slack will
continue,

The cost of maintaining labor in periods of cyclical or chronic
unemployment is a gencral one that is properly chargable to industry
as a whole. There are more restricted cases of unemployment in
which the cost is properly chargable to the particular industries
concerned. This is true of unemployment occurring in seasonal or
irregular trades, and of idleness resulting from occupational disease
and industrial accidents. All this unemployment is a kind of pain
cost that should be charged up to the products and entered into the
prices thereof. Correct social accounting would see to it that this is
donge; but it has not generally been done under existing practices,
except in the case of accidents, where workmen’s compensation
laws have placed the burden on the employers, so that it has become
a production cost.
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Industrial operations frequently have injurious effects upon the
community at large for which business men have often not been held
responsible.’ For example, pigpens generate disagreeable smells that
may be very offensive in an urban community; smoke from a man-
ufacturing district may shut off the light and pollute the air of a
whole city; drilling an oil well on one man’s land may reduce the
flow of oil from his neighbors’ wells; factory noises may disturb the
peace and quiet of residential districts when the factories are not
sufficiently isolated by zoning laws; and the building of skyscrapers
in cities that are already overcongested leads to a host of traffic
problems and various other social difficulties. Therc are other
deleterious effects of business operations that may be cven more
widely diffused and more serious for society. Among these are the
impairment of home life and child rearing caused by the employ-
ment of women and children, the dissipation, poverty, and crime
that are incidental to the liquor business, prostitution, and gambling,
and, finally, the international frictions (sometimes resulting in war)
that arise out of foreign investments. These are social costs that do
not usually find their way into private cost accounts, and hence are not
reflected in the prices of commodities. The price system thus fails to
record some important disutilities that are involved in production.

Another obstacle to the fulfillment of the principle of surplus
utility is the presence in private accounts of costs that are not bal-
anced by commensurate social benefits. For instance, a large part of
the enormous sums spent for advertising in this country serve no
useful purpose, their effect being merely to draw customers toward
this or that brand where there are no important differences in qual-
ity, so that it is a matter of indifference to society which brand is
preferred. Worse than this, advertising often promotes the sale of
socially useless, or even injurious products. All this advertising is
nevertheless a cost that has to be recovered from the price of the
products. Much business activity is devoted to pecuniary strategy,
such as manipulating corporation finance so as to enrich insiders at
the expense of other stockholders, rigging or cornering the markets,

8 This point has been developed by A. C. Pigou in The Economics of Wel-
fare (Third Edition, London, 1929), Part II, Chap. IX.
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and so on, This activity is costly and must be paid for by adding the
costs to the prices of the products concerned. The resources that
are drawn into all these various kinds of activity involve opportunity
costs that are not offset by any social gain, for these resources could
be made to yield much greater benefits if diverted to more worth-
while purposes.

However, the difficulty here is not so much the fault of the cost
mechanism as it is of demand. It is because consumers are misled by
advertising, and stockholders are not sufficiently informed about the
securities they purchase, that resources can be profitably misused in
these ways. Since these matters have already been sufficiently dealt
with in carlier chaprers, they need not be devcloped further here.

Pigou? erroncously argues that in a certain class of cases there are
increasing production costs attendant upon increasing output that are
not offset by social benefits. He divides increasing costs into two
classes: Those that arise because of the tendency toward diminishing
physical returns, and those that arise because the price of factors
goes up as more of them are demanded for the expansion of output.
He believes that increasing costs of the first type do correspond to
social costs, but that those of the second type do not. His reason for
this view is that, in the first case a greater quantity of productive
factors must be employed per unit of product as output increases,
but in the second case there is no increase in the factors, but only
in their prices. His error lics in the fact that his theory of real costs
recognizes only production pains, to the exclusion of opportunity
costs. He fails to see that the rising price attached to a factor of pro-
duction when more of it is demanded is a reflection of the curtail-
ment of other goods that must take place as factors are drawn away
from other industries, and that this is just as real a social cost as any
other. When correctly viewed, then, the price system must be
exonerated from blame in this particular instance. It is functioning
here in full harmony with the principle of surplus utility.

My analysis of the price mechanism for recording costs has re-
vealed the following types of imperfections in it: the inclusion in
9 Ibid., Chap. XI.
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costs of scarcity rents created by monopolistic withholding; the fail-
ure of costs to record unfelt production pains; the exclusion of social
fixed costs because of the shifting and conversion of overhead costs
to operating costs in private accounts; the omission from private
cost accounts of general injuries to the community at large. There
are various measures that might be taken to improve the working
of the price system in these matters.

The abuse of monopolistic withholding can be dealt with most
effectively in two ways. Where the optimum size of the business unit
is sufficiently small to permit a considerable number of separate
enterprises to exist without loss of efficiency, business practices
should be so regulated as to enforce fair methods of competition.
Where the optimum unit is so large that efficiency requires an in-
dustry to be dominated by only one, or a very few, enterprises (as,
for instance, in the case of public utilities), monopoly or oligopoly
should be permitted to exist, under strict governmental supervision,
with price fixing, or else the industry should be owned and operated
by the state. '

The problem of unfelt production pains can be dealt with partly
by prevention, and partly by devices for injecting a pecuniary meas-
urement of these pains into production costs. The pains associated
with the employment of women and children in industry, and with
dangerous and unsanitary working conditions, can be very much
reduced by appropriate legislation affecting women and child labor,
and by health regulations, sickness and accident prevention work,
accompanied by adequate factory inspection. Where the unfelt pro-
duction pains cannot be prevented, then private costs should be made
to include them. The best way to accomplish this is by means of
social insurance, providing compensation to employeces in case of
industrial accidents, occupational disease, unemployment, and old
age. If the cost of this insurance is levied against employers (as it is
in this country in the case of accident compensation), it enters
directly into their costs of production. If the costs arc levied on em-
ployees, in whole or in part, it tends to make the production pains
consciously felt by the workers, and this may be presumed to have

10 Cf, the discussion of the optimum size of business units in Chapter Eight.
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some cffect on the supply-price of labor, so that it will lead to
higher wage costs and thus be reflected in the prices of the products.
However, since the effect on employers is much more direct and cer-
tain than that on employees, there is much to be said in favor of
placing the greater part, if not the whole, of the costs of social in-
surance on the former group. The burden does not rest upon the em-
ployer in the end, for he merely adds it to the price of the product,
and so recovers it from consumers. But this method has the advantage
that the costs go right into his accounts; and it has also this in its favor,
that it stimulates him to introduce preventive measures that will re-
duce these costs to a minimum.

To meet the problem of the shifting and conversion of fixed costs,
unemployment insurance is again indicated, particularly if the bur-
den is placed on employers, for the latter are then forced to pay for
the maintcnance of labor whether it is employed or not, and this
places some incentivz upon them to stabilize their operations in such
a way as to kecp labor on their payrolls in order to reduce the burden
of unemployment costs. There are also various preventive measures
that will help to reduce the social burden of industrial idleness,
although the problem of business cycle stabilization is not easy to
deal with and may never be completely solved in a capitalistic econ-
omy. Vertical integration of industry, by reducing the number of
separatc enterprises in the successive stages of production, is the
most direct mcthod of combining accounts all the way along the
line, so that what is fixed cost at carlier stages will not appear as
variable cost later on. Such integration should be encouraged, but
it needs to be accompanied by governmental regulation so that
monopolistic abuses may be prevented. All measures that tend to
general stabilization of business activity and better forecasting of
demand will help to prevent “idle overhead” in the carlier stages of
industry, by tending to achieve better articulated adjustment be-
tween suppliers and users of materials and equipment.

For dealing with those general community injuries that are now
omitted from private cost accounts, prohibition of clearly undesir-
able types of business activity, such as gambling, prostitution, and
the opium traffic, is indicated. Some factory nuisances can be ren-
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dered innocuous by zoning laws which will isolate manufacturing
from residential districts. Others can be reduced by levying special
taxes on firms which do not take adequate measures to reduce their
annoyances to a minimum. For example, a fairly heavy tax could be
placed on factories that do not install smoke preventive devices.
This injects a monetary measure of the injury into production costs,
and thus puts an incentive on the producer to eliminate it. Finally,
urban congestion and the host of social problems growing out of it
can be dealt with by wise measures of city planning.

Many of these measures are already partly in effect, and they are
sure to be extended as time goes on. Here, as elsewhere, it is evident
that satisfactory functioning of the price system is dependent on
changes of the institutional setting in which it operates.



CHAPTER SEVEN

Full Employment*

FULL EMPLOYMENT, OVEREMPLOYMENT,
AND UNDEREMPLOYMENT

This chapter will deal with the principle of full employment,
which can be regarded as a corollary to the principle of surplus
utiliky. The principle was stated in Chapter One as follows: Every
productive resource that is capable of yielding a surplus of utility
over disutility should be kept fully employed, except when needed
as a reserve for future contingencies. It will be recalled that this
applies to all the factors of production. However, in this chapter it
will be discussed primarily in its application to labor, because it is in
that connection that it presents a most acute problem for our times.

The term full employment requires some explanation. A precise
definition can be derived from the principle of surplus utility, with
which it is closely connected. A factor of production is fully em-
ployed when it is used up to the point where the marginal utility of its
product equals the marginal disutility occasioned by its use. It is
clear, from the discussion of the previous chapter, that the terms
utility and disutility here must not be interpreted in terms of pecuni-
ary demand-prices and costs, but in terms of social benefits and
sacrifices.

If any economic resource is used beyond the point of full employ-
ment as just defined, it may be said to be overemployed. Overem-
ployment occurs when labor is overworked by excessively long

1 Parts of this chapter (although written for the present essay) have already
been published in Chapter X of the Fourth Edition of Applied Economics, by
Raymond T. Bye and William W. Hewett; copyright 1947, by F. S. Crofts &

Company. They arc here reproduced by permission of the present publishers,
Appleton-Century-Crofts, Inc.
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hours, or when it is speeded up to a pace that is inconsistent with the
maintenance of physical and mental health. Women are overem-
ployed if their work interferes with the performance of their func-
tions as mothers and home-makers, and children are overemployed if
their work hinders their education or retards their physical and
mental growth. To some extent, existing customs and laws which
set standards for the length of the working week, for the employ-
ment of women and children, and so on, may be taken as reflecting
the community’s judgment concerning the balance between utility
and disutility in the case of labor; but this judgment may fall short of
enlightened standards. On the other hand, the prevalence of make-
work and lump of labor notions may cause prevailing ideas concern-
ing the most appropriate amount of labor to fall short of full em-
ployment. The price system is entirely neutral with respect to*the
standards that happen to prevail at a given time and place. It merely
records the value of labor as employed in the market, deriving that
value from the pecuniary schedules of demand and supply.

There is sometimes overemployment of natural resources other
than labor. When land is worked to the point where its fertility is
exhausted more rapidly than it is replaced, or cultivated in such a
way that erosion takes place, it is overemployed. The existence of
the dust bowl area in this country is evidence that such a condition of
overemployment has been widespread in recent years. In the ex-
ploitation of mineral resources, gradual exhaustion of deposits cannot
be avoided, hence such exhaustion cannot be regarded as overem-
ployment in this instance. However, in striking a balance between
utility and disutility here, due weight should be given to the needs of
the future, That is the reason for the proviso, in the statement of the
principle of full employment, concerning a reserve for future con-
tingencies. The profligate waste that has characterized the exploita-
tion of natural resources on the American continent is a notorious
illustration of the need for this proviso. Here again the price system
records prevailing practices uncritically; it is incapable of taking into
account those elements of disutility that are not determining factors
in the behavior of the persons who exploit the land.

Underemployment occurs whenever a useful resource is not used
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up to the point of equilibrium between marginal utility and marginal
disutility, or if it is not used at all. In the latter case it is called unem-
ployment. Unemployment has frequently been classified into volun-
tary and involuntary, and these terms can equally well be applied to
underemployment.

In the case of labor, voluntary unemployment occurs when a
person is in such circumstances that he does not have to work for a
living, and prefers not to do so at prevailing wages. A considerable
proportion of the rich make that choice, and spend their lives very
largely in leisure and enjoyment. From the social point of view this
is a waste. These persons could, and should, contribute to the pro-
duction of useful goods. Useful labor would do them rather more
good than harm, and therefore would not involve more disutility
than the utility of their products. The rich sometimes waste not only
their own labor power, but their property as well. For example,
much land is held in idleness in vast estates for scarcely any useful
purpose except to display an excessively large lawn, or perhaps to
serve as game preserves. However, this is not so much a problem of
employment as it is of want selection. It arises primarily out of the
uncqual division of income, so that if this were corrected by making
people carn what they get, as suggested in Chapter Four, this partic-
ular sort of unemployment would disappear. There is also under-
employment of capital when property is kept out of use, as in the
case of real estate held for speculative purposes and industrial plant
kept idle by monopolies to curtail output, so that prices can be
forced above production costs. Very frequently there is voluntary
underemployment on the part of wage-earners. One form of this is
the “slow-down.” Where the slow-down is a defense against cxces-
sive speeding up by employers, it does not amount to underemploy-
ment, but is rather a means of preventing overemployment, and is
fully in harmony with the social welfare. When it goes beyond this,
so that it becomes curtailment of output for the purpose of making
labor scarcer or protecting inefficient workers, or for postponing
a feared lay-off at the end of a present job, it is underemployment,
and violates the principle of surplus utility. Labor unions are fre-
quently guilty of these practices. Another type of voluntary under-
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employment (in this case amounting to unemployment) is the strike.
Here the underemployment is a coercive measure to gain ends that
may or may not be conducive to the social welfare. It is a sad com-
mentary on our civilization that we have not yet found a better way
of achieving justice in the relations between employers and their
employees.

It has just been explained that for purposes of welfare economics
full employment, overemployment, and underemployment should be
conceived in terms of social utilities and disutilities. However, for
dealing with the practical problem of emp!oyment in the contempo-
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FIGURE 7. Disequilibrium Unemployment

rary world, it is best to make the analysis in terms of market demand
and supply schedules as they are actually found, with all their imper-
fections. Taking this approach, involuntary underemployment or
unemployment may be defined as that state of the market for a
factor of production in which, at the price prevailing, the effective
supply exceeds the effective demand, so that some of the factor is
employed only on part time (underemployment) or is not employed
at all (unemployment). It will usually take the form of Figure
7. Here the schedule of demand (DD) intersects the schedule
of supply (8S) at Q, so that the equilibrium price is OP;. If this price
prevails, the effective demand and effective supply will both be the
same (OR), so that there is full employment. That is, all of the
factor that seeks employment at that price can find it. However, if
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for any reason a higher price prevails (such as OP;), there will be
unemployment, for at this price the effective supply is OV, whereas
the effective demand is only OT, so that there is a residue (T'V)
that remains unemployed. Unemployment of this type may be called
disequilibrium unemployment. It is likely to be self-corrective, and
therefore temporary; for the excess of supply over demand tends
to bring the price down until equilibrium (and full employment)
are established,

Another type of unemployment is conceivable, which may be
called quasi-equilibrium unemployment. It is illustrated in Figure
8. Here there is a minimum price (OP) below which, for one reason
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or another, the factor cannot be supplied at all, yet at this price a
very considerable amount (OR) of the factor will be supplied. The
schedule of demand (DD) is so weak that even at this minimum
price the effective demand is only OQ, so that the quantity QR of
the factor is unemployed. I have called this quasi-equilibrium unem-
ployment because the situation is an equilibrium one in the sense that
the long-run marginal demand-price is equal to the long-run marginal
supply-price; but there is not an equality between the effective de-
mand and the effective supply, which there would be if there was a
stable equilibrium of the kind usually conceived in economic theory.
There is reason to believe that this type of unemployment may occur
in the market for investible funds under certain circumstances, and
it is the belief of the Keynesian economists that it may be a chronic
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condition in wealthy economies.? In a market where a lower limit
is set upon wages by minimum wage laws or labor union policy, it
may also occur in the case of labor.? This type of unemployment
may be permanent if it is not possible for the price to fall low enough
for the effective demand to increase to the place where it would
be equal to the effective supply.

Although unemployment of capital is not a negligible problem,
unemployment of labor is very much more serious—so serious, in
fact, that it is perhaps the most critical one that modern capitalism
has to deal with, The widespread unemployment of labor that has
prevailed in recent decades is a source of .discontent so great that it
threatens the internal cohesion, and hence the stability, of our
society. It is not too much to say that if relatively full employment
of labor cannot be maintained in a capitalistic system, then that
system is doomed. I shall therefore make it the primary task of this
chapter to delve into the causes of this phenomenon, particularly to
inquire whether it reveals a fundamental incompetence of the price
system to guide the economy to full employment, or whether it is
the result of other faulty institutions that block the normative price
tendencies which would lead to full employment if those institutions
were corrected. Although the discussion will thus be confined

primarily to the labor market, much of it will be applicable to the
market for capital as well. ’

THE NEOCLASSICAL THEORY OF EMPLOYMENT

The problem can conveniently be approached by using the neo-
classical theory of employment as a starting point. This does not
mean that I regard the theory as offering a complete and final exposi-
tion of the subject; but it does shed much light upon it (more, in
fact, than the Keynesian thesis), and it constitutes a useful intro-
duction, According to the theory, full employment of all the factors
of production tends to prevail automatically in a normative price
economy, so that unemployment can occur only as the result of
frictions or interferences that prevent the reaching or maintaining

2See Chap, Five, pp. 129ff, and bclow, pp. 212fF.
3 See below, pp. 208ff.
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of normal equilibria between the demands and supplies of the various
goods that are offered in the market. That is to say, unemployment is
not the result of any logical inconsistency or inherent defect of the
normative price system, but only of obstacles in our economic insti-
tutions that prevent it from working perfectly. In particular, it is not
the result of an excessive aggregate supply of labor, for the aggre-
gate demand for goods must always be great enough to employ all
the labor that offers itself for hire. These conclusions are derived
mainly from two basic propositions which constitute the foundation
of the theory. These are Say’s law of markets (commonly known
simply as Say’s law) and Marshall’s principle (or law) of substitution.

The law of markets was first worked out by J. B. Say in terms of
barter. He showed that each person engaged in industry produces
goods, not for his own use, but in the expectation of exchanging
them for the goods produced by others. For instance, the shoemaker
expects to offer his shoes in the market in exchange for food,
clothing, and shelter for himself. In this way each person’s product
constitutes his demand for other goods. It follows that the sum of all
the products goes to make up the total demand. Aggregate demand
must therefore be not only equal to aggregate supply, it is identical
with it. This is the essence of Say’s law, that total demand and total
supply are one and the same things. It follows that there cannot be
a deficiency of total demand for goods in relation to the total supply
of them, nor can there be an excess of total supply in relation to total
demand.

This is all very well for a barter economy, in. which goods are
exchanged directly for other goods; but in the modern economy
goods are sold for money, and the prices at which they are sold must
be adequate to reimburse the enterprisers for money costs previously
paid out in the course of their production. Otherwise the enterprisers
will suffer losses, and production cannot then be continued. What
assurance is there that the aggregate of money demands will be
sufficient to cover the aggregate of money production costs? An
adaptation of Say’s law to the modern economy answers this question
by asserting another identity, the identity between money incomes
and money costs.
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This can best be demonstrated by means of Figure 9, which shows
the flow of money from enterprisers to the owners of the factors, by
whom it is spent for goods, thus flowing back to enterprisers. This
cycle is commonly known as the circuit flow of money. It is easy to
see that, so long as the owners of the productive factors (i.e., con-
sumers) keep spending their revenues in the purchase of goods, the
money received by enterprisers must always be sufficient to recom-
pense them for the costs they have paid out in producing these
goods; for under the conditions stated, the receipts and costs will be

RECEIPTS OF ENTERPRISERS
FROM SALES

PAYMENTS BY ENTERPRISERS
FOR PRODUCTIVE FACTORS
(MONEY COSTS)

RECEIPTS OF MONEY INCOME
BY OWNERS OF PR?DUOTIVE FAGTORS

EXPENDITURES OF MONEY INGCOME

FIGURE 9. The Circuit Flow of Money

the same identical stream of money appearing at different points in
the circuit.

The goods transactions envisaged by Say’s law have now been
replaced by‘ the money values of those goods. Instead of goods
demanded being identical with goods supplied, the money measure
of goods demanded (money incomes received and spent) is identical
with the money measure (pecuniary costs) of goods produced.

The case is not altered substantially if money savings are intro-
duced into the picture, provided these savings are invested. This is
illustrated in Figure 10. Here part of the money paid to the factors
of production is represented as going into consumptive expenditures,
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while another part is saved and invested. Two streams of monetary
demand are thereby created, one for goods to be currently con-
sumed, the other for more or less durable equipment (investment
goods). The theory holds that so long as producers supply these two
kinds of goods in the proportions in which they are thus demanded,
the circuit flow of money will be continuous, and the identity of
money expenditures and money costs will be maintained.

Say’s law (in its monetary form) is only the first step in the neo-
classical theory of employment. It is presumed to establish the
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CONSUMPTION GOODS INVESTMENT GOODS

RECEIPTS OF ENTERPRISERS

PAYMENTS BY ENTERPRISERS
FOR PRODUCTIVE FAGCTORS
(MONEY COSTS)

RECEIPTS OF MONEY INCOME
B8Y OWNERS OF PRODUCTIVE FACTORS

EXPENDITURES OF MONEY INCOME
FOR

GCONSUMPTION INVESTMENT

FIGURE 10. Consumption and Investment in the Circuit Flow

proposition that the aggregate demand for goods tends to equal the
aggregate supply of them. The next step is to show that, from a
sufficient aggregate demand for goods there tends to be derived a
sufficient aggregate demand for labor to employ all the workers who
offer themselves for hire. This proposition rests upon the law of sub-
stitution stated by Alfred Marshall.

This law was briefly explained in Chapter Four.* It asserts that,
since the technique of production in most industries is not rigidly
fixed by the prevailing state of the arts, enterprisers have a choice
of alternatives involving different proportions of the factors of

4 Chapter Four, pp. 77-78.
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production, and they will seek the lowest-cost combination by sub-
stituting cheaper for dearer factors wherever possible. If interest is
high and wages are low, materials will be moved by men with wheel-
barrows; but if wages are high and interest is low, power-driven
chain conveyors may be used. If land is dear and labor is cheap,
farming will be intensive; while if labor is costly and land can be had
for very little, farming will be extensive; and so on.

This gives a considerable measure of elasticity to the demands for
the several factors of production. If labor grows relatively more
plentiful, its wages will presumably fall, and it will become cheaper
in comparison to other factors of production. This will cause
employers to substitute manual for mechanical processes, so that
the effective demand for labor will increase. There is no limit to this
substitution of labor for other factors short of the point where all
goods are made by hand, instead of by machine; and since, according
to Say’s law, the demand for all goods is always sufficient to purchase
the total supply of them, there must therefore be an effective demand
for labor sufficient to employ the whole of it, provided the wages
are low enough. The law of substitution thus constitutes an apparatus
of the price system that tends to make the demand for labor suffi-
ciently elastic to secure its full employment.

There is another apparatus that contributes to this elasticity. Some
goods require relatively much labor and little capital for their pro-
duction; others require much capital and little labor. When wages
fall, goods of the first kind bccome relatively cheaper than those of
the second because wages are a larger proportion in the costs of pro-
ducing the former. This fall in the price of those goods stimulates an
increase in the effective demand for them. In response to this larger
demand, more of the goods will be produced, so that the effective
demand for labor is likewise increased. In this way a fall of wages
tends to stimulate increased employment,

While the price system thus offers a mechanism for bringing the
effective demand for labor to the point where the entire effective
supply will be hired, there is no guarantee that the equilibrium wage
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at which this occurs will be one that is satisfactory to labor. All that
the theory asserts is that there is some wage at which all the labor
can be employed, and that the dominant tendency of a free labor
market is to maintain full employment at that figure. If the supply of
a particular kind of labor is very large in relation to the other factors
of production, its wage may be very low. It may even go below the
subsistence level for a time. However, if the falling of the wage
below this point is not deliberately interfered with, this will not
result in unemployment; it is merely a condition of overpopulation
in the particular stratum of labor concerned. In a laissez-faire
economy the classical “iron law” would operate to correct this con-
dition eventually, by raising the death rate for that class of labor
until its numbers were reduced to the point where the workers could
command a living wage; but in a social system where poverty is re-
lieved by private charities and public doles, the wages of the lowest
labor groups may remain below the level of subsistence indefinitely.

The current popularity of Keynesian thinking has made it the
fashion to reject (or at least to ignore) much of the foregoing
theory. Say’s law, in particular, is held in disrepute because the
Keynesians believe that it is not applicable to wealthy economies
(such as ours) where abundance of goods has assertedly weak-
ened the propensity to consume. Yet I find the theory of value,
partly because it contains much truth, and partly because it illum-
inates the problem of unemployment. It illuminates the problem both
by showing us the conditions under which full employment might
prevail, and by setting us on a search for the obstacles which prevent
the tendencies toward it from working. This can be made clearer
by a critical consideration of the assumptions which are impli-
cit, rather than explicit, in its reasoning. These assumptions are as
follows:

1. That human desires are capable of indefinite expansion. This
underlies the argument that a deficiency of demand cannot arise
from lack of desire for more goods. If the assumption is false, then
unemployment can be caused by an inadequacy of aggregate de-



192 Social Economy and the Price System

mand. The assertion that there is such an inadequacy is a cardinal
point in Keynes’ theory.

2. That the various kinds of goods will be produced in the pro-
portions in which they are demanded; that is, production will not
be misdirected. Failure of this assumption will lead to lack of equality
between specific demands and supplies, and hence to (temporary)
unemployment in specific parts of the economy.

3. That the circuit flow of money will be continuous. If the flow
of money is interrupted by hoarding or the liquidation of credit, the
money demand for goods can fall short of money costs, and so cause
unemployment. Accessions to the flow, by distorting the balance of
industry, can likewise prevent the attainment of equilibrium, on
which full employment depends.

4. That wages will be flexible, so that they can move upward or
downward in response to changing conditions of demand or supply.
This condition is essential to the operation of Marshall’s law. If it is
not fulfilled, then wages may not fall low enough to cause employers
to substitute labor for other factors, and consequently some labor
may remain unemployed.

5. That movements in the rate of interest will effect a balanced
relationship between consumption, saving, and investment. This is
essential to that general equilibrium among all the parts of the econ-
omy upon which full employment depends. If this assumption does
not hold true, there may be too much saving in relation to consump-
tion (causing a deficiency in the demand for consumable goods), or
too much ex ante saving in relation to investment (causing an inter-
ruption in the circut flow). Either of these two conditions could lead
to unemployment,

It should now be evident how the foregoing helps to reveal the
causes of unemployment. In the actual world there are various fric-
tions and obstacles that prevent the assumptions implicit in the theory
from being fulfilled. Various kinds of unemployment result. A more
detailed consideration of these will make it possible to decide how far
unemployment is inherent in the mechanism of normative prices, and
how far it is attributable to institutional factors of a different sort. In
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this way we come again to grips with the central problem of this
cssay.

POSSIBLE KINDS OF UNEMPLOYMENT

A convenient classification of the several types of unemployment
that can (or conceivably might) arise in a capitalistic economy of the
modern type is the following:

Frictional (in which is included technological) unemployment.

Cyclical unemployment.

Minimum wage unemployment.

Chronic unemployment from secular stagnation.

The first two of these types arise out of conditions of economic dis-
equilibrium. They can be represented by diagrams similar to that of
Figure 7 above. The third and fourth types fall in the category that
was designated above as quasi-equilibrium. These can be represented
by diagrams similar to Figure 8.

Say’s law denies the possibility of a general overproduction (that
15, a total production of goods exceeding what the people can pay for
at cost prices); but it does not deny that production can be mis-
directed. Aggregate demand is a myriad of specific demands, and ag-
gregate supply is a myriad of specific supplies. In order for full em-
ployment to prevail, there must be equilibrium between the specific
demand and specific supply of every good. That is to say, the second
assumption of Say’s law, that the various goods will be produced in
accordance with the numerous specific demands for them, must be
exactly fulfilled.

Now the guiding influence of a normative price system does tend
toward such a fulfillment. It works both by prevention and correc-
tion. It will prevent disequilibrium in the market for particular goods
in so far as enterprisers are successful in anticipating its guidance
(i.e., in forecasting the conditions of demand and supply) with accu-
racy; and it will tend to correct their errors by bringing offsetting in-
fluences into play if their anticipations prove faulty. For the influence
of prices is to work toward, not only a temporary equilibrium be-
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tween the effective demand and effective supply of every good from
day to day, but toward a stable equilibrium between the rate of pro-
duction and the rate of consumption of every good over longer
periods of time. If the production of any good runs ahead of its con-
sumption at the price prevailing, the effective supply will presently
exceed the effective demand, so that the price will fall below costs,
causing losses to producers and thereby inducing them to curtail their
production. This throws some labor and capital out of employment
in the previously overexpanded industry. But, since (by the reason-
ing of Say’s law) the deficiency of demand in this industry is not due
to an insufficiency of total demand for all the goods the economy is
capable of producing, there must exist coincidentally with this con-
dition of specific overproduction some other product, the output of
which is insufficient, so that consumption here is running ahcad of
production. Dealers’ stocks of the underproduced good will presently
be depleted to the point where the shortage becomes apparent. The
price will then rise above costs, and producers will increase their out-
put to take full advantage of the resulting profits (thereby increasing
their employment of labor and capital) until production catches up
with consumption. In this way unemployed labor and capital are
continually being drawn away from those spots in the economy
where they are unemployed to places where there is an opportunity
for their employment, and the whole economy tends toward a gen-
eral equilibrium in which (if perfectly attained) full employment
would prevail.

The very description of this process, however, implics that specific
demands and supplies will often be out of balance, and that the cor-
rective mechanism is one of trial and error in which production fluc-
tuates about the point of equilibrium, without, in fact, maintaining it.
In other words, the second assumption is not perfectly realized. Mis-
direction of production, and with it temporary unemployment, may
occur at any point in the economic system where the effective supply
of any good, or the facilities (including labor) for producing it, are
for the time being excessive; and it will persist until the corrective
process has had time to work out its effects. This will depend on the
nature of the particular circumstances. In an industry that uses a
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great deal of fixed capital, the production of which takes place long
before the finished goods that eventually emerge from it, and which
is so durable that it takes years for it to wear out, unemployment (or
at least underemployment) of capital may last for a considerable
number of years, And in an industry (such as coal mining) which is
the principal support of whole communities, whose people have ac-
quired a special skill that is adapted to it alone, and who do not readily
move elsewhere, unemployment arising out of a permanent decline in
the demand for the products of the industry may persist for a genera-
tion, or even longer. In other industries, on the other hand, there may
be greater flexibility of adjustment, so that unemployment resulting
from an excess of productive capacity will last only a short time.

Unemployment of this type, which is due to the frictions that pre-
vent the maintenance of perfect cquilibrium in an ever changing
world, and to the inevitable lag that retards the processes of readjust-
ment, is often called frictional unemployment.

There arec many things that may occur in production to cause a
temporary condition of specific oversupply (or underdemand) that is
accompanied by this kind of unemployment. Among such things the
following may be cited as typical examples: failure of a particular
business enterprise because of faulty management or bad luck; errors
of optimism on the part of entcrprisers or groups of enterprisers by
which they overestimate the prospective demand for their products
and are caught with excess capacity or unsold stocks; bumper crops
caused by unusually favorable weather conditions; downward fluctu-
ations in demand or interruptions to production, caused by seasonal
changes; falling off in the demand for particular kinds of goods due
to changing tastes of consumcrs or to the abandonment of old prod-
ucts for the sake of newly developed ones (e.g., carriages for auto-
mobiles); temporary interruptions to production in particular plants
or localitics as a result of natural catastrophes, fires, strikes, civil
commotion, or warfare; labor-saving inventions or improvements in
industrial methods (including methods of management) that make it
possible to produce a given output with less labor than formerly.

Neoclassical theory has followed Say and McCullough in holding
that in all such circumstances as these the unemployment resulting
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must be only temporary, because when workers are laid off in these
cases the money which was previously flowing to them in wages is
not destroyed,; it is merely shifted into other channels where it must
again give employment to labor.

In order to visualize this reasoning more clearly, it will be well to
apply it to a particular case, and subject it to critical examination.
Such an examination will disclose that, while the theory is generally
valid, vt should not be stated without some qualifications. A good
case for this purpose is that of technological unemployment, where
workers are thrown out of their jobs by the introduction of labor-
saving machinery or new processes. The reasoning on this case can
be readily adapted by the reader to other instances of frictional un-
employment.

The logic of Say’s law in its original (barter) form, establishes a
presumption in favor of the view that, if labor is no longer needed in
the place where it was formerly employed, it can now be used to pro-
duce some other goods for which there is a desire, and these goods
can command a market, because they add to the aggregate demand
precisely as much as they add to the aggregate supply. Put in terms
of a money economy, whatever is spent in hiring displaced workers
will be again spent by them for goods, so that they will repay the
sums invested in their wages. The reemployment of labor tempo-
rarily thrown out of employment should therefore be economically
possible, provided there is money available with which to pay their
wages in the first place. There is such money available, because it is
released by the stoppage in wage payments that occurs when the
labor first becomes unemployed.

Consider the case of labor-saving machinery introduced into an in-
dustry where it effects a net displacement of one hundred men who
were formerly receiving weekly wages of $40 each. By net displace-
ment is meant the excess of laborers thrown out of work in the in-
dustry where the machine is used over the number employed in mak-
ing and maintaining the machine itself. There must be such a net dis-
placement; otherwise the machine would not be truly labor-saving.
In this case, then, there will be a net reduction in wages of $4000 per
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week in the industry concerned, and the cost of manufacturing a
week’s output of its product (which may be called good A) will have
been reduced by that amount.” In a normative price system (where
competitive conditions are assumed to prevail), the price of the good
will be reduced sooner or later to the new level of costs, and con-
sumers will save $4000 weekly in their purchases of this commodity.
They will presumably use the money so released, either to buy more
of the good A, or to purchase more of other goods, B; or possibly
they may invest a part of it, which in normal circumstances means
that it will be used to purchase equipment, C. No matter how the
money may be divided among these three possibilities, 1t will go to
create a $4000 increase in demand for goods (A, B, or C), and hence
for labor with which to produce them. In this way the hundred la-
borers who were thrown out of work by the machine are reabsorbed
into employment, though not necessarily at the same wages as before.
The effect on wages will depend on circumstances that will be ana-
lyzed in a moment; but first there is an objection® to the above rea-
soning that must be answered.

Hansen argues that, although consumers have gained $4000, the
displaced laborers have lost a like amount in wages, so that there has
merely been a shift in demand from the goods (D) formerly bought
by the workers to the new goods (A, B, or C) now purchased by the
lucky consumers of A. Here is no increase in the aggregate of goods
demanded, hence no new demand to absorb the unemployed work-
ers. However, this objection is not valid if the industry producing A
is a competitive one. For if the flow of money in the economy was
sufficient to pay $4000 of wages to the now displaced laborers before
the machinery was introduced, and to pay for the goods (D) they
then bought, in addition to the $4000 spent by consumers for good
A, there is still enough money to pay these wages and buy the goods

5 But sec what is said below about the cost of interest on the savings invested
in the machine.

¢ By Alvin H. Hansen, in Chap. X of his Economic Stabilization in an Un-
balanced World (1932). The objection is answered (along with a rejoinder by
Hansen) in a brief article by Gottfried Haberler, entitled Some Remarks on
Professor Hansen’s View on Technological Unemployment, in The Quarterly
Journal of Economics, Vol. 46, pp. 558-562 (May 1932).
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D, in addition to what is released by the reduction in the price of A
for the purchase of new goods. There is no reason to suppose that the
introduction of new machinery will destroy money, or cause it to
be idle; hence if it has been released at one point in the circuit (by
making unnecessary the employment of one hundred men), it is
available for use somewhere else. Looking at the matter from a slightly
different angle, before the machine was introduced there were
three turnovers of $4000 each in the transactions with which this
problem deals. These turnovers were: $4000 spent by consumers in
buying good A at the old price, $4000 paid in wages by the manufac-
turers of A to the workers then employed in producing it, and $4000
spent by these workers in their purchases of goods D. The introduc-
tion of the machine releases $4000 at both the first and second of
these transactions, and makes possible the following sequence, in-
volving the same number oi turnovers as before: expenditures of
$4000 by consumers for new goods B and C (or more of A); wage
payments of $4000 to the the workers reabsorbed in producing B and
C (or more of A), and $4000 spent by the workers (as before) for
goods D.

Formerly the theory was stated by its expositors in such a way as to
imply that displaced workers would be reemployed at the same
money wages as before; but this is too optimistic a view. For one
thing, the production of good A may be controlled by a monopoly,
and the monopolist may find it expedient to pocket part or all of the
saving in labor costs made possible by the machine, instead of passing
all of it on to consumers of the product by a price reduction. In that
case the objection just considered will have some validity, for there
will not then be released sufficient purchasing power to reemploy the
displaced laborers at their old wages. To accomplish this there would
have to be available four turnovers of the money (instead of three),
as follows: Assuming the extreme case where the price of A is not re-
duced at all, consumers would have to spend $4000 for this com-
modity, as they previously did; the monopolist would no longer pay
out $4000 in wages, but would spend this sum for new goods (B or
C) for himself; $4000 would have to be spent for wages to employ
labor in making these new goods; and the laborers would spend $4000
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(as before) in buying goods D. Here are total payments of $16,000,
in place of $12,000. This is not possible without an increase in the
flow of money, and this cannot be expected to result from the intro-
duction of the machinery. It follows that the laborers cannot in this
case be reemployed without a fall in wages (or in the prices of goods
other than A). It will still be true, however, that the labor can be re-
absorbed at some wage, because of the elasticity of demand fd labor;
and the presence of the unemployed workers in the market (an ef-
fective supply of labor greater than the effective demand) should
bring a sufficient decline in wages to restore full employment. What
has happened in this case is that the new machine has been utilized in
a way to increase monopoly profits at the expense of labor. This is
certainly a possibility, and, in view of the monopoly privileges ac-
corded to inventors by our patent laws, it may not be unusual.

Even in competitive industries it cannot be taken for granted that
labor displaced by technological improvements will be reabsorbed
without any decline in moncy wages. For one thing, when a labor-
saving device is adopted, the cost of making the product may not be
reduced by quite all of the saving in wages, for if the machine repre-
sents a net increase in the capital invested in the industry,” there will
be an increase in interest costs which must be subtracted from the
wages of the labor displaced, to calculate the net reduction in costs.
The money released for the purchase of new goods will then be
slightly less than the wages of the displaced labor, and there will be a
tendency for money wages to decline.

A more important qualification is made necessary by the fact that,
when money is released from wage costs by a new device, and is
spent by consumers or enterprisers for new goods, it may not all go
back into wages, for the new goods cannot be produced by labor
alone, but only by labor working with capital.® Sometimes an inven-

7 Often the new machine will only involve a change in the kind of equip-
ment used, without any increase in the amount of the investment. In that case,
there is no increase in interest charges, and costs are reduced by the full amount
of the saving in wages.

8 See the discussion of this point in Hans P. Neisser’s article, “Permanent”
Technological Unemployment, in American Econowmic Review, Vol. XXXII,
pp. 50-71 (March 1942).
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tion may effect a saving in both labor and capital costs. If it does so,
the saving on labor might all be used to reemploy labor and that on
capital to reemploy capital; but this is very unlikely, for the propor-
tions of labor and capital employed differ considerably from industry
to industry, and it would be a rare coincidence if the new goods, pur-
chased with the released money, required for their production ex-
actly tMe same quantities of labor and capital as the goods in whose
manufacture the new machinery was introduced. The usual case
must surely be one in which the relative proportions of labor and
capital displaced will differ from those in which these factors will be
needed for producing the new goods for which there will now be a
new demand.

There will result a change in the relations between the demand
schedules for the several factors of production, and a consequent
change in the pattern of income distribution. In some cases this may
redound to the advantage of labor. It is possible that the technological
improvement may displace more capital than labor, and that the new
goods demanded may requirc as great a proportion of labor as in the
industry where the unemployment occurs, or even more. If so, the
supply of capital will be larger, in proportion to the demand for it,
than it formerly was, while labor will benefit by a greater relative
demand, so that full employment will be restored at higher money
wages than before. More often, perhaps, a new invention will be
more labor-saving than capital-saving. In that case not all of the
money saved by lower wage costs can go to labor in the industries to
which the released purchasing power is shifted. Some of it must be
used to employ capital. If capital was fully employed before the
change, it will now have to be drawn away from other industries, at
rising opportunity costs, so that it will command a higher price than
before. This will put labor in a relatively disadvantageous position,
and money wages will fall. Through the operation of the law of sub-
stitution, there will tend to be in all these cases a readjustment of
factor prices, until the factors are recombined in industry generally
in such a way as to secure full employment in all of them. That is the
crux of the theory.

Even in the case where labor is put at a relative disadvantage by
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these readjustments, it does not follow that real wages will neces-
sarily be lower than before. The general effect of technological pro-
gress is to increase the real income of society. It may well be, there-
fore, that labor will be better off with a slightly smaller proportion
of this larger national dividend than it would otherwise have been. It
is not possible, on the basis of existing data, to say whether the re-
markable technological changes of the past two centuries have bet-
tered or worsened the relative position of labor as compared to the
factor investment (or waiting), especially inasmuch as the problem is
further complicated by a great increase in the accumulation of sav-
ings and a decline in the rate of population growth; but certain it is
that labor has benefited sufficiently from the net interaction of all
these influences to enjoy a marked rise in its standard of living, This
is no doubt partly due to the fortunate circumstance that the supply
of investible savings has grown at a faster rate than the supply of
labor, but it is entirely consistent with the theory to suppose that
real wages could have risen as a result of technological progress, even
if the growth of capital had not outstripped the increase in popula-
tion. The fact must not be overlooked, also, that the effect of techni-
cal progress is to provide a larger surplus of income from which sav-
ings can be made, no matter who derives the most immediate benefit
from the changes; so that the supply of capital is almost sure to be in-
creased, with resultant improvement in the relative position of labor.

The above analysis confirms the neoclassical theory which holds
that technological unemployment tends to be corrected through the
operation of the principles set forth in Say’s law and the law of sub-
stitution, and that, therefore, such unemployment is essentially fric-
tional and temporary in character. On the whole, it tends also to the
conclusion that the net effect of technological progress is beneficial to
real wages, and sometimes (though not necessarily always) beneficial
to the relative position of labor in respect to the division of income.
However, it does not follow from the theory that the problem of
technological unemployment is one of negligible importance. If ma-
chinery is being generally introduced that is on the whole more labor-
saving than capital-saving, reabsorption of the displaced labor can be
accomplished only by changes of a fundamental kind. There must
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either be a shift in demand from machine-made to hand-made goods,
or methods of manufacturing must be changed from those which re-
quire a large proportion of mechanical equipment to those which
make more use of labor. In some cases the advantages of the new
mechanical processes may be so great that it would not pay to make
such a change without a drastic drop in wages. Even if it would pay,
the process of transition might take a rather long time in a compli-
cated industrial system, where there is much fixed, specialized equip-
ment that will not wear out for a considerable number of years. Un-
der these circumstances, in a period of rapid and fairly general tech-
nical advance, the pace of displacement might easily exceed the pace
of reabsorption, and technological unemployment might become a
serious problem persisting over a period of decades. Certainly there
is nothing in the theory to preclude such an outcome.

There is also a possible condition in which technological progress
might contribute to permanent unemployment. According to Keynes,
an economy may become so wealthy that its ex ante savings outrun
the opportunities for profitable investment. This leads to a reduction
in productive activity until income is reduced to the point where the
excess of saving no longer occurs. But the maintenance of this level of
income does not require full employment of all the productive fac-
tors; therefore, some unemployment will prevail. Now the principal
thing that makes an economy wealthy is the progress of science and
invention. So, if we have rcached that degree of prosperity where
the conditions visualized by Keynes come into opcration, techno-
logical progress can result in permanent unemployment. In this case
technological unemployment becomes indistinguishable from chronic
unemployment, to be considered below.

Fortunately for labor, the facts scem to indicate that, under the
guidance of prices, our economic system has hitherto shown suffici-
ent flexibility to reabsorb the workers as fast as they were displaced.
Despite the phenomenal progress of science and invention in the later
nineteenth and early twentieth centuries, the average percentage
of unemployment, both in England and the United States, has been
fairly constant, and the number of unemployed workers (cxcept in
periods of cyclical depression that must be explained on other
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grounds) has been moderate enough to be entirely consistent with
the view that it is caused by frictions of a short-run character.

The amount of frictional unemployment existing at any given time
is usually a small proportion of the working force, probably not
often more than two or three per cent. Its small amount, coupled
with its temporary character, makes it a relatively minor problem;
and the remedies needed to cope with it do not have to be very
drastic. One helpful development, easily attainable, would be exten-
sion and improvement of the already existing system of government
employment agencies, in order to facilitate the transfer of labor from
regions or occupations where the supply is excessive to those else-
where in the economy where there are suitable opportunities for em-
ployment. There should be legislation requiring employers to consult
with these employment agencies before introducing labor-saving ma-
chines or processes, and restrictions to retard the pace of such inno-
vations, when necessary, so that displacements will not outrun the
finding of new jobs. Further, there is needed a program of adult
training, coordinated with the employment agencics, to teach work-
ers new skills when the demand for old skills is being reduced by new
methods of production. Beyond these measures, but constituting a
more radical change from existing institutions, I believe it would be
desirable to develop machinery for centralized planning and guid-
ance of the economy as a whole, to achieve better cosrdination of
specific demands and supplies. Nonc of these things need involve a
departure from the principles of normative pricing; rather they
would help the price system to function more smoothly and perfectly.

More serious than frictional unemployment is the mass laying off
of workers that accompanies cyclical or secular depression. In every
depression unemployment is more or less severe, and in the great
depression of the early nineteen thirties it is estimated that the num-
ber unemployed in the United States rose to fourteen or fifteen mil-
lions. At the peak of prosperity the amount of enforced idleness is
generally low, although there is always some unemployment of the
frictional kind, and cven at the crest there may be a fairly large num-
ber without jobs if the upswing is merely a phase of a prolonged eco-
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nomic stagnation. Some authorities believe that there is a very long
cycle extending over some thirty to sixty years, within which the
shorter cycles operate, so that the prosperity phases of the short
cycles are relatively low when operating in the low phase of the long
cycle. This may have been the situation in the late nineteen thirties,
when there was still a large volume of unemployment even after pro-
duction had reached a high level.

The basic cause of business fluctuations is one of the unsolved rid-
dles of economics. Following the suggestion of Keynes, there is now
a tendency for economists to regard the cycle as a fluctuation of in-
vestment. This accords with the observed fact that the ups and
downs are more marked in the industries that produce investment
goods (e.g., industrial equipment) than in those which produce im-
mediately consumable products. However, there is not yet any gen-
eral agreement as to what causes investment to fluctuate. Fortunately,
for the purposes of this essay it is not necessary to solve the riddle,
but only to inquire whether or not the cycle is inherent in the nature
of a normative price system. To answer this query it will suffice to
consider the two theories of cycle fluctuations that are most widely
supported by contemporary economists. These are the monetary
overinvestment theory and the underconsumption theory.

The monetary overinvestment theory lays the blame for cyclical
fluctuations on the characteristic of our banking system (discussed in
Chapter Five) by which commercial banks are able to lend money
(credit) to business men that does not come out of the voluntary
savings of income recipients, but is created in the process of dis-
counting. Because of this creation of money, investment does not
have to be preceded by voluntary saving, but is governed by the dic-
tates of banking policy. This interferes with the guiding func-
tion of interest in balancing consumption, saving, and investment, for
the bank rate of interest (and the willingness of the banks to lend)
is not governed by the relations between these three variables, but by
the size of the banks’ reserves. According to the theory, the upswing
of the cycle is caused by an easy lending policy (accompanied by a
rate of interest that is too low) when bank reserves are large. In the
ensuing process of credit expansion, investment runs ahead of volun-
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tary saving and draws so much of the available productive factors in-
to the making of capital equipment as to create a shortage of imme-
diately consumable goods. This condition of unbalance in the struc-
ture of production leads presently to a series of difficulties which in-
clude shrinking bank reserves, a consequent scarcity of credit with
which to continue the process of investment, a rising bank rate of in-
terest, a competitive scramble for the productive factors between
producers of consumable goods and producers of investment goods,
a resultant rise of factor prices and hence of production costs, and a
consequent turning of anticipated profits into prospective losses in
the investment goods industries. This precipitates a crisis and a period
of liquidation that ushers in a depression, with its accompanying un-
employment. If this theory is correct, it is clear that cyclical un-
ecmployment is not to be attributed to any weakness inherent in a
normative price system; for the basic cause of the breakdown is the
interference with that system that is occasioned by faulty banking
institutions. The injection of newly created bank credit into the
stream of money destroys the balance between the two sides of the
circuit flow (in Figure 10) by swelling the investment side of it. This
makes it impossible for the rate of interest to perform the guiding
function commonly ascribed to it, and so violates the fifth assump-
tion upon which the theory of employment rests for its fulfillment.
If this is all that is wrong it can be remedied by the measures already
suggested in Chapter Five and to be described further in Chapter
Nine.?

According to the underconsumption theory, business depressions
are due to the excessive amount of voluntary saving that is alleged to
characterize contemporary capitalistic societies; and this excess of
saving, in turn, is attributed to extreme inequality of incomes. The
theory holds that the rich have so much that they do not care to con-
sume it all; consequently they save a large part of it, even in spite of
low rates of interest. The purchasing power of the masses, on the
other hand, is so limited by their low incomes that there is not a
sufficient demand for goods to provide opportunities for profitable
investment of all thc monetary savings of the rich. If, through errors

9 Chapter Five, pp. 137-138, and Chapter Nine, pp. 276ff.
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of optimism on the part of enterprisers, the money is invested anyway,
the investments eventually prove unprofitable, businesses fail, and a
depression is precipitated. Here the fifth assumption of the theory of
employment is ineffective—interest fails to balance consumption,
saving, and investment. Or, if enterprisers are aware of the lack of
opportunities for profitable investment, the surplus savings, instead of
being invested, will simply be hoarded, or destroyed by contraction
of bank deposits in a process of liquidating debts. In this case, both
the fifth and third assumptions are nullified. Not only does interest
fail to balance consumption, saving, and investment, but the circuit
flow of money is also interrupted. Income recipients do not pour
back into the circuit all the incomes they‘receive in the form of fac-
tor payments; hence aggregate monetary demand is less than aggre-
gate money costs. Business losses and failures follow, leading to de-
pression. If this theory is correct, the basic cause of the trouble is in
the institutions that make for extreme inequality of incomes. It was
shown in Chapter Four that it is possible to work out a program for
reducing this inequality within the framework of a normative price
system. It must be concluded, therefore, that unemployment from this
cause is not an inevitable feature of an economy guided by normative
prices.

It is helpful to distinguish between initiatory or generating causes
of business cycles and those which are cumulative or aggravating.
Whatever the generating causes may be (whether those set forth in
cither of the two foregoing theories or in some other), it is clear that
the cumulative causes are chicfly monetary. Once an upward move-
ment of business activity is started from some initial impulse, the
process of credit inflation carries it along on a wave of rising prices
which, by bringing temporary business profits to enterprisers, ag-
gravate the underlying faulty developments that may be taking place
in the basic relationships of the economy. The circuit flow of money
is being arbitrarily swollen by this inflation, and distorted in the
swelling. Then, when the fundamental unsoundness of the business
situation is revealed and failures occur, a wave of liquidation is started
that gathers momentum as it plunges downward. The failures destroy
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a part of the flimsy structure of credit that has been built up by the
banks, and since each business is dependent to a very large extent on
fulfillment of their obligations by those who are indebted to it, fail-
ures spread from firm to firm until they become general. In the
process of liquidation the flow of money is not only halted, but much
money is actually destroyed, for if a firm is unable to pay its debts to
a bank, the credit which the bank has previously extended to it is
wiped out. Even if it does pay, unless the bank uses the payment as
the basis for a new loan (which is unlikely in this phase of the cycle),
the volume of deposits shrinks. These deposit credits constitute the
bulk of the monetary circulation; hence if they are reduced, a corres-
ponding part of the circulating medium ceases to exist. In this way
the circuit flow of money is cut down. In view of these considera-
tions, the conclusion is inescapable that weakness of our monetary
institutions is responsible for a very large part of cyclical unemploy-
ment. The normative price system is not at all to blame for this
weakness, because, as | have said above, the creation of credit by the
banking system is not an essential, nor even a natural, part of norma-
tive prices; and it can be remedied along the lines proposed in Chap-
ters Five and Nine. Likewise, unemployment from this cause cannot
be held to reveal a flaw in the neoclassical theory that the normative
price system tends to full employment.

Cyclical unemployment is usually sclf-correcting. In the readjust-
ments that are forced on the business world by a period of recession
or severe depression, the basic errors that were the original cause of
the breakdown are rectified, and a recovery takes place in which the
unemployment is greatly reduced, even though full employment may
not be reached. Since this is the case, the enforced idleness of the
slump should perhaps be classed as frictional. However, it arises out
of a maladjustment that permeates the whole economy, and thus
differs from the scattered specific errors of misdirected production
that give rise to frictional unemployment of the ordinary kind. Be-
cause the underlying mistake is so serious, the amount of unemploy-
ment is greater and more prolonged. The difference seems to me suf-
ficient to justify putting cyclical unemployment in a class by itself.
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The law of substitution, which is an essential part of the price
mechanism for maintaining full employment, depends on a down-
ward movement of wages to correct any oversupply of labor. This is
in accordance with the fourth assumption underlying the neoclassical
theory of employment. The law presupposes that if the effective sup-
ply of workers at existing wages exceeds the effective demand, wages
will fall until labor becomes cheap enough to induce enterprisers to
substitute it for capital, and until all wage-earners that are willing to
work for the reduced wage will be able to find jobs. If there is in the
economy any effective obstacle to a decline in wages, this mechanism
cannot operate, and the substitution of labor for capital will not take
place. Unemployment may then persist indefinitely, or until relieved
by some fortuitous event, such as a war, increased accumulation of
capital, or the development of new industries that require larger pro-
portions of labor than those which they supplant. Unemployment
from this cause cannot be attributed to any defect inherent in the
mechanism of normative prices, but must be ascribed to rigid institu-
tions which prevent that mechanism from operating in its natural
way. There are just such obstacles in the contemporary world. In par-
ticular, labor unions resist tenaciously any downward pressure upon
wages. They not only do this by direct action, such as strikes and the
threat of strikes, but indirectly, by pressing for governmental policies
to prevent low wages. The United States Wages and Hours Law of
1938, which was enacted partly in response to the pressure of organ-
ized labor, set a minimum to wages starting at twenty-five cents at
the time of its passage and to reach forty cents by 1945. By 1950
pressure had boosted the minimum to seventy-five cents. Although
the law contained a provision to allow some wages below the mini-
mum in special cases approved by the Wage-and-Hour Administra-
tor, its intent was to prohibit any general level or decline of wages
below the established minimum. Furthermore, it was the announced
policy of the New Deal to hold money wages at the rates then gen-
erally prevailing, or to force them higher, and to use the various re-
sources at its command to that end. Among the measures relied upon
to accomplish this goal were monetary policies calculated to prevent
any general deflation of prices, the National Labor Relations Act
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which compelled employers to bargain collectively with their em-
ployees, and support of the unemployed by means of out-of-work
insurance and government employment on public works projects.
All these policies are still being followed. Similar forces have been
operative in Great Britain and other countries. Even private charities
have some tendency to resist downward pressure on wages by in-
creasing the power of labor to resist.

Such policies as these tend to create unemployment whenever
changes in the economy move in a direction unfavorable to labor—as
sometimes they must. There is good reason for believing that the
extraordinary unemployment of the period between the two world
wars was partly attributable to such causes. At this time the world’s
economy was so badly disrupted that a general and prolonged de-
pression, with a huge amount of unemployment, was almost inevit-
able. Neoclassical theorists believe that a fall in wages in these cir-
cumstances would have helped, not only to provide more jobs, but,
by reducing production costs, to hasten general recovery. Instead of
this, the combined pressure of organized labor and the government
prevented wages from declining, with the result that the depression
was prolonged. Not until World War II came along, with its mone-
tary inflation and its enormous governmental demand for war goods,
was the situation relieved.

Some economists classify unemployment in such circumstances as
voluntary, because it arises out of the unwillingness of labor to work
at wages that would provide it with jobs. While there is some ground
for taking this position, I am inclined to regard this unemployment as
involuntary, because it is the result of social or group policies im-
posed on the individual worker rather than a matter of his personal
choice. When there is downward pressure on wages there are prob-
ably many laborers who would accept the lower wages necessary to
increase employment if such a wage were allowed to become estab-
lished. The situation is somewhat like that presented in the diagram of
Figure 11. Here the curve SS represents the schedule of supply as it
would be if it were based on the decisions of individual workers.
Taken in conjunction with the demand, this would lead to the estab-
lishment of the wage OW,, and at this wage the number of persons
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employed would be OR, which constitutes full employment since it
would give a job to every worker who was willing to work at that
wage. But the wage is not allowed to fall below OW.; hence the
number employed is only OT, and there is a residue of unemployed
represented by T'V. The unemployment is TV rather than TR be-
cause at the higher wage the number of workers seeking employment
is greater. The part of the supply curve that is dotted is rendered
ineffective by the arbitrarily established minimum wage. This figure
is an adaptation of Figures 7 and 8, containing elements of both.
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FIGURE 11. Minimum Wage Unemployment

What should be the social policy with respect to this problem?
The logic of the price system seems to require both upward and
downward flexibility of wages for its satisfactory operation. If we
follow this logic, we will seek to develop institutions that will allow
wages to be fixed by the market. If, when so determined, some wages
are insufficient to provide a decent standard of living, this can be
corrected by constructive measures of the kind that were outlined in
Chapter Four. Under such a policy there would be no minimum
wage unemployment. But it does not seem likely that organized labor
will permit wages to be flexible in this way. The practice of the
unions is to press for higher wages whenever the situation seems pro-
pitious for an increase, then to resist tenaciously any downward pres-
sure when conditions are adverse. This practice, if successful, would
give labor an ever larger share of total product (at the expense of



Full Employment 211

other shares); and, by making labor a dearer and dearer factor of
production, would progressively aggravate the problem of minimum
wage unemployment.

This problem has both a short- and a long-run aspect. The short-
run aspect concerns the adjustment of wages to cyclical fluctuations.
I think the way to deal with this is to take suitable measures for mini-
mizing or eliminating the fluctuations, along the lines recommended
in various parts of this essay. There will then be no need for frequent
upward and downward movements of wages to keep the labor mar-
ket in balance with general economic conditions. This will also help
to mitigate the long-run problem; for with the smoothing out of
cyclical fluctuations there will come a more stable price level, and
labor will not have to press for higher money wages to meet a rising
cost of living. It will also be more difficult for organized labor to suc-
ceed in its demands for higher money wages when such increases can
no longer be nullified by a price inflation. The connection between
wage rates and the demand for labor will then be more direct and
obvious, and this may cause labor to be more temperate in its de-
mands. It is not inconceivable that the time may come when both
labor leaders and legislators may come to realize the desirability of
wage policies that will permit of full employment, and will act ac-
cordingly.

Underconsumption theorists will not be in sympathy with the
above line of reasoning. They believe that high wages are essential to
the maintenance of mass purchasing power, and that such wages will
contribute to a high level of employment by increasing the aggregate
demand for consumable goods. I reply that it does no good to raise
wages if this lcads employers to substitute cheaper factors and lay
off workers. The way to higher wages is by measures to increase the
productivity of labor, not by minimum wage supports. Then the
higher wage will not lead to substitution. Keynes, although a kind of
underconsumptionist, realizes the significance of the law of substitu-
tion, and admits that in conditions of unemployment it might be
helpful to reduce wages if they could be lowered to the bottom all at
once; but he believes that such a reduction would be so resisted by
labor that it would lead to a revolution; therefore the only feasible
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way to accomplish it is by a monetary inflation that reduces real
wages while leaving money wages unchanged. He also argues that
there are certain repercussions from falling wages that have a de-
pressing effect on demand, production, and employment. I get the
impression that in much of this analysis he is preoccupied with short-
run effects. We can grant that falling wage rates may have undesir-
able repercussions, but this is not to deny that there is presumably a
structure of wages that is compatible with a balanced economy of full
employment, and that if wages are forced higher than this, they will
reduce the effective demand for labor. If so, then the theory of mini-
mum wage unemployment is sound, and.wage policy should be
shaped in accordance with it.

In every long severe depression there have been prophets of doom
to assert that the economy was running down. It is not surprising that
such prophets appeared in the great depression that occurred be-
tween the two world wars, In this case the two leading pessimists
were Keynes in Great Britain and Hansen in the United States. Their
theories are reminiscent of the classical theory of the tendency of the
economy toward a stationary state, in that they lay stress on the de-
clining rate of profit that is said to be consequent upon the increased
accumulation of capital in an economy characterized by the law of
diminishing returns. They also build on the underconsumption theory
of business cycles that was sketched above, and on the fact (explained
in Chapter Five) that there is a lower limit to the rate of interest. On
these bases they erect an argument to the effect that the wealthy,
“mature” economies of the western world must now look forward to
a condition of chronic unemployment which can only be relieved,
they think, by a program of partially socialized investment in the
form of public works projects financed by government borrowing.

Briefly, their theory is as follows: In wealthy societies the people
are so rich that their “propensity to consume” is low; that is, they
save an increasingly large proportion of their incomes. In the “ma-
ture” economies where this condition prevails, the opportunities for
profitable investment of these savings are restricted by the fact that
the frontier has disappeared, and the rate of population growth has
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slowed up. Hansen stresses, as an additional cause of restriction, the
alleged lack of new inventions, an extraordinary wave of which
sustained the economic expansion which took place in the nineteenth
century and the early part of the twentieth. The result of these
conditions is a saturated investment market in which, because of the
tendency toward the diminishing productivity of capital equipment,
the prospective yield from additional investments is very low,
Hence, the large accumulation of monetary savings could not be
utilized profitably in industry unless they could be borrowed at very
low rates of interest, presumably at less than two per cent. The costs
and risks of lending, together with the influence of liquidity prefer-
ence, prevent interest rates from falling to so low a figure. Hence the
savings are not invested. Presumably they go into hoards of cash, or
they are used to liquidate debt, with consequent destruction of cir-
culating credit (bank deposits).) Either of these will cause a shrink-
age in the circuit flow. The money paid out by enterprisers to the
owners of productive factors does not all flow back in the purchase
of goods, with the result that the total demand falls short of total
costs. The reduced flow of money causes money incomes to shrink
and prices to fall, which precipitates a depression of business and a
reduction in the employment of both labor and capital. This must
go on until the volume of production has shrunk to the point where,
because of reduced real incomes, people no longer save a surplus over
what can be invested profitably. When this point has been reached,
money savings will all be used for the purchase of investment goods,
and the continuity of the circuit flow will be restored. The economy
will now be in equilibrium, but it will be at a relatively low level, in
which not all the labor that is willing to work at prevailing wages
will be employed. There will be a permanent residue of idle workers.

[t will be observed that this argument denies the validity of the
first, third, fourth, and fifth premises of the neoclassical theory of
employment. It asserts that the desire for goods (Keynes’ propensity
to consume) is not unlimited. At least consumption expands at a de-
creasing rate as incomes increase, so that larger and larger propor-
tions of income are saved, in spite of low interest. The circuit flow of
money is not continuous. It is interrupted by hoarding or liquidation
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when there are not suitable opportunities for investment. Neither
money wages nor rates of interest are flexible in a downward direc-
tion; hence the mechanism relied upon to give effect to the law of
substitution fails. Finally, the rate of interest does not achieve a
balance between consumption, saving, and investment, partly because
it cannot fall low enough and partly because a low rate does not
check saving sufficiently in an economy where incomes are very
large.

The possibility of the situation pictured in this theory cannot be
denied. There is no flaw in the logic of the argument; hence it is con-
ceivable that the condition might occur. If it does occur, the
mechanism of the price system (more partiéularly, the mechanism of
interest) will not provide a sufficient corrective. Some supplement
to it will have to be found. However, the opinion that such a situa-
tion actually did prevail in the period between the two world wars,
or that it is an imminent postwar prospect, seems to me to be too
pessimistic. The question is one of empirical fact, and the fact has
yet to be established. It is significant that the findings of the National
Bureau of Economic Research do not appear to support the view
that the condition described by Keynes is actually upon us.’* Look-
ing at the matter as a general observer, there are grounds for a more
optimistic feeling. There must still be extensive opportunities for
profitable investment in new industries in the domestic American
market. Science and invention are always at work opening up new
vistas of progress, and it has not been proved that the scope of their
achievements in this direction is now declining. Too much stress is
laid on the fact that certain spectacular developments of the pre-
ceding century, such as the mushroom growth of the railroad and
the automobile industries, have run their course. Who can say that
equally spectacular industrial developments (perhaps in the field of
atomic energy) are not just around the corner? The fact that we do
not at this moment know what they are is no reason for assuming that
they will not appear. Even if they do not, we must not overlook the
steady march of less conspicuous improvements that are always going

10 Arthur F. Burns, Economic Research and the Keynesian Thinking of Our
Times (1946).
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on, the importance of which is much greater than is commonly sup-
posed.’ And if the domestic market be saturated, the possibilities of
the foreign market have hardly been scratched. In various parts of
the Orient, as well as in Africa and South America, there are millions
of people whose incomes are now low, but whose consuming and
purchasing power will be enormous when the exploitation of the great
resources of those areas is once well under way. Keynes and Hansen
have taken too myopic a view of the conspicuous. unemployment
of the interwar years, and have been made unduly pessimistic
thereby. There is a sufficient explanation of this unemployment
on other grounds to make it unnccessary to accept their gloomy
prophecies.

The modern economy is to a considerable extent a world-wide
one, that depends for full-scale, continuous operation upon uninter-
rupted international trade. If this trade is scriously interfered with
by such obstacles as prohibitive tariffs, embargoes, import quotas,
exchange controls, currency depreciations, and other barriers, con-
siderable sections of industry may be put into difficulties and much
unemployment may result. In the period following World War I,
obstacles of this kind were widespread, especially in Europe. In a
continent already impoverished by the destruction of capital and the
interruption of industry occasioned by the war, there was an upsurge
of nationalism which caused each country to seck trade advantages
for itself, while attempting to block imports from other countries.
The result was a general breakdown in the world’s commerce, which
caused it to fall to a fraction of its prewar level. This was aggravated
by an epidemic of currency depreciation in which monetary values
were so unstable that it was impossible for business men to enter
into foreign contracts without great risks of loss. Added to all this
was the problem of finding work for millions of soldiers discharged
from the armies. These conditions suffice to account for the extra-
ordinary unemployment of those years, without jumping to the
mclancholy conclusion that the world’s economy is running down.

11 The following footnote from A. C. Pigou’s Employment and Equilibrium
(London 1941), p. 132, is relevant: “The great jmportance and frequency of
minor changes in technique are well illustrated in Chapter III of the third
volume of Dr. Clapham'’s Economic History of England.”
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THE PROSPECT FOR FULL EMPLOYMENT

It is obvious that the problem of mass unemployment, whether
cyclical or secular, has become a serious one. The débacle of the
nineteen thirties, and the sober fact that the high level of activity
that prevailed in this country in the nineteen forties was largely
sustained by huge expenditures of the government (first for war
and then for European recovery), raises doubts concerning the
ability of modern capitalism, under the guidance of spontaneous re-
actions to price movements, to support itself. Remedies more or less
drastic appear to be needed. .

The Keynes-Hansen school proposes to meet the situation by a
program of public spending, paid for out of deficit financing. Their
policy would be for the state to intervene whenever a decline in the
volume of business activity and employment indicates that there is a
surplus of uninvested savings. Let the government borrow the savings
and invest them in public projects that will employ the otherwise
idle workers and sustain a high level of production. In other words,
the government must see to it that the circuit flow is not interrupted,
and in this way it is to prevent a deflationary depression—either
cyclical or secular. This view appears to dominate the thinking of
the President’s Council of Economic Advisers, and it is actually
reflected in the policies of our federal government.

There is no doubt that if the state will spend without stint, full
employment can be achieved. That is fully demonstrated by the
events of the nineteen forties. Also, I will grant that when mass un-
employment is clearly imminent or actually upon us, it is the duty of
the state to find work for those who would otherwise be forced into
idleness; and it should borrow or create the funds to do this if they
are not available elsewhere. Yet I do not think that we should look
upon deficit spending as the final answer to the problem of mass
unemployment. I cannot regard it as a constructive solution. It is
only a stop-gap that does not get at the fundamental causes. Besides,
it has some positive disadvantages. '

For one thing, in the capitalistic system there is a strong prejudice
against the government’s using idle labor to produce the things that
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are really needed in a period of industrial breakdown. It is a failure
in some sector of private enterprise that precipitates the breakdown;
but the government is not allowed to start up production in this
sector because that would be an intrusion upon the system of private
enterprise, and a state incursion into these fields, by raising doubts
concerning its future policy, would retard resumption of activity by
private business. So, in a depression our economy is plunged into the
anomalous situation where millions of unemployed workers need food
and clothing that they have not the means to buy, where the state has
the financial resources to employ them at producing these things
and so set the economy going, but where it dares not do so. Instead
of setting the idle men at work upon the things for which there is
the most obvious need, government is forced to concentrate on a few
types of projects, such as road and building construction and hastily
improvised “make work” activities of the boondoggling type. While
some of these are useful, many are wasteful, and they do not always
provide employment suited to the capacities of the workers who
have been displaced from private industry. Some of these weaknesses
could be reduced by careful planning of the public works in ad-
vance; but such planning is tantamount to a confession that genuinely
preventive measures against unemployment either are not going to
be taken, or that if taken, they are not expected to work.
Concerning the deficit aspects of the proposed program, I regard it
as unnccessary, illogical, and unwise. It is unnecessary because there is
no convincing evidence that the chronic stagnation visualized by the
Keynes-Hansen theory is upon us. It is illogical, because if, as the
theory asserts, the capitalistic system is incapable of maintaining full
employment under individual initiative, we had better abandon it in
favor of collectivism, instead of trying to help it limp along with the
aid of so poor a crutch. It is unwise, first, because it would lead to an
ever increasing public debt which, even if internally held, would be
sure to cause serious trouble sooner or later; for the general public
would be taxed increasingly to provide payments for the bond-
holders, causing an inequitable transfer of incomes that would create
serious discontent. It is unwise, finally, because it would divert at-
tention away from the various causes of unemployment that have
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been revealed in this chapter, and so would cause the needed remedies
to be overlooked. It would be like a quack panacea that promises
quick relief, and so deters the patient from calling the physician who
alone could diagnose and prescribe for his illness.

It has been suggested that a threatened depression could be avoided
if the government would guarantee the sale of industry’s output at
prices which would cover production costs. Several proposals along
this line have been developed.'? These proposals are based on the
valid principle, inherent in Say’s law, that if industry is kept going
the money paid out in production costs will suffice to buy the
products, so that the government can guarantee the sale of output
without loss to itself. There is no reason in theory why such a scheme
should not be feasible, provided it were accompanied by a program
of general economic planning to keep industry in balance. However,
if such a balance were actually achieved through planning, no
guarantee of output would be necessary to keep industry going. The
guarantee would have its greatest usefulness in the formative years
of the plan. These suggestions impress me as offering a more promis-
ing approach than the deficit spending idca.

In my judgment, a constructive, comprehensive program for the
abolition of mass unemployment must contain four elements. It
requires, first of all, the development of a monetary system that does
not permit the expansion and contraction of credit by the banks. This
will do away with the monetary disturbances that aggravate the
cyclical fluctuations of business, and it will forestall the vertical dis-
tortion of industry that is believed by the monetary overinvestment
theory to bring on economic depression, Secondly, it must be ac-
companied by measures to reduce greatly the prevailing extreme
inequality of incomes. This will reduce (and probably eliminate)
the oversaving that is represented by both the underconsumption
and Keynesian theories as the cause of cyclical or secular stagnation.

12For instance, see John H. G. Pierson’s Full Employment (1941). There is
a more concise statement of Pierson’s proposals in his article, The Underwriting
of Aggregate Consumer Spending as a Pillar of Full Employment Policy, in

American Economic Review, Vol. XXXIV, pp. 21-55 (March 1944). See also
Mordecai Ezekiel, Jobs for All Through Industrial Expansion (1939).
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Ways of obtaining these two objectives have been set forth elsewhere
in this essay. Thirdly, some way must be found to preserve peace
in the world. It is hopeless to expect domestic stability if our country
is to be repeatedly subject to the chaotic upheavals of major wars
and their aftermath. We cannot maintain a balanced economy except
under conditions of peaceful trade, and this requires, not only the
cessation of shooting wars, but the perfecting of international
machinery for orderly conduct of the world’s commerce. Finally
(and most important) the program must have as its basis a system of
general economic planning under the egis of the state. The planning
should be in accord with democratic principles, and it should be
carried out in conformity with the guiding principles of normative
pricing.** This kind of planning, by keeping specific supplies in
balance with specific demands, and saving in balance with invest-
ment, should reduce all kinds of unemployment to an inconsequential
minimum,

I believe that the possibilities for full employment without de-
ficit spending in a well-ordered system of substantially free enter-
prise are much greater than the prophets of doom assume; but there
is no denying that the maintenance of full employment would be
much easier to accomplish under collectivism. In a system of free
enterprise each separate business must cover its own costs. It is no
consolation to an employer to know that, if he hires workers, the
money he pays out in wages will flow back into the economy some-
where, so that overall demand must be equal to overall supply. He
must be assured that the demand for his goods will sufficc to buy his
supply at remunerative prices. A collectivist state needs no such
assurance for particular establishments. If nccessary, it can balance
a loss at one point against a gain somewhere else, knowing full well
that the total returns are bound to equal the total outlay. Hence, it
nced not close down any establishment because it is not paying its
way. Furthermore, a collective state is not restricted by any preju-
dice against its entering into new fields of industry that will provide
employment for workers. If any laborers are out of work, it can set

13 Sec the proposals for such a system in Carl Landauer’s National Economic
Planning (Revised Edition, 1947). See also Chapter Eleven of this essay.
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their need for goods over against their capacity to produce, and put
them to producing whatever products the economy can best use,
without fear of upsetting the industrial process. A collectivist state
is also in a perfect position to guide the economic process by a system
of central overall planning. Since all industry is in its hands, it can
require reports from each establishment that will provide it with ac-
curate information concerning productive capacities, outputs, and
demands; and, because it controls all the important industries, it can
direct production accordingly. Thus there is a better chance of
avoiding any serious misdirection of production; and if errors occur,
they can be easily and promptly corrected by mherely issuing the ap-
propriate orders. Because of these advantages, one is on safe ground
in saying that there need be no serious unemployment in a collective
economy. The truth of this observation is borne out by the experi-
ence of the Soviet Union, where the extensive unemployment that
characterizes capitalistic societies js unknown.



CHAPTER EIGHT

Least Costs

THE PROBLEM AND ITS SETTING

In the last analysis, all economic problems arise out of the fact that
productive resources are scarce in relation to the need for them. This
scarcity makes it desirable to get as much out of those resources as
we can within the limit set by the principle of surplus utility. There
are both qualitative and quantitative problems here. We have already
encountered the qualitative problems in the discussion of want selec-
tion and the division of income, which were concerned with how
the benefits which flow from economic activity could be increased
by giving priority to those goods which are most important, and
distributing them to the right people. The discussion of surplus
utility involved both kinds of problem, for although it was con-
cerned primarily with the amount that should be produced, it used
as its criterion a comparison of benefits with sacrifices, both of which
are qualitative, as well as quantitative, concepts. Primarily quantita-
tive was the analysis of the problems of providing future equipment
and maintaining full employment. Yet another way of increasing
output in the quantitative sense is to raise the efficiency of industry
by adopting the most productive techniques, and by avoiding the
losses which come from waste and incompetence. It is with this
problem that the present chapter is concerned.

The goal here is to give effect to the principle of least costs, which
was stated in Chapter One as follows: Each good should be produced
in the manner that requires the least sacrifice. From the price angle
this is the problem of reducing the costs of production to a minimum.
The price system will serve as a calculus for this purpose to the
extent that we succeed in making pecuniary costs a true measure of

221



222 Social Economy and the Price System

the disutilities involved in production, along the lines suggested in
Chapter Six. For the present analysis we may assume that this will be
done, so that identity between monetary and real costs can be taken
as given. The problem then becomes one of keeping pecuniary costs
at the lowest attainable point in the production of every good.
Success in attaining this objective depends on the technical effi-
ciency that prevails in the organization and conduct of industry. For
efficiency to be at its highest, a number of conditions must be met.
Business enterprises must be organized in the manner most appropri-
ate to the type of production that they carry on, and industrial plants
must be organized on the scale that permits the most economical
operation. It is particularly important for the relations between the
different producing establishments to be so organized as to achieve
the best possible codrdination in the succession of processes. In the
internal economy of each producing unit there are a number of ad-
ditional requirements for efficiency. Since unit costs vary with out-
pht, each plant should be operated as nearly as possible at the output
that will keep these costs at their minimum. Also, in most branches
of production there is a choice of ways in which the various factors
can be combined. In each case that combination should be sought
which will make most use of the abundant (cheap) factors, and least
use of the scarce (dear) factors. The management should see to it
that the most approved methods are followed in such matters as the
layout of the plant, the scheduling and supervision of work, the
selection, placement, training and promotion of employecs, and the
use of incentive methods of wage payment. There should be pro-
vision for the promotion and adoption of new techniques and new
products from-time to time, in order that the efficiency of industry
may be progressively improved. Finally, if all these desiderata are
to be attained, the administration of each industrial enterprise must
be in the hands of the most competent managers that can be found.

Lionel Robbins holds that the subject of industrial technology lies
outside the scope of economic science—that it is one of the things
which the economist takes as given data for his investigations. It
appears in the productivity functions of mathematical economics,
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but is a known, a determinate in the system—not an unknown, to be
determined by economic analysis.! According to his view, “the prob-
lem of technique arises when there is one end and a multiplicity of
means, the problem of economy when both the ends and the means
are multiple.” This follows from his definition of economics as “the
science which studies human behavior as a relationship between ends
and scarce means which have alternative uses.”? This seems at first
glance to separate technology from economics very neatly; but does
it? Is there ever a technical problem in which there is only one end
to be considered? Perhaps so, for purposes of laboratory experi-
mentation, but hardly for practical applications. The scientist or
engineer in his laboratory may be interested in finding out how many
different sources of power he can use to propel an automobile—
gasoline, alcohol, steam, electricity, or what not. Here is a mul-
tiplicity of means with a single end. But when it comes to deciding
which of the possible means to adopt, it becomes an economic prob-
lem of costs, which depend upon the alternative uses (multiple ends)
to which the gasoline, alcohol, etc., might be put. So, what at first
looks like a purely technical problem becomes an economic one
before we get into it very far. Most of the technical problems of in-
dustry similarly merge into economics.

Consider the technical details of management within a given indus-
trial establishment, say the manufacture of hand tools. It is an
cconomic problem to determine whether the workers are to be al-
lowed to follow rules of thumb in operating their machines, or
whether they are to be directed in accordance with the principles of
scientific management enunciated by Frederick W. Taylor; for we
cannot overlook the fact that the greater the quantity of labor re-
quired to make hand tools, the less will be available for other products,
so that a multiplicity of ends is involved in the decision. If the workers
follow rules of thumb, they will accomplish less work. If they follow
Taylor’s principles they will accomplish more, so that less labor will
be employed in tool manufacturing and more can be released for

1 Lionel Robbins, The Nature and Significance of Economic Science, (Lon-
don, 1932), Chap. 11, § 4.
2 ]bid., Chap. 1, § 3.
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other goods. This is surely economics even in Robbins’ sense of that
term. If it is so, then the matter of choice between techniques is
always a problem of economics, and economics will then extend far
into the intricacies, not only of industrial organization and manage-
ment, but also of mechanical, civil, and electrical engineering, and
into all forms of applied physics, applied chemistry, and applied
biology.

I see no logical objection to this broad conception of the scope of
economics,® but it has some practical disadvantages. The field is too
wide to be encompassed in all its details within one branch of knowl-
edge. The advantages of division of labor require a subdivision of
this vast subject-matter and a corresponding division of work among
separate specialists. I believe that the dividing line between economics
and technology can be drawn by including in the former those
general aspects of industrial techniques which are common to all
industry, while reserving for specialized fields those details of pro-
ductive techniques and applied science that pertain only to particular
industries or products. Then the economist would properly be con-
cerned with such matters as the general principles which govern the
scale of operations in industry, and the broad methods of employing
labor that contribute most to efficiency; but he would not be con-
cerned with the layout of a locomotive factory, nor with the partic-
ular job specifications to be given a worker engaged in cutting auto-
mobile gears. It is these broad general considerations pertaining to
all industry that have a bearing on the problem of least costs, and it
is these that I have attempted to embody in the subordinate principles
of least costs stated in Chapter One and further developed below.

A normative price system relies on competition and profits to give
effect to the principle of least costs.* It assumes that consumers will
compete among themselves for goods, and that producers will com-
pete with each other for the patronage of consumers and for the

3See my article entitled The Scope and Definition of Economics, in The
Journal of Political Economy, Vol. XLVII, pp. 623-647 (October 1939).

4 We think of this as characteristic only of capitalism, but even a collective

economy would depend on the same mechanism to the extent that it accepted
normal prices as its guide. See Chapter Eleven.
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factors of production, their immediate objective being to maximize
their profits. Since consumers are supposed to buy where they can
get goods for the least money (quality and service being taken into
consideration), those sellers will get the most trade who can give
the highest quality or the best service for a given price, or (what
amounts to the same thing) who can offer a given quality or service
at the lowest price. This gives producers an incentive to keep their
prices down by trying to minimize the costs of production in their
establishments. According to the law of one price, each seller of
identical goods in a competitive market gets the same price no mat-
ter what his costs may be. Hence if he can keep his cost below the
prevailing price, the difference will accrue to him as a pure profit—
something above the normal returns to capital and management. So
he is under an inducement to strive for superior efficiency, and to
discover and introduce cost-saving innovations wherever possible.

In the competitive process there is thus a tendency to weed out
inefficient, high-cost producers. The latter cannot get higher prices
than their more efficient competitors. They must sell at equally low
prices or else consumers will not buy their wares. So, if their costs
are high they may be compelled to sell at a loss, and this will soon
drive them out of business. Of course there are times of brisk demand
when the market price rises high enough to cover the costs of even
those producers who are least efficient; but this is a temporary con-
dition.

Because the patronage drifts toward those sellers who can offer
goods at the lowest prices, prices in the long run tend toward an
equality with the lowest costs that can be consistently maintained.
This puts pressure upon every producer to develop in his establish-
ment the most economical methods that the existing state of the arts
affords. Not only that, it also puts those enterprisers who have fertile
imaginations and bold ambitions on their mettle to make new in-
novations that will bring further reductions in costs. For the tend-
ency toward normal prices has a leveling influence on returns to
capital and management that pushes them toward ordinary interest
and wages, without any surplus for pure profits. The enterprising
business man can escape this tendency and secure a surplus for him-
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self by pioneering in methods that will reduce his costs below those
that are generally prevailing. This influence works toward a steadily
increasing efficiency on the part of business leaders that presently
spreads, by imitation, to the rank and file of producers. So there are
influences in the competitive pricing mechanism that work toward a
progressive reduction in costs.

Needless to say, the mechanism does not work perfectly. Unfor-
tunately, cost reduction is not the only path to business profits. Vari-
ous predatory business practices were described in Chapter Four, by
means of which profits can be obtained that do not rest in productive
efficiency. These practices make it possible for some businesses to
prosper even though their costs are high. Also, the machinery of
competitive cost reduction operates irregularly and haltingly, with
much waste and misdirection. The net result is that, although pro-
gressive reduction in costs does take place with the passing of the
years, the average level of costs at any given time is not nearly as low
as the most improved technology of the period would permit. It is
conceivable that a better system of economic organization might be
devised that would make the principle of least costs more effective.

The above shows in very broad terms the present arrangements of
capitalistic societies for giving effect to the principle of least costs.
The subsequent discussion will deal with these arrangements in
greater detail, taking up those gencral principles of industrial or-
ganization and management that fall properly within the purview of
economics, but avoiding the details of technique that are of concern
only to particular industries. Its purpose will be, not so much to
describe the forms and methods of industrial organization (concern-
ing which I can do no more than summarize very briefly what has
been elaborated by experts in that ficld), but rather to raise questions
of how the economic system, and especially the normative price
system, operates through these forms and methods to promote in-
dustrial efficiency therein.

THE REQUISITES FOR LEAST COSTS
Reduction of costs to their lowest possible point depends, among
other things, on the adoption in each industry of the form of business
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organization that will be most appropriate to the particular opera-
tions that must be carried on in the branch of production concerned.
This most suitable form of organization can be called the optimum
form.

The forms now existing in industry can be classified as the single
enterpriser, the partnership, the private corporation, the codperative,
and the government enterprise—of which a special type is the gov-
ernment corporation. Each of these has its advantages and disad-
vantages. The single entcrpriser has the merits of simplicity,
directness, and personal interest, which make it well adapted for small
business establishments that do not require much capital and that
have few employees; but one person usually can command only a
limited amount of capital resources, and he is likely to lack versatil-
ity, so that this form of organization is not well suited to the more
complex operations of large-scale industry. A partnership of several
persons has the possibility of commanding more capital, but it is
hampered by the legal requirements of unlimited liability and the
necessity for reorganization with each change of partners; hence
it is best suited to businesses in which human, rather than material,
equipment is the chief asset, and where the association of several
specialists in closely related fields is of advantage—as in law, ac-
countancy, and medical practice. The corporation, because of the
ease with which it can accumulate a large amount of capital by the
selling of shares of stock, and because of the flexibility of organiza-
tion made possible by the appointment of specialized executives
under the gencral supervision of a board of directors, is preéminently
suited for productive operations calling for expensive plant and a
large number of employces. It has, however, the disadvantage that it
is easily controlled by a group of “insiders” who can manipulate its
finances to their own advantage at the expense of the majority stock-
holders, so that much of the activitics of the management are some-
times devoted to antisocial financial strategy rather than to pro-
moting efficiency in production. Cobperative enterprises are still in
an experimental stagc; thercfore it is not yet possible to pass a final
judgment upon them. Since they are owned and directed by their
customers (in the case of consumers’ codperatives), their employees
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(in the case of producers’ codperatives), or their suppliers (in the
case of marketing codperatives), they have the advantage of a close
community of interests and codrdination with their sources of de-
mand or supply; and their access to capital resources, because of their
multiple membership, is fairly good. Marketing codperatives seem to
function efficiently in many cases, but producers’ cooperatives have
not generally shown a capacity for efficient management, and it is
not yet clear whether consumers’ codperatives will prove as efficient
as other forms of business organization in this respect. The growth of
such codperatives in recent years, however, indicates that this form
of organization may prove to be superior for some kinds of industry.
Government enterprises have the advantages of access to unlimited
supplies of capital at low rates of interest, greater industrial unity
(because the government can monopolize a whole industry if it so
desires), and freedom from the temptation to waste money in blatant
advertising; but they may be hampered by incompetent employces
forced on them by political pressure, and by the timidity and lack of
initiative which are sometimes associated with bureaucratic adminis-
tration. The government corporation is a new experiment that com-
bines some of the advantages of private corporations with those of
government enterprise. It may prove to be a very effective device
wherever the entrance of government into industry seems advisable.

The price system does not offer any mechanism which indicates
directly the form of industrial organization that is best suited to a
given case. It does, however, supply a means of testing the efficiency
attained in each instance, by registering in the unit costs of the enter-
prise the opportunities sacrificed in its operations. Society could, if it
chose, conduct systematic, controlled experiments with different
types of organization in various kinds of industry, to see which leads
to the lowest costs. For the most part, however, the contemporary
world relies mostly on individual trial and error, in a competitive
process of natural selection, to determine the type of organization
that is best adapted to given circumstances. As a result of such ex-
perience, a body of knowledge has been built up concerning which
forms are to be preferred for this or that type of business. This
knowledge is known to students of business organization, and their
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advice is available to those business men who have the wisdom to
make use of it. Also, the process of trial and error has been at work
long enough to cause certain forms of organization to become
characteristic of the several branches of industry, according to their
appropriateness. As a result of this, the corporate form is now
dominant in large-scale manufacturing, transportation, public util-
ities, mining, and finance; partnerships prevail very largely in the
professions; while single enterprisers are widespread in retail trade,
handicraft shops, and small manufactures. The recent growth of
cooperatives and government enterprises suggests that the process
of experimentation is still going on, so that changes in the above
pattern of organization may eventually prove to be required for the
attainment of maximum cfficiency.

Another factor of importance in determining unit costs is the
scale of operations. This is closely related to the form of organiza-
tion, for the latter must be adapted to the size of the establishment.
The British economist Robinson has classified the factors that make
for efficiency or inefficiency in relation to the size of the business
firm as technical, managerial, financial, marketing, and those having
to do with the assumption of risks.> Technical factors are those
which arise from such matters as division of labor, the use of ma-
chinery, and coordination of the successive steps in production.
Managerial factors have to do with the kind of managerial ability
required to handle the problems of the industry, and the oppor-
tunitics for spccialization and introduction of efficiency methods in
management. The factors controlling access to the capital market,
the ability to borrow needed funds and to market new security
issues, arc grouped as financial. The marketing category covers all
those factors which make for cconomy or waste in the buying of
materials and the selling of goods. The fifth group of factors is con-
cerned with all the forces of risk and business uncertainty that affect
the chances for a firm to survive, such as shifts in demand or changes
in supply.

All these are matters that are closely related to the size of the

SE. A. G. Robinson, The Structure of Competitive Industry (1932).
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establishment. Existing technology may require the use of very
heavy plant and complicated, expensive machinery in one industry,
or small plants, with relatively light and inexpensive equipment, in
another. The managerial problems may be complex, calling for a
large supervisory staff and an extensive organization; or they may
be simple, so that they can easily be supervised by one or two execu-
tives. The labor operations may be of such a character that they must
be carried on by a few very skilled men, working mainly on their
own initiative; or they may call for large numbers of unskilled men,
working at routine tasks under organized supervision. The market
may be national or international, so that it is readily served by a few
strategically located large producing establishments; or it may be
local and restricted, calling for scattered small concerns in close con-
tact with consumers.

Here again the price system offers a measure of efficiency by de-
termining the unit costs in each type of establishment. In the course
of the competitive struggle, those firms that have the lowest costs
are able to undersell their rivals, and so get the bulk of the business.
The others must then organize on a similar scale to attain the same
level of efficiency, or they will be forced out of the industry. Even
monopolies, which are more or less free from this competitive pres-
sure, can increase their profits by reducing their costs; hence they
have an incentive to find and adopt the most economical scale of
operations. In this way there has taken place over the years an evolu-
tion toward a typical scale of organization in each branch of produc-
tion. This typical scale is presumably the one which has been found
by experience to yield the lowest costs.

In general, the optimum size appears to be large in the following
types of industry: (1) Those handling a very heavy, large product
(e.g., locomotives, railway cars, ships); (2) those requiring claborate,
complex plant, extended over a large geographical area (e.g., rail-
roads, electric power, telephones, and telegraphs); (3) those where
the homogeneity of raw material lends itself readily to continuous,
uniform handling (e.g., milling, oil refining); (4) those where the
product consists of a complex assembly of many parts (e.g., auto-
mobiles, typewriters); (5) those where the raw material is restricted
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to a few localized natural deposits (e.g., lead, zinc); (6) those where
there are marked economies of overhead costs in buying and selling
(e.g., department stores, chain stores, mail order houses); (7) those
where economy can be attained by wide distribution of risks (e.g.,
insurance). The optimun size appears to be small: (1) where the
product lacks homogeneity because it must be individualized to meet
individual specifications or personal tastes (e.g., made-to-measure
clothing and certain types of building construction); (2) where
routine is made difficult or impossible by erratic weather conditions
(e.g., agriculture); (3) where the product depends primarily on in-
dividual skill (e.g., the fine arts, handicrafts); (4) where the market
for the product is small (e.g., surgical instruments, country news-

papers).

When the optimum size of industrial plant has been reached,
there may be opportunities for further economy by combining sev-
eral plants under one ownership or management. The combination
may be horizontal (wherc a number of establishments, all operating
at the same stage or level of production, are combined, as in the case
of chain stores), vertical (where several successive stages of pro-
duction are combined in one organization, as in the case of steel com-
panies, which control every operation from the mining of iron and
coal to the making of steel products), or lateral (as in the case of
chemical companices, which manufacture a wide variety of chemical
products). There arc various cconomics that can be effected by
means of horizontal integration. For one thing, the wastes of com-
petition can be avoided; duplication of plant and of advertising and
selling can be eliminated. The variety of products can be reduced
because competing brands are unnccessary. Greater standardization
of products is possible. Cross freights can be avoided. It is possible
to stabilize the market for the finished product by offsetting local
fluctuations in demand and supply against each other. This reduces
the costly irregularities of production. Buying and selling can be
more efficiently handled. New inventions and processes can be
adopted throughout an industry without restriction, thus making
possible complete utilization of new developments at an carly date,
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whereas when there is competition among a large number of firms,
some would lag behind others in the adoption of such innovations.
Vertical integration adds to these economies the further advantages
of reduced costs of middlemen, and better coordination of the suc-
cessive stages of production. Where the products combined in a
lateral integration have a fairly close relationship with each other,
all the advantages of both horizontal and vertical combination are
derived, and in addition there is better cotrdination throughout the
associated industries, as well as more economical and complete
utilization of by-products.

It does not follow that the extensive movement toward integration
that has taken place in the United States in recent decades has been
motivated entirely, or even mainly, by the desire to effect economies
of production, nor that such economies have in fact always been
attained by such combinations. Combination, by reducing, and in
some cases eliminating, competition, gives a measure of monopoly
power to the resulting organization, and this power can be exploited
to yield excessive profits by exacting high prices from consumers.
The hope of obtaining such profits has been an important motive
leading to combination in this country. Another motive has been
to secure the profits of promotion. There are many oppor-
tunities for the manipulation of corporate sccurities, to the enrich-
ment of promoters and at the expense of the mass of stockholders, in
the process of absorbing independent companics into a large com-
bination. Much scandalous financial jugglery has characterized the
development of the great supercorporations that have appearcd upon
the American scene. The result has been that the possible economies
of unified management have frequently been overlooked, and many
of the combinations effected have turned out to be financial failures.
Nevertheless the possibilities are there, and could be realized under
wise, honest, and socially minded management.

All this raises important questions of social policy. The possibilities
of improved efficiency from unified industry suggest that the move-
ment toward integration should be encouraged, and even stimulated;
but since such integration tends to give monopolistic power to the
integrated organization, there is need for adequate social controls to
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prevent abuses. The answer is undoubtedly to be found in the
growth of government regulation over large businesses, and prob-
ably in the gradual extension of public ownership and operation.

The price system is adaptable to any of these types of industrial
structure. Where an industry is split into a number of successive
stages, cach of which is controlled by scparate enterprises, a separate
price will emerge for cach of the series of products as they change
their form from raw material to semi-finished and finished goods.
There will be a supply of raw materials from field, forest, and farm
which tends to be kept in equilibrium with the demand of users of
cach raw material by the mechanism of price. The same will be true
at every succeeding stage. On the other hand, if the several stages are
intergrated into one, the price system will record costs. all along the
line, but there will only be one price—that of the product emerging
at the final stage. Coordination of the supply with the need for it at
preceding stages will be effected by managerial direction rather than
by price adjustments. If monopoly results from any of the integra-
tions, the monopolist can manipulate the price system to his ad-
vantage, forcing the price above his costs by the simple device of
curtailing his output. Only in so far as competition is effective will
the price system work in the direction of cfficiency, by tending to
force prices down to the level of optimum costs. In every case, how-
ever, the price system affords a test of efficiency by making possible
a comparison of output with costs, and society can use the criterion
of unit costs as the measuring rod of efficiency and the guide to
correct economic policy if it so desires.

It is an intcresting question, and one of significance for social
welfare, whether there is a process of natural selection which, oper-
ating through the competitive workings of a natural price system,
tends to organize cach industry in the optimum way. Given a suitable
institutional sctting, the normative influences of prices should work
in that direction; because the optimum forms of business would have
the lowest costs, and should be able to undersell their less efliciently
organized rivals in the struggle for consumers’ patronage. The fact
that certain forms of organization have come to be characteristic of
certain kinds of business (partnerships in law, corporations in manu-
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factures, small scale in farming, large scale in heavy manufactures,
horizontal integration in retailing, vertical integration in steel
products, etc.) suggests that such a process is at work, in fact.
Presumably these characteristic forms have come to dominate their
respective industries because they were better adapted than others.
Nevertheless the process is a clumsy and wasteful one of trial and
error. Moreover it is interfered with by the ambitions of men seeking
to acquire power and profits by organizing monopolies where there
is no sound economic basis therefor. The selective influence would
perhaps work better in a protected price system where these monop-
olistic efforts were effectively suppressed. Also it ceuld be helped by
a deliberate program of social experimentation and collectively
planned industrial organization.

The above forms of integration have to do with the possibilities for
economy by achieving closer union of producing establishments
within a single branch of industry. Beyond this there are still further
posmbﬂmcs for increasing efﬁcnency bv working out a system of
centralized planning for a group of 1el'1tcd industries or the industries
in a certain geographical region, or even for the national economy as
a whole. The Tennessee Valley Authority, which combines flood
control, navigation, irrigation, and the manufacture of fertilizers and
electric power over a large area centered along the Tennessee River
and spreading into several states, is a striking illustration of the
possibilities in this direction. This project has not only raised the
average level of incomes throughout the region served by it, but is
also having far-reaching cultural effects as well. The rise in incomes
means that the output of goods per unit of economic resources has
been increased. This is equivalent to a reduction in unit costs for the
products of the area. We do not have to stop with regional planning,
but can look forward to a more comprehensive program of general
economic planning for the nation as a whole. The pros and cons of

such planning involve questions that go beyond the scope of the
present chapter.

Although integration can effect economies, it can also lead to
monopolistic abuses; and this raises problems of policy.
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American policy toward monopolies has heretofore distinguished
rather sharply between public utilities and so-called industrial
monopolies. In the case of the former, it has been clearly recognized
that monopoly control is both desirable and necessary. The principal
reasons for this are that concentration of the industry in a single con-
cern reduces unit costs of operation and is more convenient for the
consuming public. Unit costs are reduced because in the public util-
itics industrics a large proportion of the costs are fixed. The plant
required in such industries is complicated and expensive; hence the
carrying charges represented by such items as interest, insurance,
depreciation, and taxes are great. Once the plant has been con-
structed, it can be operated at relatively little expense for materials
and labor. If it has been constructed with an eye to future growth,
its output can be increased to take on additional business (up to the
limit of its capacity) with very little addition to its operating costs.
The fixed costs will become smaller per unit of production as the
output expands. As a result of this cost behavior, the unit cost of the
service provided by the plant declines as the business of the company
grows. This means that the public can be more cheaply served by a
single company than by several competing concerns. Monopoly is
almost inevitable under these circumstances, for when a large com-
pany is once established in the field, new competitors cannot hope to
get a foothold because they cannot start out with a large enough
volume of business to achieve an economical distribution of their
heavy fixed costs. Convenience to the public is also greater where
there is only one producer, because it is an intolerable nuisance to
have the streets cluttered up with too many sets of telephone poles
or street-car tracks, or to have pavements torn up repeatedly for the
laying and repairing of several water or gas pipe lines; and con-
sumers can be served better if they are all on the same telephone line,
or if there is a uniform street railway system in a city, with free
transfers at the principal points of intersection.

In recognition of these advantages, monopoly in the public utilities
industries has been legalized in United States law. To prevent abuse
by these monopolies of their exclusive control, public utilities com-
missions have been sct up to regulate their prices and services. Some
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of the price problems which arise out of this regulation will be dis-
cussed briefly in Chapter Ten.

With respect to monopolistic business organizations outside of the
public utilities, however, American policy has been uncertain and
vacillating (shifting back and forth between outbursts of “trust bust-
ing” and lulls of leniency ), because it has lacked any definite criterion
of judgment. The concept of an optimum scale of operations, taken
in conjunction with the principle of least costs, offers such a cri-
terion. It needs but to be applied. If, in a given industry, the plant of
optimum size is so large in relation to the market for its product
that there is room for only one (or very few) optimum business
units, the necessity of monopoly (or oligopoly) in that industry
should be frankly recognized. Monopoly should then be permitted,
and even encouraged, but subjected to public control, or perhaps
publicly owned and operated. But where there is room in the market
for a large number of optimum units, monopolies should not be per-
mitted.

There is a difficulty in codrdinating the successive vertical stages
of production that arises from the mathematical fact that the demand
for equipment necessarily fluctuates much more violently than the
demand for finished goods on which it depends.® The reason for this
can be explained by a simple illustration.

Suppose that a small garment factory is equipped with ten sewing
machines which have a working life of ten years each. If the pur-
chase of the machines has been evenly distributed in time, so that
one machine wears out each year, there will be a derived demand
from this factory for one new machine annually so long as it is oper-
ating at its normal capacity. If, however, the demand for garments
increases ten per cent, the factory will have to buy an additional
machine, which doubles its demand for new sewing machines in the
year when the increase takes cffect. On the other hand, if the de-
mand for garments falls off ten per cent, the manufacturer can get

8 One of the first to call attention to this relationship was John M. Clark,
in his The Economics of Overbead Costs (1923), pp- 389 ff.
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along with nine machines instead of ten, so that he will not have to
replace the one that wears out in that year. His demand for machines
has fallen to zero for the time being. So a ten per cent fluctuation up
or down in the demand for garments brings about a fluctuation either
way of one hundred per cent in the derived demand for machines.
If this illustration is multiplied to cover the whole garment industry,
it can be scen that the sewing machine industry will be very seriously
affected by fluctuations in the demand for garments. So long as
sales of garments continue at a fairly even rate, there will be a reason-
ably steady demand for machines to replace wornout equipment;
but if there is only a moderate shift in the demand for garments, the
demand for sewing machines will fluctuate violently. This is typical
of what happens to the equipment-producing industries generally
when a demand for finished goods changes.

This mathematical relationship between demand for finished goods
and demand for derived equipment has been miscalled the principle
of acceleration. The term is a misnomer because the word accelera-
tion denotes an increase in speed, whereas the relation here is one of
magnitude, not speed, and it works in both directions, not only in the
direction of increase. A better term to express this relationship would
be the principle of exaggerated fluctuations in demand, or simply the
principle of exaggeration.

The opcration of this principle tends to increase the social costs of
production because the equipment-producing industries are likely
to be built up to meet peak demand, with the result that they must
be partly or wholly idle in slack periods. If demand for equipment
could be regularized, less plant would suffice to produce all that was
needed. The guidance offered by the price system is inadequate to
accomplish this under present institutions. The system can only
record fluctuations of consumers’ demand as they occur and transmit
them in the form of derived demands to the industries supplying the
equipment. Smoothing out of these fluctuations could only be ac-
complished, probably, by a program of long-range planning for
whole industrics. Vertical integration would be helpful in working
toward this result.
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In operating an industrial plant, the cost of producing a unit of
product varies with the output. Each plant has a certain maximum
capacity. The output of the plant can be varied anywhere from zero
up to the limit set by this maximum. According to the prevailing
theory, the behavior of average unit costs in relation to such varia-
tions of output will take the form of a U-shaped curve. For a small
quantity of output, average costs are high because the fixed costs
associated with the maintenance of the plant must be spread over a
small number of units. As output is increased these costs can be spread
over more units, which tends to pull average costs down. However,
when output has been pushed beyond a certain point, the variable
costs of wages, materials, etc., tend to rise, because diminishing re-
turns are encountered as increasing pressure is put on the physical
facilities of the fixed plant. When this tendency toward increasing
variable costs is strong enough to overcome the downward pull of the
more widely spreading fixed costs, the curve of average costs will be-
gin‘to rise. From here on unit costs continue to rise until the maxi-
mum output of the plant is reached. The exact shape of the curve will
vary from plant to plant, but it is believed that it will usually exhibit
the general characteristics described.

The point of lowest (optimum) average costs at the bottom of the
curve is the one that fulfills the principle of least costs. Provided that
pecuniary costs are made to conform with social costs along the lines
indicated in Chapter Six, this is the point of plant operation that is
most conducive to the promotion of social economy. In an economic
world of continual change, it will not be possible to keep every plant
operating at its optimum all the time. When demands increase sharply,
so that a rapid increase of output becomes desirable, it may be
necessary to push production beyond the optimum point in the
period intervening before new plants can be constructed. Conversely,
when industries decline because of shrinking demand, the output of
some plants may have to drop below the optimum. In a well-planncd
economy, however, the operation of each establishment would be
kept as close to the optimum as was practicable.

The tendencies of a normative price system work toward the main-
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tenance of optimum outputs. Under conditions of pure competition,
if the price of the product is above optimum costs, profits are abnor-
mally high (thatis, there is pure profit in addition to wages of manage-
ment and interest on owned capital). This encourages the construc-
tion of more plants until the resulting increase in the output of finished
goods brings their price down to the optimum costs of optimum firms.
If the price falls below optimum costs, the industry cannot pay the
normal returns to capital and management, and if this condition is pro-
longed these low returns will discourage new investment in the in-
dustry, and will encourage the conversion of plants to other uses, if
that is possible. As such conversion takes place and existing equipment
wears out, no new replacements being made, the output of finished
goods will decline until their price rises to optimum costs again. So,
whichever way the price fluctuates, forces are set in motion which
tend to force them back undil they reach equality with optimum
costs. These costs determine the long-run normal price. At this price
optimum firms can just break even by operating their plants at op-
timum capacity. They will receive the normal returns to capital and
management, but no more. Under these conditions there is no force
making either for expansion or contraction. Production is in equili-
brium with demand, and the industry has reached a position of sta-
bility.

This analysis does not apply to those industries which are charac-
terized by monopoly or monopolistic competition. It is to the advan-
tage of amonopoly to curtail its output to a point where price is above
average costs, and if free entry into the industry is blocked by the
power of the monopolist, this condition may persist indefinitely. Both
in oligopoly and product differentiation, likewise, there is likely to be
some restriction of output, with prices somewhat above optimum
costs.” In these cases the operation of the principle of least costs is de-

7 Chamberlin shows that, in product differentiation, even though competi-
tion may be sufficient to bring a price down to average costs, it must be slightly
(perhaps insignificantly) above optimum costs, because the demand curve for
the individual firm, having a slightly negative inclination, will lie tangent to the
average cost curve a little above the lowest point of the latter. See Edward
Chamberlin, Theory of Monopolistic Competition (1933), p- 88.
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feated; but in the case of product differentiation the departure from
it need not always be serious.

An important factor in determining the unit costs of an enterprise
is the quality of management that prevails in it. This depends on the
ability of the managing officials and on the methods which they
adopt for supervising the operations of their plants. The conduct
of a business enterprise calls for qualities of a peculiar and unusual
sort. A good business executive must be a keen judge of men, and
he should have a natural capacity for leadership and organization.
He must understand the technical details of - his industry. He
should also have a broad knowledge of industrial conditions which are
likely to affect the business. He must be willing to assume responsibil-
ity, and must be able to make important decisions. In addition to these
qualities, the business proprietor in a system of free enterprise must
be Ishrewd in bargaining, ready to take risks, and quick to take ad-
vantage of changes in market conditions which afford an opportunity
for profits.

If industrial managers were a stereotyped variety of human beings
whose qualities could be standardized and readily appraised, there
would be an established market for their services and the price system
would set a normal price for them according to their worth. Some-
thing of this sort is the case with most kinds of labor; but the qualities
for success in business are so variable and unique that no such stand-
ardization is possible, and there is neither an organized market nor an
established price. This point has already been developed in Chapter
Four.

Likewise, no systematic social machinery exists for the selection
and appointment of leaders in industry. In the case of corporations
we rely upon the judgment of boards of directors. Beyond that the
social process is one of natural selection. Anyone is free to try his
luck at running a business of his own. Many do, but unfortunately
most of them fail. It might be supposed that in this struggle for sur-
vival there would be an effective weeding out process that would
bring the fittest to the top. However, it has already been shown that
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fitness in business is not necessarily fitness in productive efficiency.
Profits can be obtained, not only by producing goods of high quality at
low costs, but also by various predatory practices. Too often success in
the business world is attained by methods of the latter kind, so that the
process of sclection tends to bring persons of an antisocial type into
positions of leadership. It must be concluded that present methods of
selecting industrial managers are wasteful, and depart widely from
standards of social service.

The problem of selecting industrial managers is closely related to
the principle of developing talent. A wise social system would pro-
vide a means of detecting capacity for leadership at an early age, and
a method of training and guidance to put those who posscss this ca-
pacity into positions of responsibility. It would also weed out the
predatory type and inculcate into the minds of all ideals of social
service. The collegiate schools of business which are now numerous
in the United States are making a beginning in this direction, but they
are still far from achieving that which is needed, especially in the
matter of promoting ideals of social service. A so-called business type
of personality too often gravitates into the faculties of such institu-
tions, with resultant stress on making money rather than on perform-
ing service to the community; and such institutions are likely to
attract a preponderance of students who have this same point of
view.

In times past a business enterpriser usually relied chiefly on his own
common sensc, ingenuity, and experience to guide him in managing
his business. This is still the rule in many small establishments; but in
the more up-to-date enterprises management has become a special-
ized, systematic technique, based on careful study, planning, and
expert supervision. Beginning with the work of Frederick W.
Taylor, there has grown up an applied science or art of manage-
ment that has reduced costs remarkably in the enterprises that have
adopted it, and that is capable of still further cost reductions in the
future.

It is not necessary to describe these methods of management in de-
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tail here, but a very brief outline of their general features may be in
crder. In the first place, the location of an industrial plant is selected
with the greatest care so as to offer the most satisfactory combination
of such factors as access to raw materials and power, availability of
labor supplies, climatic advantages, transportation facilities, and near-
ness to the market. Then the plant is designed so as to permit the
greatest efficiency in its operation. For instance, the layout will per-
mit materials to pass through their successive stages in the simplest
and most direct way, without criss-cross movement. Light materials
will start at the top of a vertical building, passing thence downward
through successive levels; heavy materials will be handled horizon-
tally, over a broad area; complicated mechanisms will pass along an
assembly belt; and so on. When the plant is put into production, its
work is carefully planned so that its operations will proceed steadily,
without interruption. Priority of manufacturing orders, preparation
of materials, the setting up of machines and tools, and the progressive
stages of the work are scheduled in advance; then the operations are
carefully checked at each step to see that these schedules are main-
tained. Selection of workers is put in the hands of specialized person-
nel men, who choose and place them with care. The work of each
shop employee is supervised in detail, under the Taylor system of so-
called scientific management or some modification of it. Incentives
are provided by adequate financial rewards which are related to the
amount of work accomplished, and by promotions for those who are
qualified for advancement. Esprit de corps is promoted by means of
recreational facilities, clubs, athletic teams, etc. All these are technical
matters which call for special training. Hence much of the work of
management is delegated to salaried experts who are employees, rather
than owners of the business. The enterprisers confine themselves to
determining the broader questions of policy and sclecting the higher
managing officials.

Full attainment of the principle of least costs requires the adoption
of such methods as these in all producing establishments. [t calls also
for continuous research in managerial problems, in order that pro-
gressive improvement in efficiency may be promoted. When it is
considered that, so far, only a few of the more progressive firms
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have put into effect the knowledge that is now available about
efficient managerial methods, it can be seen that the possibilities

for further achievement by the extension of such methods are very
great.

In earlier chaprers of this essay the reader’s attention was drawn to
the fact that industrial techniques are variable enough to permit of
considerable flexibility in the proportions in which the several fac-
tors may be combined in production. Among the examples cited to
illustrate this variability were extensive wvs. intensive agriculture and
manual vs. mechanical methods of moving materials. Further illustra-
tion is provided by railroads, which can be constructed up hill, down
dale, and along the winding rivers, or level and straight, by filling in
the low places, tunneling through the hills, and bridging the streams.
The first type of construction requires relatively less, the latter type
relatively much more, saving and investment in proportion to the
labor and land employed.

Reduction of production costs to their minimum requires that the
choice between alternatives of this kind should be made in such a
way as to usc more freely those factors of production that require the
least sacrifice of production pains or opportunities given up, and to
use sparingly those that are most painful or that, because of their
scarcity, involve the greatest loss of desirable alternatives. To the ex-
tent that costs can be made to reflect the real sacrifices involved in
production (a matter that has already been considered in Chapter Six),
a normative price system offers a mechanism for doing this, through
the law of substitution. According to this law, an enterpriser will of
his own accord seck to maximize his profits by substituting a cheaper
factor for a dearer one wherever it is possible. This principle would
be carcfully carried out in the efficient methods of management out-
lined above. However, we must not forget that the law of substitu-
tion is based on enterprisers’ calculations of pecuniary costs, whereas
the principle of combination here discussed is concerned with social
costs. Some changes will have to be made in the institutions surround-
ing the price system before these two kinds of costs will be in har-
mony.
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No matter how low a level of costs may have been attained by an
industry in a given state of the arts, it should always be possible to
effect further reductions progressively as future scientific develop-
ments and new inventions occur. Hence the promotion of technical
progress, which was treated previously as a problem of present and
future, is also relevant to the problem of least costs. The impulse to
science and invention may have its roots in the curiosity of human
beings and the urge of creative originality in the make-up of certain
gifted persons, but it is the prospect of profiting by lower costs that
is often the lure which induces business men to make use of new
discoveries. In his interesting study of Inventors and Money Makers,
Taussig showed that profits are an important motivating factor here.®
He pointed out that inventors themselves are not actuated so much
by pecuniary motives as by the sheer play of their ingenuity. They
often waste their time on the perfecting of silly gadgets that have no
commercial possibilities, Promoters and enterprisers, however, are
guided by the prospect of profits, so that they select from the many
inventions the ones that are most likely to have useful applications in
industry. The same motive leads many large corporations to sponsor
widespread organized research, dirccted toward the discovery of
new devices or procedures that will improve the efficiency of produc-
tion. In these cases the pecuniary calculus of the price system is help-
ful in working in the direction of social well-being.

It is said that this calculus also tends to encourage types of
activity that interfere with the fullest promotion and usc of new
inventions. It is sometimes profitable for business concerns to buy
up and suppress useful inventions that might otherwise give some
competitor advantages over them, or make their existing plants
obsolete. Critics have made much ado over this business of suppressing
inventions. Schumpeter, however, argues persuasively that the prac-
tice is not as bad as it has been represented, for it would be a social
waste to scrap expensive existing equipment as soon as a better device
has been discovered. Even a socialistic society would find it wise to
hold many improvements in abeyance until existing equipment had
worn out. The fact that the largest corporations are the ones that

8F. W. Taussig, Inventors and Money Makers (1915).
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have the most extensive laboratories is evidence that they are on the
whole more interested in promoting technical progress than in sup-
pressing it.?

The patent system, which gives to an inventor (or to his financial
backer) the exclusive right to control the use of an invention for a
fairly long period of years, undoubtedly encourages technical pro-
gress by assuring to the exploiter of the invention the potential profits
which may come from its use. At the same time it encourages monop-
olistic exploitation of the invention at the expense of the consuming
public. The power of many monopolies rests very largely on the ex-
clusive control of basic patents that is made possible by our patent
system. Here the price system is being manipulated to bring unearned
incomes to the monopolists, at the expense of the general welfare.
Some reform of our patent laws is nceded to make this abuse im-
possible.

SUMMARY OF LEAST COST PRINCIPLES

From the foregoing account of the various conditions on which
the attainment of efficiency in industry depends, a large number of
detailed criteria of social economy might be derived. One criterion
could be formulated concerning the form of organization that is most
appropriate, another concerning the size of organization, and still
another concerning the combination of separate establishments in
some form of integration. Likewise there might be separate criteria
concerning each phase of industrial management, such as the selec-
tion of executives, the laying out of plants, the scheduling of opera-
tions, the prescribing of standard tasks, the supervision of workers,
and the selection, training, remuneration, and promotion of employ-
ees. A long list of such criteria would be more appropriate for a
treatise on industrial organization and management than for the broad
economic study with which this book is concerned. Therefore, I
have thought it advisable to condense the findings of the above dis-
cussion into five general principles, which are to be regarded as sub-
divisions of the broad principle of least costs. These principles, which

9 Joseph Schumpeter, Capitalism, Socialisin and Democracy (1942), Chap.
VIIL
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were already stated in Chapter One, are repeated here by way of
summary. They are as follows:

The principle of optimum industrial organization is intended to
sum up what was said above about the form that industrial establish-
ments should take, the scale on which they should be organized, and
the relationships of independence and combination that should exist
among them. It states that each industry should be organized in the
form, on the scale, and with the degree of integration that promotes
the greatest efficiency of production.

The principle of optimum output concerns the quantity of goods
that should be produced in each separate plant. It states that the out-
put of each plant should be kept as close as possible to the point of
lowest average costs.

The principle of efficicnt management is intended to cmbody the
various considerations on which the internal efficiency of a produc-
ing establishment depends. It states that industrial establishments
should be directed by the most competent executives, and should
use the most efficient methods of management.

The principle of factorial combination states that the factors of
production should be combined in such a way as to minimize the use
of those which require the most sacrifice, and to maximize the use of
those which require the least sacrifice,

Finally, there is the principle of technical progress, which states
that there should be social institutions for the promotion of progres-
sive improvement in industrial products and techniques.

LEAST COSTS IN CAPITALISM AND COLLECTIVISM

It should be clear from the foregoing analysis that the institutions
of capltalnsm lend themselves in various ways to the reduction of pro-
duction costs to a minimum. The influence of competition, which
tends to force prices toward an equality with the optimum costs of an
optimum firm, imposes certain standards of efficiency on business
enterprises and penalizes inefficiency. At the same time the institution
of business profits gives each business an incentive to seck progressive
reductions in costs in order to obtain a margin of gain between costs
and the prices prevailing in the market.
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On the other hand, there are certain weaknesses in a capitalistic
social order that make for inefficiency, with the result that costs in
industry generally are probably higher than they need to be. The
selection of industrial leaders and the attainment of efficient forms of
industrial organization by a process of trial and error involve much
waste because of the high percentage of business failures that results
from the errors. The average level of managerial ability in contempo-
rary industry is not very high, and the methods of management that
prevail are far from coming up to the standards of efficiency that
have been made available by expert study of managerial problems.
Costs to producers at later stages and to consumers are made higher
than they ought to be by monopolistic prices exacted at some stage
or other of production. The exclusive possession of patents and trade
secrets prevents the most widespread possible use of the most efficient
methods in some lines of industry. To this must be added the restric-
tions practiced by labor organizations, which make labor costs higher
than they should be. Competition encourages a multiplicity of busi-
ness enterprises which often works against the principle of optimum
industrial organization and causes wasteful duplication of plant fa-
cilities. To these impcrfections must be added the waste of predatory
activities in many phases of business that add to costs because they
are activities which have to be paid for, even though they do not add
anything to output.

Notwithstanding these serious faults, the capitalistic system has ac-
complished marvels in reducing production costs. This could be illus-
trated by thousands of different examples. One of the most conspicu-
ous of these is the modern automobile, which is a far better product
than its predecessor of even ten years ago, and yet which is sold at a
relatively much lower price. The same is true to a greater or less
degree in almost every category of goods—clothing, home furnish-
ings, transportation, radios, motion pictures, and to some extent even
foodstuffs. The net result of it all is a progressive increase in national
real income over the last century that is truly phenomenal. This is by
all odds the greatest achievement of capitalism. The capitalistic order
meets the test of least costs better than it does any of the other criteria
of social economy.
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The most serious economic question that can be raised concerning
the possibilities for success of a collective social order concerns the
criterion of least costs.!® Critics of socialism doubt whether it can
offer any incentives to efficiency that will prove as effective as the
institutions of competition and private profits. They fear that bureau-
cratic red tape, politically appointed managers, unwillingness to as-
sume responsibility, the impossibility of getting rich by conspicuous
industrial achievement, and the loss of initiative that comes with as-
sured employment at comfortable wages, will reduce production to
a low level. These objections cannot be lightly disregarded.

It is entirely possible that some of these difficulties will con-
stitute serious problems for a collective order, but it should be
possible to mitigate them under wise leadership. It must not be over-
looked that people who have capacity for leadership are bound to
be born in a collective as well as a capitalistic order, and are pretty
sure to make their way to the top. Therefore, there is no reason to
think that able management will not be available to direct the collec-
tive enterprises. It is doubtful whether the problem of burcaucratic
red tape will be any more serious than it is today in some of our giant
industrial corporations. This problem will be less serious as the ap-
plied sciences of government administration and industrial manage-
ment develop approved techniques for efficient direction of large
political and economic organizations. The stimulating influence of
competition need not be entirely absent from a collective order.
Socialized enterprises can be encouraged to compete with each other
in the improvement of products and the reduction of costs. If ad-
ministrators are paid on the basis of their performance in respect to
these two matters, there will be plenty of incentive for efficiency,
without the extreme inequality that now prevails.

A collective order offers certain possibilities for efficiency that do
not exist in the capitalistic system. The greatest of these is centralized
planning of the economic process as a whole. Some measure of such
planning is possible of achievement without a complete departure

10 The political question of civil liberties is possibly even more serious, but
it lies outside the scope of this study. It is well posed in F. A. Hayek’s The Road
to Serfdom (1944), Herman Finer's The Road to Reaction (an answer to
Hayek, 1945), and Barbara Wootton’s Freedom Under Planning (1945).
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from capitalistic institutions, but it would certainly be much easier of
accomplishment in collectivism. By means of such planning, indus-
trial establishments could be organized in the optimum way without
the extravagantly wasteful process of trial and error that now pre-
vails. Trial-and-error experimentation would only need to be carried
on in small sample establishments, and when the most efficient organi-
zation had been ascertained by this means it could be applied gener-
ally to industry, so that all establishments would be efficiently organ-
ized. The same would apply to the details of management, so that the
level of managerial efficiency throughout industry could be kept
fairly well abreast of the most approved methods. There would be no
curtailment of supplies and artificial boosting of costs by monopolies.
Patents and trade information would be the property of the com-
munity and would be made available to all producers as soon as their
advantages were proved. Predatory activities that now engage the
energies of a great number of persons in the business world would be
abolished, because there would be no further opportunities for the
manipulation of corporate finances, the adulteration of goods, high
pressure sclling, flamboyant advertising, unfair methods of competi-
tion, and so on. There would be no further occasion for the wasteful
duplication of plant and for the expenditure of huge sums in com-
petitive advertising. Finally, there is reason to believe that the pro-
motion of technical progress would be as great as it is in the present
order, if not greater. Research and invention are no longer the prod-
ucts of individual geniuses, working on their own resources, but are
largely a matter of organized laboratories financed by large corpora-
tions. The statc could carry on rescarch in the same way on a much
larger scale, and introduce its findings throughout industry as soon as
their advantages were demonstrated.

On the other band, collectivism, by itsclf, offers no assurance that
individuals of aggressive and antisocial tendencies will not be born.
Since such people will be present, they will endeavor to find some
outlet for their selfish impuilses. If the economic environment does
not offer a suitable outlet, they may find it in political activity. A
political career may provide an abundance of opportunities to pro-
mote their own interests at the expense of the masses. So a collectivist
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society may find, in its political leaders, the same predatory exploiters
that now plague our economic institutions.

It is impossible to weigh these relative advantages and disadvant-
ages of capitalism and collectivism in this matter of least costs quanti-
tatively. Therefore it must remain a matter of judgment as to which
way the balance between the two systems would be tipped in respect
to this criterion. I am inclined to the view that collectivism offers a
superior method of organizing production, and therefore would
prove even more efficient than capitalism in achieving abundance of
output. Many persons regard collectivism as primarily a proposal
for reform of income distribution. It does offer distinct advantages
in that respect, but it also merits serious consideration as a proposed
means of achieving a better system of production, and in the end this
may prove to be a decisive factor in determining its success or failure,



CHAPTER NINE

Market and Normal Prices

THE CORRECTIVE ACTION OF PRICES

The central problem of this study is to explore the possibilities and
limitations of the price system as a guide to social economy. Hereto-
fore the discussion has been concerned mostly with the normative
tendencies of that system without taking account of the fact that
prices do not actually conform to their normals. They are in a state of
continual fluctuation, in the course of which they sometimes depart
very widely from their positions of normal equilibrium, This chapter
will deal with these fluctuations and attempt to appraise their sig-
nificance.

In an unplanned economy the price system works partly by antici-
pation and partly by correction after the event to promote an
cquilibrium between the demand and supply of cach product, and
thus to establish a general equilibrium in the cconomy as a whole. It
depends upon enterprisers to anticipate the prospective state of the
demand for each good and the probable conditions of the supply. In
doing this, the enterprisers are governed by their past experience, and
by the visible evidences of likely change in the future that they are
able to discern. In so far as they are successful in their forccasts, the
prices of the products will conform to their normals, and a general
equilibrium will prevail throughout economy. In view of the uncer-
tainties that are bound to affect the situation, and the lack of coordi-
nation among the many competing firms, full success is not to be ex-
pected, and it is seldom (if ever) achieved in the case of any single
good, not to mention the whole complex of economic processes. As a
result of the various errors that are bound to occur, there will be a
greater or less amount of unbalance in the conditions of demand and
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supply. When such unbalance occurs, the price system sets certain
corrective forces in motion. This works as follows: If the effective
demand exceeds the effective supply in a given case, the price of the
good concerned will rise, and this tends to curtail the demand and to
stimulate the supply, thus restoring a balance between them. If the
effective supply exceeds the effective demand a reverse reaction oc-
curs. Price falls, production is discouraged, and consumption is en-
couraged, until balance is restored. As a result of these corrective ac-
tions, the movement of any price over a period of time could be
plotted as a zigzag curve, fluctuating about a straight line repre-
senting the position of normal equilibrium,

To the extent that normal prices are (or can be made to be) an
indication of optimum economic arrangements, any deviation of
prices from their normals is a departure from the conditions of maxi-
mum social economy. If the deviations are slight, and quickly cor-
rected, this departure is not serious; but if they are great, or long
sustained, or both, it is serious. An economic process that fluctuates
violently in spasmodic flops of error and overcorrection will suffer
from much waste, unemployment, and general instability. It will not
conform to the criteria of social economy, and it will not make for a
strong social group. Therefore, the relations between market and
normal prices constitute an important economic problem.

Some of the critics of neoclassical economics argue that in the ac-
tual world there are so many interferences working against the nor-
mative tendencies of the price system that the latter are almost com-
pletely nullified. Hence they believe that the whole theory of normal
price has no pertinence for the world of reality; it is a mere intellec-
tual plaything for academic theorists.

If this criticism were sound there would be no order whatever in
the price system. Prices would be a perfect chaos, and it would be
impossible to make any generalizations about them. Fortunately it is
not sound. There is a pattern in the arrangement of prices, and a con-
sistency in their movements (as in all the phenomena of the universe)
which permits of scientific analysis and the forming of generaliza-
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tions. There are three evidences of this orderliness in the price sys-
tem.

In the first place, although the prices of many goods appear at
first glance to fluctuate erratically, it can be obscrved that each
has its characteristic range of movement. This is shown by the fol-
lowing table, which gives the highest and lowest prices that were
quoted in New York for a number of staple commodities during a
certain six months period:

Commodity Highest Price Lowest Price
Cotton (per pound) $ 1525 $ .1236
Wheat (per bushel) 1.61 1.34
Cocoa (per pound) 1320 0695
Pork (per 200 Ib. bbl.) 32.37 27.00
Beef (per 200 Ib. bbl.) 24.00 17.00
Iron (per ton) 25.76 22.76
Copper (per pound) 17 a2
Standard tin (per pound) 6575 4955
Rubber (per pound) 2694 .1848

Obscrve that cotton prices moved within a range of 12 to 16 cents,
wheat between $1.34 and $1.61, tin between 49 and 66 cents, and so
on. This behavior suggests that there is a predominating force ope-
rating upon each commodity that pulls it toward a central position,
from which the lesser forces that cause it to fluctuate up and down
are unable to move it by more than a moderate amount. This supports
the theory that each price tends toward a certain normal position.

In the second place, if the movements of a particular price over a
period of years are recorded as a time series and plotted as a curve,
at least three types of change can be clearly observed; namely, cer-
tain small day-to-day fluctuations, somewhat longer waves moving
upward or downward over periods of a few months or years, and
long secular trends which may move upward or downward, or both,
in the course of a decade or more. The very fact that such move-
ments can be observed in a vast number of cases is proof that there is
order in the system of prices. The problem of the theorist is to reveal
the nature of this order, by untangling the several forces which are
responsible for these different types of movement. This is what the
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theory of market, short, and long period value tries to do. The lines
of secular trend presumably represent changing normal prices; the
lesser waves are short-period adjustments to changes in the condi-
tions of demand or supply; and the jagged, irregular saw-teeth are the
day-to-day fluctuations of market prices.

In the third place, if there were no order in the price system, a
composite chart showing the movements of many prices would be a
chaotic conglomeration of lines in which no pattern could be ob-
served. The fact is, however, that such a chart does show a distinct
pattern of change. In Frederick C. Mills’ voluminous study of hun-
dreds of wholesale commodity prices, covering the years 1896 to
1913, he found that if the prices were converted to relatives with a
common base year as the starting point, their subsequent movements
diverged in such a way that their trend lines could be plotted in the
form of a fan, as seen in Figure 12.! Various other statistical manipu-
lations in Mills’ study, as well as in those of other writers, give further
evidence of order and consistency in price behavior.

These proofs constitute convincing evidence that prices are not
just a meaningless conglomeration, but a system whose characteristics
can be described in terms of scientific generalizations. Whether
the neoclassical theory is a correct explanation of price behavior may
be debatable, but there can be no doubt that valid generalizations can
be made. For my own part, I am convinced that the neoclassical ex-
planation is substantially correct as far as it goes, and I feel supported
in this belief by the fact that no other theory which is at all consis-
tent with the observed phenomena has yet been offered. Mills’ care-
ful and exhaustive empirical study has not revealed any different ex-
planation, and neither have the investigations of any other inductive
workers.

However, it is a fair criticism to say that neoclassical theorists are
often so preoccupied with the normative tendencies of the price sys-
tem that they do not pay enough attention to the market and short-
period fluctuations. Granted that the normative tendencies dominate
price movements, the departures from normal are nevertheless facts
which play a significant part in the functioning of the economy.

1 Frederick C. Mills, The Behavior of Prices (1927), p: 68.
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They must not be ignored or slighted. They are of particular im-
portance for the problem of this essay because the price system as a
guide to social economy must be judged not by its normative ten-
dencies alone, but by its actual performance. Even if the normative
tendencies represented the optimum arrangements for the economy
(which they do not, as the discussion of the preceding chapters has
shown), if the system in fact is continually deviating appreciably
from its norms the optimum would not be attained.

There are two types of price movements that must be clearly dis-
tinguished if confusion of thought is to be.avoided.

One is a general and simultaneous movement of all prices in re-
sponse to some tidal force that affects the whole economy profound-
ly. Sometimes the force is of a violent character that causes a drastic
upheaval—for instance, a war, a political revolution, or a runaway
money inflation. At other times it may be more gradual and orderly—
for instance, the steady expansion of money and credit that has oc-
curred in the twentieth century as a result of increased production of
gold and the increase of banking facilities. In either case, the result
will be a movement of the general level of prices upward or down-
ward. This movement is not the result of changes in the relative con-
ditions of demand and supply of particular goods, but of some in-
fluence affecting the value of the money unit in terms of which
prices are expressed.

The second type of price movement is that which results from
changes in the conditions of demand or supply for particular goods,
the general state of the economy as a whole, and of the price level,
being otherwise unchanged. For example, a change in fashions or the
invention of new products will alter consumers’ demands for certain
goods; or, the discovery of a new oil deposit or the invention of a
new manufacturing process will change the conditions of supply for
certain commodities.

Price movements arising out of cyclical business fluctuations are
intermediate between these two types. They result partly from mon-
etary inflations and deflations which change the level of prices, but
they are also characterized by shifts in the demand for, and changes
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in the supply of, particular commodities. Furthermore, the two types
of price movement are not separate in time; they are always at work
and are therefore intermingled. Nevertheless they must be separated
for purposes of analysis, if the phenomena are to be understood.

These two types of price movement present problems of a differ-
ent kind for the applied economist. It is relatively easy for an economy
to adjust itself to changes in the demand or supply of particular
commodities, since usually only a few commodities are affected at
one time, so that the general balance of the system is not seriously
disturbed by them. Changes of the morc general sort are less easily
dealt with, because they atfect the entire economy, and frequently
they upset it seriously. It is fairly obvious that different measures may
be needed for dealing with these two different types of problem. The
spontaneous adjustments of the price system are capable of handling
isolated particular changes in the economy fairly well. They can also
make the needed adjustments to general changes if the latter are
gradual and moderate; but the price mechanism is entirely inadequate
for dealing with drastic general changes, such as those caused by war
and marked cyclical fluctuations.

The mechanism by which prices effect a readjustment of produc-
tion and consumption when there is a change in the conditions of de-
mand or supply for particular goods is well described by the neo-
classical theory, and can be shown clearly by demand and supply
diagrams of the familiar type. Consider, for instance, the drawings in
Figure 13. Here we suppose that consumers are changing their dietary
habits as a result of the modern emphasis on vitamins, so that they
eat less of the starchy vegetables and more of the green variety. Ac-
cordingly there is a decline in the schedule of demand for wheat
flour and an increase in that for lettuce. The original schedules of
demand are shown by the curves DD in the two drawings, and the new
schedules by the curves D’D’. It is assumed that the prices of both
commodities are in their positions of normal equilibrium before the
change in consumption takes place. This is shown at P, where mar-
ginal demand-price, marginal cost (represented by the curve S,.),
and optimum cost (represented by the curve S,) all coincide. In the
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case of wheat flour: when the schedule of demand falls to the posi-
tion D’D’, since the production is temporarily geared to the output
04, the market price will fall temporarily to Q, because this is all
that can be got for the current output under the new conditions of
demand. Since this is far below the costs of production, this price will
not long prevail. Output will soon be reduced to OB, and price will
move up to R, where marginal demand-price coincides with marginal
costs. This is the short-period price that will prevail until such time
as existing equipment in the industry is worn out or converted to

Y Y

m Sy

0 C B A 0
WHEAT FLOUR LETTUCE

FIGURE 13. Adjustment of Supply to Changing Schedules of Demand

other uses. This equilibrium is only temporary, because the price
does not cover the average unit cost of production. Hence there will
be withdrawals of labor and capital from the industry until, the out-
put having shrunk to OC, price rises to T, where marginal demand-
price, marginal cost, and optimum cost all coincide. This is a new
position of normal equilibrium in which production has been fully
adjusted to the decline in consumption, and balance has been re-
stored. In the case of lettuce a similar sequence of changes takes place,
but in the opposite direction. The original normal price is at P.
When the schedule of demand increases from DD to D’D’, market
price tends upward toward Q, then drops to R as output expands
from 4 to B. Since this price is above average costs, producers are
making profits, which induce an increase in capacity sufficient to in-
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crease the output to OC. At this point price falls to T, and equili-
brium is again restored.?

"The mechanism of adjustment to a change in conditions of supply
is very similar, except that here the schedules of marginal and opti-
mum costs will shift downward or upward, as the case may be, while
the schedules of demand remain unchanged. Prices will move through
a sequence of market, short-period and long-run changes in much the
same way as in the preceding examples.

If we could assume that demand was a fair indication of social
needs, and costs a correct measure of social sacrifices, then all the
changes involved in the above processes of adjustment would be con-
ducive to social economy. When the demand shifts from flour to
lettuce, the immediate changes in the market prices of these com-
modities reveal that production is no longer in balance with consump-
tion. The ensuing changes in short-period and long-run prices tend
to turn both consumption and production in needed directions, and
at each stage the equilibrium reached is the best position for the econ-
omy under the existing circumstances. In the first reaction, the shift
of demand has caused an excess of flour and a shortage of lettuce;
hence the consumption of flour should be encouraged temporarily
in order that it will not be wasted, and too much use of lettuce should
be discouraged while there is a deficiency. At the same time, produc-
tion of flour should be curtailed, and that of lettuce increased. The
low market price of flour and the high price of lettuce help to ac-
complish all these things.

It is desirable to pass from this temporary situation of maladjust-
ment to onc of complete rebalance as quickly as possible; but wheat
farms and flour mills cannot be converted directly into truck farms,
refrigerator cars, and other facilities for getting lettuce to market
in fresh condition. Therefore it is wise to make such use of existing
facilities as is economical during the period of transition. The short-
period equilibrium helps to accomplish this, by bringing production

21f there are any readers who are not familiar with this mechanism of adjust-
ment and the diagrams used to illustrate it, they are more fully explained in my
Principles of Economics; a Restatement (1941), pp. 363-370.
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in each case to the place where marginal demand-prices equal mar-
ginal costs. The available resources are thus used up to the point
where the final increment of utility just compensates for the sacri-
fice involved. This fulfills the principle of surplus utility. It is the best
adjustment that is possible so long as there are productive facilities
for producing wheat and flour that are not yet worn out, and so long
as the facilities needed for producing lettuce in sufficient quantities
are not yet fully developed; but the fact that the price of flour is
still below optimum average costs, and that of lettuce above such
costs, shows that there is still a misallocation of resources.

The price mechanism works to bring about a correct reallocation
eventually. Since the price of flour is below optimum avcrage costs, it
does not suffice to pay the ordinary returns to investors in that in-
dustry; hence there will be a gradual withdrawal of investment from
it. Profits in the lettuce industry will be more than normal; hence
there will be further expansion there. This goes on until price equals
optimum costs in both industries. Here utility is maximized, for the
factors of production are now yielding the same return in both in-
dustries. The principle of opportunity costs has now worked out its
full effects, and the conditions for maximizing social economy are
attained.

This analysis leads to the conclusion that, provided demand and
cost schedules can be made to reflect social utilities and social sacri-
fices along the lines suggested elsewhere in this essay, the mechanism
of price fluctuations tends to correct errors in the allocation of re-
sources by setting in motion forces that bring production into bal-
ance with demands.

However, we must not overlook the fact that this mechanism
works by the correction of errors after they occur. It will prevent
them only so far as producers, having suffered from previous mis-
takes, learn by experience to avoid similar blunders in the future.
They can do this only to the extent that it is possible for individual
enterprisers, acting independently, to anticipate correctly the prob-
able conditions of consumption and production in their industries
far enough ahead to provide the right amount of plant, and to train
and employ the right amounts of labor. In a roundabout process
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where production is spread over a fairly long period of time, and in
an economy of substantially free enterprise where there is no cen-
tralized direction of production or control over enterprisers’ de-
cisions, this is a pretty large order. Therefore the question still arises,
whether it would not be better to have a system in which the need
for readjustments in production cannot be seen far enough in ad-
vance so that maladjustments will not have to be corrected after the
event. This is the general problem of economic planning that will be
considered in Chapter Eleven.

SOME OBSTACLES TO ADJUSTMENT

Whenever there occurs a change in the conditions of demand and
supply that requires a reallocation of resources, if it has not been
foreseen far enough ahead to prevent maladjustment, it is desirable
that readjustment be accomplished as speedily as possible, in order
that error may ot be unduly prolonged. However, the mechanism
of price correction described above shows that the process of cor-
rection must go through several stages. In the complex economies of
the modern world, with their clongated vertical structure of produc-
tion and their durable specialized equipment, a shift from one
product to another cannot be accomplished all at once. It took the
Ford Motor Company several months to convert from the old Model
T to the gearshift type of automobile. If it takes so long to change
from one design of product to another within an industry, how
much longer it must take to shift labor and capital into an entirely
different industry! Yet this is what must happen when new products
supplant old ones, as the automobile replaced the horse and carriage
and plastics are to some extent replacing other materials. Where a
long succession of vertical processes is involved, so that mines must
be developed, ships provided, or new factories constructed several
stages prior to the making of the final product, a considerable time
may have to elapse before production of the latter can be appreciably
increased.

The reduction of plant capacity in a declining industry may be
equally slow of accomplishment. The equipment used to produce the
old product may be very durable, and it may be so specialized that it
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cannot be converted to other uses. Rather than waste this resource
by scrapping it, it is better to use this resource for what it will bring,
and the short-period adjustment of the price system tends to ac-
complish this by yielding the out-of-pocket costs of continuing to
operate; but complete readjustment requires that plant capacity in
the industry be reduced. This must wait until the old equipment
wears out. As this happens the equipment will not be replaced (be-
cause the low prices prevailing for its products will not justify the
investment) until capacity has been reduced to the point where there
is no longer an oversupply. Then the prices will rise enough to yield
the normal rate of return on investments in the industry, so that
enough new equipment can be provided to meet such demand for
the products as may still exist. If the demand fades out entirely,
prices will fall gradually to zero, and the industry will slowly dis-
appear, because no new investments in it will be made. The very
description of this process of readjustment shows that it may require
a fairly long period of years. So, both in the creating of new equip-
ment and the scrapping of old, there is a lag in the adjustment of
plant capacity to changes in the demand for finished goods.

The redirection of labor also takes time. For instance, if a machine
is invented for doing the work formerly performed by skilled
workers, there will be for some time a surplus of these men. Trained
for a particular task, they do not readily find employment at good
wages in other occupations; consequently they may hang on in the
old market, creating a situation of oversupply that depresses their
earnings to low levels. Here is durable human equipment of a special-
ized character that cannot quickly be reduced in quantity. The price
system works to reduce the excess by discouraging young persons
from entering the declining trade, but it works in a coldly mechan-
ical way that ignores the human problems involved. The guidance of
prices should therefore be supplemented in cases of this kind by a
program of retraining and relocation under the egis of the govern-
ment.

Another cause of delay in the accommodation of production to
changing conditions is the difference in the ingenuity and alertness
of different enterprisers. Some business men sense impending changes
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and make adaptations thereto much more quickly than others. Those
who are slower retard the process of adjustment. Likewise new
methods or devices in industry are first introduced by some enter-
prising firm, after which they spread slowly, by imitation, to the
others, If the device is protected by a patent, this spreading to other
firms may be long delayed. In any case there is a considerable lag of
adjustment for the industry as a whole.

In the interest of social economy all these lags should be shortened
as much as possible. So long as any maladjustment remains there is
some social waste. It is therefore desirable to develop institutions that
will foresee the need for changes long enéugh ahead to prevent any
maladjustment from occurring, and, where this is not possible, to
make corrections with a minimum of delay. The normative price
system in the setting of existing institutions falls far short of perfec-
tion in this regard.

The correct adjustment of supply to demand is difficult in a
system where the deccisions about production are made by many
different enterprisers acting independently of each other. It would
be a miracle if the total output of any good was just right, when
each firm acts with only vague ideas of what the plans of other firms
are. If each industry remained stable, so that production was fairly
regular from year to year, there probably would not be much error
from this cause, because each producer would soon learn by experi-
ence what part of the market he could depend upon, and would
govern his behavior accordingly; but where demands are rising and
falling, and new devices and methods are being introduced into first
this establishment and then that, the lack of central guidance becomes
more serious. If the demand for a certain product is increasing, each
enterpriser seeks to take advantage of it by expanding his operations.
Errors of optimism are likely to be made, whereupon it is presently
discovered that the industry is overdeveloped. Then when the over-
supply causes the market price of the products to drop below nor-
mal, so that many or all firms will suffer losses, there may be errors
of pessimism which will lead each to contract his operations to the
point where total production will fall short of the demand. A de-
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clining demand is likely to lead to a similar series of mistakes, in re-
verse order. The greater the number of producers in an industry,
the greater is the likelihood that serious mistakes will be made in this
way. Agriculture, before the days of governmentally sponsored crop
control, when thousands of small farmers planted their crops in
almost complete ignorance of what their competitors elsewhere were
doing, offers a flagrant illustration of this kind of thing. As a result
of this kind of situation, the price system in a competitive economy
works by fits and starts. Its process is one of trial and error, with em-
phasis on the error.

This difficulty, as well as the problem of time lag, could be met to
some extent by measures of two sorts. For one thing, a means could
be found for the gathering and dissemination of full information con-
cerning consumption, productive capacity, current operations, and
projected programs in each industry. Secondly, codperation could
be promoted among the different firms to achieve centralized plan-
ning in the various branches of production. This would probably
require a general planning body for each industry to allocate pro-
duction quotas to the several plants, in accordance with the available
market for the products. Much could be done along these lines by
trade associations, cartels, and similar organizations of business men.
Something, in fact, is already being done. Needless to say, however,
if such organizations are to be permitted to plan and control pro-
duction, they will abuse the privilege by restricting output so as to
promote exorbitant prices, unless restrained. Hence the codrdination
of industry should be directed by, or at least closely supervised by,
the government. In all this the question of general economic plan-
ning by the state on a national scale again emerges.

Another cause of the deviation of market from normal prices is
monopolistic curtailment of supply. In the absence of restraint,
monopolies may be expected to limit their outputs in order to raise
prices. This will stop production short of the point that equalizes
marginal benefits and marginal sacrifices. Productive factors will
thereby be forced to seek employment in other industries, where
their social utility is less than it would be if they were employed in the
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monopolized industries from which they are excluded. This waste was
explained in Chapter Six, therefore it need not be elaborated here.
Where there are conditions of imperfect competition (such as oligo-
poly or product differentiation) that fall short of pure monopoly,
something of the snme sort occurs (although perhaps to a less degree),
for in these cases production is not carried quite to the point where the
price equals optimum average costs.

Here again we are confronted by the dilemma between the ad-
vantages of increased industrial efficiency made possible by central-
ized control, on the one hand, and the disadvantage of the anti-social
uses of monopolistic power, on the other. In continental Europe
(especially in prewar Germany) this issue has been met by the frank
encouragement of cartels. In the United States (except for the public
utilities), the general policy in this matter has been to break up
monopolies and to enforce the maintenance of competition, although
this enforcement has sometimes been only half-hearted, and the
results have been, on the whole, disappointing. Perhaps the reason
for the unsatisfactory results is that the policy is a bad one. Is it not
time to turn to the more constructive atitude of recognizing the
advantages of centralized planning and control in each industry, and
endeavoring to achieve them, while taking adequate measures to pre-
vent the abuses that concentrated power would otherwise bring?
This would no doubt require a greater measure of governmental
supervising of industry, and in the end, perhaps a general process of
socialization for at least a considerable part of production. The trend
of evolution is certainly in that direction, and for the very good
reason that it is the only way to arrive at the optimum organization
of industry without the intolerable exploitation of monopolistic
power. Here once more a collective economic organization offers
advantages over a system of free enterprise.

As government intervention in industry grows, there is an increas-
ing number of regulations that affect prices directly or indirectly.
Among the more or less direct controls are public utility rate regula-
tion, agricultural crop restriction, price maintenance laws, fair trade
practice regulations, and wartime price ceilings. Other governmental
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measures that affect prices less directly are import duties, excise taxes,
and patents, These various measures are so numerous in contempo-
rary society, and their effects are so far-reaching, that they warrant
a fuller discussion that will be given to them in the next chapter. It
will therefore suffice here to mention them without fuller descrip-
tion, and to remark that they have not been the result of any con-
sistent philosophy, nor have they been directed toward any such
logical objective as the attainment of normal prices. The result has
been that the prices affected by these measures have deviated fre-
quently (if not usually) from normal.

Governmental price regulation has a tendency to aggravate the
problem of lag in adjusting production to changing conditions. The
machinery of governmental regulation is usually cumbersome and
slow. This is well illustrated by the public utilities. A change in rail-
road rates, for instance, can be accomplished only after protracted
investigations and hearings by the Interstate Commerce Commission,
with sometimes appeal to the courts. The same applies to electric,
gas, and other rates subject to the jurisdiction of state public utilities
commissions. As a result, such rates ordinarily remain fixed for long
periods, during which they may get far out of line from normal
prices.

A number of observers have called attention to the fact that there
are marked differences in the ease with which different parts of our
economy adjust themselves to changing conditions. Therc are also
differences in the manner of their adjustment. This has its price
aspect. Some prices are flexible enough so that they move up and
down freely as conditions of demand and supply change. Other
prices are inflexible or, “sticky,” so that they change infrequently,
and usually by small amounts. The most flexible prices are those of
commoditics in the wholesale markets, especially those that are
traded in the organized commodity exchanges. These exchanges
provide elaborate machinery for the gathering and dissemination of
daily information concerning current and prospective consumption
and production, and they also offer facilities for competitive spot
and futures transactions, the details of which are immediately made
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public to all the traders on the market. The result is that the prices
in these markets are constantly in flux, changing from day to day,
and even from hour to hour. Where such facilities do not exist,
changing conditions of demand and supply are not revealed so
quickly, so that more time is required for them to take effect, and
the changes have to be more pronounced before prices will be influ-
enced appreciably. In such cases customary prices are likely to pre-
vail until the forces of change become powerful enough to compel
their revision. Other factors that make for more or less rigidity of
prices are labor unions, industrial monopolies, and the governmental
regulations that were mentioned above. Among the prices charac-
terized by relative inflexibility are real estate sales and rentals, retail
commodities, some wholesale commodities, and public utility rates.

Considerable discussion of the significance of price inflexibility
has been aroused by Gardiner C. Means, who is impressed by the
marked contrast between the two types of price behavior. He ad-
duces statistics to show that when wholesale commodity prices are
grouped according to the frequency and amount of their changes,
they form a U-shaped curve, with a large group of freely moving
prices at one end, and another large group of relatively rigid prices
at the other.* He attributes the rigidity of the second group to
monopolistic control of the commodities concerned. Monopolies, he
says, are able to “administer” their prices, and prefer to maintain
them even in the face of declining demand, rather than to reduce
them for the sake of larger sales. He feels that this policy is likely to
aggravate business depressions because, if prices are held rigid in a
period of generally falling demand, sales will decrease and produc-
tion will have to be reduced, thus causing more unemployment. The
implication is that business depressions could be made less severe if
all prices were made flexible, so that under the guidance of the price
system the economy could adjust itself quickly to cyclical change.

Subsequent investigations by other economists have confirmed the
fact that wholesale commodity prices do group themselves in the

3 Gardiner C. Means, Industrial Prices and Tbheir Relative Inflexibility,
Senate Document 13, 74th Congress, First Session, 1935. See also Caroline F.
Warc and Gardiner C. Means, The Modern Economy in Action, (1936).
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way stated by Means, but the findings of these researches demon-
strate that there is no apparent connection between price inflex-
ibility and the degree of concentration in industry.®

The phenomenon of price rigidity is not new. It can be observed
far back in time, before the period of rapid growth of industrial
combinations in this country. It even existed in the American
colonies. Hence Means is probably wrong in attributing it to
monopolistic influences. He probably would have recognized this
if he had not been preoccupied with wholesale prices; for the
tendency is quite pronounced in the real estate, labor (not only
union labor), and rental markets, where-a great deal of competition
prevails. The true explanation of it is probably to be found in the
market conditions that were described briefly above, and which need
not be further elaborated.

The question remains, what is the significance of price inflexibil-
ity? Is it a good thing for the economy to have two sets of prices, one
of which moves freely, while the other does not? If it is not good,
which kind of prices is to be preferred? In attempting to answer
these questions, it is important to observe the distinction emphasized
above between general and specific price changes. Means advocates
price flexibility as a way of lessening the severity of cyclical fluctua-
tions. He feels that if prices must move up or down because of the
impact of general disturbances in the economy, it would be better
for them all to move together, instead of only some of them. This
suggestion assumes that business cycles will continue to occur and
will continue to be accompanied by monetary inflation and deflation.
On the basis of this assumption, it might be that it would be better
for all prices to move together, instead of only some of them, in
order that the effects of the cycle will not be concentrated on a few
commodities. However, it has been argued by some writers that this
would only aggravate the inflationary and deflationary tendencies.
These writers believe that the presence of some rigid prices helps to
mitigate the general price fluctuations. Whether or not this argu-

4 A summary of the evidence on these matters is given by Alfred C. Neal in
his Industrial Concentration and Price Inflexibility (1942), especially Chapter
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ment is sound, I am inclined to think that the correct approach to the
business cycle problem is to discover its causes and eliminate them,
rather than to promote a price system that will lend itself more
readily to their movements. Certainly the presence of rigid prices in
the economy is not the cause of business depressions, nor will com-
plete price flexibility in itself avoid them. Suppose that the basic
cause of cyclical fluctuations can be removed, and the general level
of prices can be approximately stabilized. Will it then be a serious
matter for the economy if one set of prices is somewhat rigid while
another set is flexible?> We may continue to suppose that the various
measures suggested in previous chapters have been put into effect, so
that normal prices will be in conformity with the criteria of social
economy. Then, clearly, the general welfare will demand that market
prices be kept in as close conformity with normal prices as possible.
Any deviation from normals will be a symptom of uneconomic use
of resources. The most desirable situation would be one in which the
underlying conditions of demand and supply were so well foreseen
that productive capacity and output would be nicely adjusted to
consumption at all times. Market prices would then conform fairly
closely to normal prices, and would be fairly stable, because the
normal equilibrium of demand and supply is a slowly changing thing
—a secular trend over a period of years, not an irregular movement
of frequent and wide fluctuations. In such an economy relative
stability of prices would be a symptom of wise and balanced eco-
nomic planning—not one of lack of adaptability to change. The price
system would be relatively stable because it was normalized.

Does this mean that the prices in our present economy that show
the least changes are those that represent the best balance between
demand and supply? It may be so in some cases—the very cases that
have been most sharply criticized. It may well be that where indus-
tries are dominated by a few large producers, the relative inflexibility
of prices is the result of a deliberate attempt to adjust prices to long-
run considerations of demand and supply, instead of allowing them
to fluctuate widely with the temporary vicissitudes of the market. If
this is the case, we should direct our efforts toward achieving a
similar degree of stability in the rest of the economy, instead of try-
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ing to force spasmodic price movements on the industries that have
already achieved a certain measure of stability. In this argument, of
course, there is no intention to defend monopolistic prices that are
too high. My position on this has been made sufficiently clear in
other parts of this study. But it is reasonable to suppose that in-
dustrial concentration makes possible a better adjustment of supply
to demand than is attainable where there is a great number of com-
peting enterprisers

Stable prices, however, are not the same as rigid prices. Prices
should be flexible enough to move readlly when changing conditions
of demand or supply require it; but widely varying, erratic price
movements should not be necessary. It was explained above that the
movement of a market price away from its normal is a means of cor-
recting error and restoring normal conditions again. If a price is not
free to move when an error occurs, the mistake will be prolonged.
This is undesirable. Some (perhaps much) of the inflexibility of
prices now prevailing is of this kind—an obstacle to balanced ad-
justment in the economy. What we should strive for is ready flex-
ibility of prices, but with such an accurate talance between supply
and demand that wide deviations will not occur. We will then have a
resilient system that never departs very far from optimum normality,
but that adjusts itself smoothly to changes in consuming habits, pro-
ductive techniques, and other economic developments.

Given equilibrium at full employment, an increase in the flow of
money must distort the economy away from gencral equilibrium to
some extent, because new money does not enter into all parts of the
circuit flow simultaneously. It appears first at one point, and is then
gradually diffused throughout the circuit by successive transfers. So
it increases the purchasing power of those groups who first reccive it,
giving them an initial advantage over other groups which enables
the former to increase their demand for goods. The mechanism of
market and short-period price changes will induce producers to re-
spond to this increased demand. But the initial increase of demand
will not be permanent; because, as the money is passed on to other
groups, their demands will expand in like manner, and so on for each
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successive recipient. The series of increases will grow smaller as the
flow of new money becomes more generally diffused, until it is even-
tually swallowed up in an increase in the level of prices throughout
the system. The net result will be that, after the full effect of the
monetary increase has had time to work itself out, everyone will have
slightly more money income than before, and both prices and pecuni-
ary costs will be slightly higher, but the general relations of demand
and supply throughout the economy will be the same as before. From
this it appears that an increase in the monetary circulation tends to
twist the economy away from a position of general equilibrium tem-
porarily. It is a disturbing factor that works against the maintenance
of social economy.

A decrease in the money flow will disturb the balance of economic
relationships similarly, but in the opposite direction. There will be a
decrease of demand in the industries from which the money is first
withdrawn, and these industries will be abnormally depressed until
the shrinkage in monetary circulation has been compensated by a
general fall in prices.

Any change in the flow of money is likely to bring about some dis-
turbances of this kind; and if the changes are large, there is likely to
ensue the more serious sequence of events that is commonly associated
with general inflation or deflation. Many of these effects arise directly
out of the fact that the incidence of the change is concentrated, so that
it is felt at specific points in the system before it is generally diffused.
In an inflationary boom, newly created credit nearly always con-
tributes to the overexpansion of certain industries—such as railroads,
automobiles, or office buildings, to mention three that have figured
conspicuously in American business depressions. The impact of defla-
tion is similarly localized in its beginnings. Time lag and differing
price flexibilities are also factors here. Monetary expansion or con-
traction affects wholesale prices sooner than retail, and profits sooner
than wages. All this strains and twists the economy and prevents the
maintenance of that general equilibrium which it is the function of the
price system to promote and preserve.

Even in periods of unemployment, the pumping of new money
into the circuit flow for the purposc of creating new demand to
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absorb the unemployed can be expected to cause some of these diffi-
culties. I cannot accept the Keynesian idea that such pump priming is
not inﬁationary, because the effects on output are almost certain to
lag behind the increase in money, so that there will be some rise in
prices (and that, in my terminology, is inflation). Moreover, the inci-
dence of this injection of currency is sure to be uneven, leading to
some distortion. These considerations reinforce the doubts, expressed
in Chapter Seven, concerning the wisdom of deficit spending as a
remedy for unemployment.

THE PRICE SYSTEM IN DRASTIC GENERAL ECONOMIC CHANGES

It has already been stated that the apparatus of market, short- and
long-period price adjustments is fairly adequate to deal with changes
at specific points in the economic process, though not without some
lag. If a particular demand schedule shifts, the ensuing price changes
will bring about the needed expansion or contraction of production
in the affected industry or industries. If costs are reduced by improve-
ments in the technique of production, or raised by the growing
scarcity of a certain factor of production, a fall or rise in the price
of the commodity concerned will bring about reactions on the part
of both consumers and producers that will effect a new balance
between them. And if a particular error has been made by enterprisers
in anticipating demand and adjusting their production to it, the result-
ing deviation of price away from its normal will sooner or later
correct the mistake. So long as the need for such adjustments arises
only at scattered points in the economy, so that each change is inde-
pendent of the others,’ the necessary corrections will take place with-
out serious disaster, even in an unplanned, competitive economy. Ac-
commodation can be made in this manner to even basic evolutionary
changes in the economy as a whole, provided they are gradual enough.

5 According to the theory of general equilibrium, each price is dependent in
greater or less degree on the others. A change at one point in the economic
process must, therefore, have repercussions throughout the cconomy. However,
the effects of a change that is specific, and local in its origin, will be felt seri-
ously only in those parts of the economy that are close to the point of impact.
As we get farther away from that point, the effects will be so diffused as to

become negligible, just as the ripples caused by throwing a stone into a lake
become smaller and smaller as they spread in ever widening circles.
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It is quite the opposite, however, with changes of a more drastic
character. The price system is not adequate to accomplish even an
approximate general equilibrium when sweeping, rapidly moving
forces are set loose which affect much or all of the economy simul-
taneously. Wars, revolutions, and severe inflations or deflations putin
motion forces of this kind. Consider, for example, the case of war.

Modern war is fought with equipment quite as much.as with men,
and its outcome depends even more on the quantity and quality of the
ships, airplanes, tanks, and artillery employed than on the number of
soldiers in the opposing armies. Hence the conduct of a war requires
the transfer of a large part of the productive power of a nation from
peace goods to war goods, and where there has not been adequate
preparation in advance, this transfer may have to be accomplished
very rapidly. At least half of the total production may have to be so
converted within a few months.

If this conversion were left for the spontaneous price system to
work out, the sequence of causation would be as follows: The govern-
menc would enter the market in competition with consumers for the
output of the nation’s industry. By taxation, borrowing, and probably
more or less inflation of the currency, it would secure the funds that
it needed to make enormous purchases of war goods. The market
prices of such goods would rise far above their normals, and this
would stimulate production in the war industries. A considerable
transfer from peace to war goods would take place. However, the
shifting would be checked to some extent by two circumstances. In
the first place, producers would hesitate to construct and equip new
plants for making war goods because of the fear that the demand for
the output of these plants would be only temporary. It would not pay
them to make the huge investment in durable equipment that would
be needed unless there was some special guarantee, in addition to the
inducement of present high prices. Besides, they would not wish to
sacrifice their established markets by cutting down drastically their
output of goods for civilian consumption. These influences would
retard the process of conversion. In the second place, the price system
would not necessarily bring about a sufficient restriction of con-
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sumers’ demand. If the war were paid for entirely by the taxation of
consumers and by investment of voluntary savings in war bonds on
their part, there would be a reduction in consumers’ expenditures by
precisely the amount of the government’s purchases of war goods.
There would then be a drastic shift in the direction of demand which
would cause a terrific drop in the prices of consumers’ goods, and a
corresponding rise in the prices of war goods, both of which would
stimulate the process of conversion. But to the extent that the war was
paid for by inflation (some of which seems to be inevitable in modern
war financing), consumers’ money incomes would rise as the newly
created currency was paid out to war workers, so that the consumers
would be in a position to bid more and more for the goods which they
customarily used. As a consequence the prices of such goods would
rise above their normals, along with the prices of war goods. Con-
sumers would thus be competing against the government for the
available resources, so that production would be pulled simultaneously
in both directions. Consumers would get many non-essential goods,
and the diversion into war goods would be considerably hindered. In
this scramble for resources, money costs would rise; but as there
would be fresh acts of inflation on the government’s part as long as the
war continued, market prices would keep on going up, and prices
would never arrive at a normal equilibrium until the conflict came to
an end. This inflation would be accompanied by all the disturbances
arising from the uneven incidence of the newly created money.
Profits would soar at the expense of wages, debtors would prosper
while creditors were ruined, and chaos would prevail in many mar-
kets. The prices of many necessities would become prohibitive for the
poorer people. The process of adjustment involved in the response of
individual consumers and producers to price changes is too slow and
tortuous to guide an economy through so drastic an upheaval. A
natural price system would fail signally to do the work required of it.
Hence governments in such circumstances have found it necessary to
supplement the price mechanism by extensive systems of price con-
trol and rationing. These controls will be discussed rather briefly in
the next chapter. The problem of wartime guidance is only men-
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tioned here as an illustration of the inability of a spontaneous price
system to cope with rapid and sweeping economic changes.

The reconversion of industry to peace goods after a war presents
a very similar problem. Here there is a sudden let-down in the
demand for war goods that is not necessarily compensated by a cor-
responding increase in the demand for peace goods, because civilians
may find their sources of income cut off by dismissal from war
factories and from the armed services. As a result, the economy may
find itself bogged down by a general reduction of demand, which
precipitates a business depression. The spontaneous reactions of
prices may be able to correct this condition in time. As the level of
prices falls because of the shrinkage in the circuit flow of money
associated with reduced employment, the prices of war goods (for
which the demand will now have dropped almost to zero) will go
down most, so that the production of such goods will be stopped
almost completely. Some demand for civilian goods is bound to con-
tinue, so that their market prices will not drop quite so far. Mean-
while the idleness of labor and capital will eventually bring wages
and interest down to the point where pecuniary costs will fall below
the prices of those goods for which the demand has been somewhat
sustained. This will encourage expansion in those industries until a
point of equilibrium between production and consumption is
reached. Meanwhile the increased employment in those industries
will enable wage-earners to buy more of other goods, so that pros-
perity will gradually return to other industries. In this way the
economy will work slowly back toward a new position of general
equilibrium and full employment. But in the meantime it will have
suffered from a more or less prolonged and severe depression. A
method of correction that works so slowly and painfully is not a
satisfactory one. The conversion from war to peace should not be
left to the free choices of enterprisers with no other control than
their spontancous reactions to the movements of prices.

It is significant that part of the difficulty of converting a nation’s
industry from the production of peace goods to war goods and
back again is caused by the monetary inflation and deflation which
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accompany the process. In financing a war the government inflates
the currency, and this arbitrary introduction of new money into the
circuit flow creates an erratic, distorting pull on production as the
money passes from point to point in the system. In the reverse move-
ment from war to peace, the sudden stoppage of this inflationary
hypodermic, with the ensuing shrinkage of the circuit flow that is
brought about by liquidation, depresses demand unevenly as it runs
1S ruinous course.

FREEING THE PRICE SYSTEM FROM MONETARY INTERFERENCE

It can hardly have escaped the reader that monetary inflation and
deflation have been found repeatedly in this study to be a disturbing
influence that interferes with the functioning of the price system in
guiding the economy towards equilibrium. In Chapter Five the
inflation of investment by the pumping of newly created bank
credit into the circuit flow was shown to interfere with the balance
between consumption, saving, and investment. In Chapter Seven it
was shown that monetary inflation and deflation constitute an ob-
stacle to full employment because of their effects upon the general
level of business activity. Earlier in the present chapter it was found
that monetary changes, because of their uneven incidence, distort the
economic process away from balanced adjustment. Now it appears
that the same cause operates to increase the difficulties of converting
a nation’s industry from peace to war production and back again. A
spontaneous price system is unable to cope with situations of this
kind because inflation and deflation pull market prices far away from
normal prices over so large a part of the economy simultaneously
that the apparatus of specific price adjustments is unable to function.
It is unable to function because both new moncy and disappearing
money jump from place to place, affecting now this part of the
economy and now that, so that there is no stability of relationships
within the system, making general equilibrium unattainable. Prices
cannot be expected to preserve any semblance of balance in the
complex of economic relations under such unfavorable circum-
stances; but the fault in this matter is not with the price systcm as
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such. It lies in the bad monetary institutions through which prices
are forced to operate.

Probably it is not possible to perfect a monetary system that will
be proof against the inflationary exigencies of war finance and the
deflationary vacuum that follows the cessation of war production, If
the world is to be plunged into a cataclysmic struggle every twenty
years or so, its various economies are bound to be convulsed by
spasms of drastic shifts in production, compressed into periods too
short for the changes to be effected in a smooth and orderly way. It
is conceivable that the effects of a great war may disturb price
relationships for a quarter of a century or longer. This may be an
important factor in the recurrent cycles of prosperity and depression
that afflict modern economies. Some writers believe that a war, or
some other disturbance of great force, sets up a series of actions and
reactions of gradually decreasing intensity over a period of several
decades. Presumably these fluctuations would smooth themselves
out, under the guidance of price adjustments, if a new gigantic dis-
turbance did not come along before a position of equilibrium was
reached. But with wars recurring once in a generation a general
equilibrium is never attained, and the economic process takes on the
form of a series of undulations, beginning with a very large wave at
the onset of a war, then tapering off into a series of lesser waves as
the effects gradually diminish, until the next upheaval occurs again.

Whether or not this theory is correct, it is certain that we cannot
expect to work out any kind of general equilibrium in the economy,
and certainly not one that is in harmony with the social welfare, as
long as wars continue. It is entirely possible, however, to achieve a
monetary system that will not interfere with the normative function-
ing of prices in times of peace.

Many economists believe that the best way to solve this problem
would be to adopt a monetary system that would keep the price
level constant. They propose a kind of managed currency in which
the quantity of money would be increased or decreased at regular
intervals (e.g., monthly) in such a way as to offset variations in the
velocity of circulation and the volume of trade. These proposals cer-
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tainly offer advantages over our present haphazard monetary system,
but they are open to two objections. For one thing, frequent injec-
tions into and withdrawals from the stock of money would be a dis-
turbing factor because of their uneven incidence. Then, too, an
absolutely stable price level would interfere with the natural
tendency of prices to fall as physical costs are reduced by technical
progress. This artificial bar to falling prices would actually consti-
tute a moderate inflation, with unbalancing effects upon the econ-
omy.

There is a school of monetary theorists who advocate an alter-
native policy which would prevent changes in prices arising from
monetary causes, but would permit those which result from changes
in the so-called real, or physical, costs of production. They would
do this by making money neutral—that is, a merely passive medium
of exchange that does not interfere in any way with the natural
relationships of the economic process. The concept of neutral money
offers theoretical difficulties, and some hold that it would be quite
impossible to achieve it perfectly; but a working approximation to
it could be attained by stabilizing, not the average of commodity
prices, but the average of money incomes. This would require that
the per capita flow of money be kept constant. Probably this could
be accomplished with enough accuracy for practical purposes by
keeping the stock of money (including bank deposits) substantially
unchanged in quantity, except for gradual additions in direct pro-
portion to the growth of population. Theoretical perfection would
require that there be some compensation for fluctuations in the
velocity of circulation, but this is not likely to be necessary if bank
credit expansion and contraction are prevented, for significant
changes in velocity are usually merely aggravating factors that ac-
company inflations or deflations, primarily of credit. There should
also be some deduction from the stock of money to offset any
decrease in the number of transactions that might result if there is
a growth of vertical integration in industry; for this integration, by
lessening the number of exchanges between the successive stages of
production, lessens the need for money. Unless money were cor-
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respondingly reduced, it would tend to inflate prices. But this, again,
is a minor factor whose effects would be very gradual. It should not
prove to be a source of serious disturbance. All in all, the problem of
controlling the money stream in such a way as to stabilize the average
of money incomes does not appear to offer insuperable difficulties.

The effect of such a program would be to liberate the pricing
process from interferences having a monetary origin. Prices would
be free to move in response to changes in the conditions of demand
or supply for particular goods, and to seek their positions of normal
equilibrium, without being distorted by a monetary urit of errati-
cally fluctuating value. But the general level of prices would not be
rigidly fixed, because there would be no increase in the monetary
circulation to offset the growth of production occasioned by
technical progress; therefore the average of commodity prices would
decline gradually as physical costs were reduced.

At first thought it might seem that this decline in prices would
bring losses to debtors and enterprisers. However, this is not the
case; for when the price level decreases in response to falling physical
costs of production (and not because of a contraction of money),
the money incomes of these groups are not reduced. Under the
neutral money plan, the total flow of money passing into enterprisers’
hands at the top of the circuit flow® remains constant; but as the
result of technical progress the flow of goods exchanged for this
money is increased. The goods are sold at lower unit prices, but this
is offset by their greater quantity, so that money incomes are un-
changed. Hence it is just as easy as ever for debtors to pay their
fixed money debts and for enterprisers to pay their fixed charges
and wages. The average level of money incomes is the same as it was,
but since the money will buy more than before, all share in the
generally lower costs that are made possible by improved industrial
methods.

On the whole, this proposal impresses me as superior to that of a
perfectly stable price level. It would make money practically

neutral, and would thereby permit the normative price system to
68 In Figure 9, p. 188.



280 Social Economy and the Price System

exercise its function of economic guidance without interference
from the vagaries of the bad monetary system that now impairs its
working.

The neutral money principle, in combination with the one hun-
dred per cent reserve plan described in Chapter Five, supplies the
elements of a simple and promising monetary program. Let the
banks be separated into two different types—loan banks and checking
banks. The loan banks will function in much the same way that
investment and savings banks now do. They will accept time de-
posits, and they will invest the sums so collected (together with the
funds made available by their stockholdets) in bonds, mortgages, or
commercial loans. The deposits will not be subject to check. They
can be withdrawn by the depositors only after notice has been given
a considerable period in advance. By this arrangement loans can
come only from voluntary savings. They cannot be supplied out of
credit created in the act of lending. These banks will pay interest on
their deposits derived from the earnings on their investments.

The checking banks will deal in deposits subject to withdrawal on
demand (checking accounts).) Customers of these banks can obtain
such deposits only by placing funds there for that purpose. No
deposits will be created out of loans. The banks will be required to
hold one hundred per cent reserves of cash or Federal Reserve credit
against these deposits. The function of the banks will be to supply
their depositors with a safe place for keeping their surplus cash, and
to provide them with the convenience of being able to make pay-
ments by means of checks. The earnings of the banks will be derived
from charges made to the depositors for this service. The same
system of clearing checks that now prevails can continue to function.

The neutral money principle could be incorporated into the
system of checking banks in this way: A national monetary commis-
sion would be created to control the quantity of money in the
country. This commission would be empowered to provide the
cash necessary for initiating the one hundred per cent reserve plan at
its beginning by printing enough paper money or creating enough
Federal Reserve credit to make one hundred per cent reserves for the
deposits outstanding in the banks of the country on the date when
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the program goes into effect. This would give the nation a sufficient
stock of money to carry on the transactions of its everyday business
activities. Thereafter the commission would have authority to make
such additions to or subtractions from the monetary stock as were
needed to give efiect to the neutral money principle, and it would
be bound by definite instructions to conduct its operations in ac-
cordance with that objective. It would be directed to increase the
monetary stock only in proportion to the growth of population, with
such deductions as might be required to offset decreases in the num-
ber of exchanges arising out of vertical integration. As a result, the
total amount of money would remain almost constant, except for very
slight, gradual increases. When it became necessary to make such
increascs, the incidence could be widely diffused by a simultaneous
increasc in all the deposits existing on a given date. For instance, the
commission might declare on a given date (of which no advance an-
nouncement had been made) that all deposits of record ten days prior
thereto would be increased by one per cent. This would avoid the
disturbance caused by the uneven incidence of monetary changes
that was cxplained above. It would not matter for the operation of
this plan whether the “cash” in the bank reserves consisted of paper
moncy or Federal Reserve credit. The essential thing is that neither
the paper nor the credit should be issued against loans, and that its
quantity should be strictly controlled in harmony with the neutral
money principle.

There is no doubt that our present monetary and banking institu-
tions constitute one of the most serious weaknesses of our economic
system. If not the cause of business cycles, they are at least a seriously
aggravating factor therein. They are partly responsible for upsetting
the balance between consumption, saving, and investment; they
distort the guidance of industry by the price system; and they lend
themselves too casily to manipulation by cheap money quacks and
politicians. Yet the measures necessary for the climination of these
evils are very clear and easy of application. The program here ad-
vocated is so simple and so promising that it should be actively
pushed by economists, in order that its adoption may not be long
delayed.



CHAPTER TEN

Some Problems of Price Regulation

GENERAL PRINCIPLES

Even in a world of perfectly normalized prices, some people
would be dissatisfied. For instance, producers in declining industries
would have to be shifted into other kinds of production in order to
prevent prices from falling below optimum costs because of reduced
demand, and these producers might object to such a change. Like-
wise, those laborers whose services were priced lower than others’
because of their greater abundance might object to their position of
wage inferiority. In the actual world of fluctuating market prices
there is even more cause for complaint. Changes in demand are re-
peatedly occurring which force prices for some producers to the
point where they must suffer losses. Large sectors of industry may
be overdeveloped in relation to their markets, so that they are
characterized by chronically low earnings; and various groups in the
poulation may be so situated that their earnings are less than those of
others who are more fortunate. On the other side of the picture,
some prices may be so high, because of monopolistic extortion or
temporary scarcity, that consumers feel abused. In all cases, the
groups whose fortunes are adversely affected are likely to agitate for
measures of relief. As a result of group pressures of this kind, federal
and state governments from time to time have responded with
measures of price intervention designed to correct real or supposed
abuses.

These measures are of three general types: (1) measures to pro-
tect consumers against prices believed to be exorbitant or unreason-
ably discriminatory; (2) measures to protect producers from prices
believed to be ruinously low; (3) measures to maintain stability and
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order in the price system as a whole at times of general economic
upheaval, especially during or immediately following war. These
three kinds of price intervention by the government will be dis-
cussed under the following headings: (1) price control in the interest

of consumers; (2) price control in the interest of producers; (3)
wartime control of prices.

In the ensuing discussion, it will be well to keep in mind the dis-
tinction drawn in an earlier chapter between normalized and manip-
ulated prices. In a dynamic world, prices cannot be expected to con-
form to their normals, even under conditions of active competition.
Industry cannot adjust itself to changes rapidly enough for this to be
accomplished; and lack of complete knowledge, plus errors of judg-
ment on the part of producers, prevent a perfect equilibrium between
supply and demand. So long as the departures from normal are moder-
ate and self-correcting, they need not give rise to measures of govern-
mental interference. However, in some circumstances prices are likely
to deviate so far from normal that efforts to control them may seem
to be needed. Three cases of this kind are conspicuous in the history
of American policy. These are: the regulation of public utility rates,
the efforts to force agricultural prices up to “parity” levels, and the
setting of price ceilings in the World Wars I and II. In these cases, the
object of regulation is presumably to normalize the prices—that is, to
bring the prices of the regulated goods to somewhere near their
normal positions,

In other cascs, the objective of regulation may be to prevent prices
from reaching their normals. For instance, railway companies may be
required to transport school children at especially low rates, for
reasons of the general welfare. The setting of a maximum rate of
interest to prevent usury is another illustration. In such cases the
prices established are manipulated, in the sense that they depart from
the normal tendencies of the price system.

This distinction between two types of price regulation raises a
fundamental question of policy. Should we accept the normative
price system as the guide for governmental intervention in prices, or
should we work toward a manipulated system in which prices are set
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above or below their normals in order to achieve certain objectives
which are deemed desirable? For instance, shall we provide housing
for the poor at less than cost in order to alleviate the distressing results
of poverty? Or, should we force the prices of agricultural products
up above their normals because we believe the farmers are entitled to
a larger slice of the national income? Many specific injustices might
be corrected by manipulations of this kind. However, there is always
a danger that, in dealing with numerous special cases in this way, we
may lose sight of the unbalancing of the economic process as a whole
that results from these many distortions, and we may not achieve as
economical a use of our resources as we might attain by adhering
more closely to the normative tendencies of the price system.

The preceding chapters have revealed many faults in the guid-
ance given to our economy by the present operation of the price
system. My general position has been, however, that the system
would function satisfactorily if the institutional setting in which it
operates could be improved. So, except for a limited group of com-
munal goods which cannot be guided by individual demands, and
certain long-range investments for which individual rates of time
preference are too short-sighted, the measures of reform suggested
have been mostly along the lines of giving prices a chance to work
under more favorable conditions, rather than to manipulate them
arbitrarily. For instance, I would favor the education of consumers
and the standardization of consumer goods to achiceve a wiscr direc-
tion of production through demand, rather than to reduce prices
below cost for those commodities whose consumption we desire to
encourage, and rather than to raise prices to high figures for those
goods which we consider harmful to the general welfare. On the
same principle, I have proposed that we meet the problem of low
wages by measures of eugenics, education, and vocational training,
rather than by minimum wage laws.

Of course, so long as the basic reforms which are necessary to
harmonize price guidance with the social welfare are not in effect, it
may sometimes be justifiable to manipulate prices. In view of the
existing housing situation, it is probably wise to provide subsidized
low-price housing for substandard wage-earners. But such cases
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should be regarded as exceptional. They should be considered care-
fully and adopted only where there is clear and urgent need.

In what follows, this general point of view will prevail. I shall
assume that the purpose of price regulation should ordinarily be to
make the normative tendencies of the price system effective, rather
than to obstruct them. In other words, my view is that price regula-
tion is something to be resorted to when, for some reason, prices
depart markedly and persistently from their normals, and the func-
tion of regulation will then be to restore these diverging prices as
closely to their normals as possible. I will consider further this whole
question of deliberate control of the economy through the machinery
of prices in the final chapter in this study.

The immediate problem that faces the lawmakers or the regulating
authorities is to determine what constitutes a fair price in a given
case. On the basis of the above reasoning, the general answer sug-
gested is that those prices arce fair which will most closely approxi-
mate competitive normals. From this broad principle two specific
rules can be derived. The first is that the price of a good should be
fixed as close to the optimum cost of producing it as is practicable.
The second is that the price should be the same to all purchasers who
buy on the same quantity basis in the same market.

The first rule is in accordance with the long-run tendency of
competitive markets to make prices cqual to optimum costs of pro-
duction. When a price is at this point, the commodity is being pro-
duced as efficiently as existing technology permits, while, at the
same time, labor and capital are being paid according to the values of
their marginal products, which (subject to the reforms suggested in
Chapter Four) is the most satisfactory method of evaluating them.
However, it will be noted that 1 have qualified the rule with the
words “as close to optimum costs as is practicable.” 1 propose this
qualification because it will not always be reasonable to force an
enterprise to accept a price which is equal to the Jowest average costs
in the industry. A high degree of perfection is not to be attained in
a system of relatively free enterprise where there exist plants of
different size and equipment, with managements of unequal effi-
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ciency. Where there are numerous firms in the regulated industry, it
will probably be wisest to set prices at modal average costs. This
would approximate Marshall’s dictum that normal prices tend toward
the costs of the representative firm. It will permit the majority of
the producers to meet their expenses, and it will thus assure the
continued production of the bulk of the commodity, while penaliz-
ing those producers near or beyond the margin who are least effi-
cient. At the same time, it will allow the plants of highest efficiency
to earn a profit that will encourage other firms to emulate their
methods. This interpretation of the first rule approximates the
principle of fixing prices at bulk-line costs that was practiced in
American price fixing policy during World War L.

In special cases, existing plants may be inadequate to meet the
community’s need for their products when they are operating at
their optimum outputs. Here it would be expedient to permit prices
somewhat above the modal costs of production, in order to make
allowance for the higher marginal costs that are necessarily associated
with increased output, until such time as it may be feasible to increase
the plant capacity of the industry. On the other hand, where there
is excess capacity in existence, the regulated price could reasonably
be forced below modal costs, thereby squeezing out the marginal
producers whose high cost output is not needed by the community.
The application of these principles would conform to the tendency
of competitive prices to equal marginal costs in the short period.

The second rule of fair price accords with the law of one price
that tends to prevail in competitive markets. Its effect is to prevent
arbitrary and unfair discrimination between different purchasers. It
conduces to social economy because, if prices differ from one buyer
to another, some are paying more or less than the opportunity cost
of producing the commodity concerned. If we can assume that de-
mand will be made to reflect social needs, and costs to reflect social
sacrifices, by the measures of reform suggested in Chapters Three
and Six, then we want prices to conform to opportunity costs; for
this will assure fulfillment of the condition that no factor of pro-
duction will be used at one point if it could contribute something of
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greater utility at another. If some are allowed to purchase a com-
modity for less than its cost, this rule is violated; factors are being
used to produce something for these buyers that has not as much
social utility as some other product. On the other hand, if some
buyers are being made to pay a price above cost, production of that
commodity will be stopped short of the point that realizes the fullest
utility of which the factors employed are capable, and some of the
factors will be forced into other employments of less social value.

However, since under existing circumstances demand is not now a
true measure of social needs, and costs are not an accurate index of
social sacrifices, it may be justifiable in the present world to permit
some deviations from the rule of one price in order to compensate
for these imperfections. For instance, liquor establishments might be
encouraged to sell beverages of high alcoholic content well above
their costs in order to counteract to some extent the anti-social
demand for strong drink. In this case, the government could re-
capture the resulting excess profit by means of a suitable tax. An
example of the opposite sort would be to continue the present
policy of requiring railroads to sell tickets to school children at
especially low rates in order to compensate to some extent for the
inadequate incomes of the poor who might otherwise have difficulty
in sending their children to school. However, these departures from
the one price principle are to be defended only so long as the basic
weaknesses in the present mechanism of demand and costs, which
prevent them from reflecting social needs and sacrifices, remain un-
corrected.

The rule of one price must not be so rigorously applied as to
prevent reasonable discrimination. For example, it is reasonable to
sell commodities more cheaply to wholesale buyers than to those
who purchase at retail, and to supply certain goods (such as elec-
tricity) to off-peak users at lower rates than to other users whose
demand comes at times of peak load. Just what constitutes reason-
able and unrcasonable discrimination will be more fully discussed in a
later paragraph.
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PRICE CONTROL IN THE INTEREST OF CONSUMERS:
RATE REGULATION AND PRICE DISCRIMINATION

Where the attainment of lowest production costs or the conveni-
ence of the public requires the existence of monopoly in an industry,
some public action is needed to protect consumers against exorbitant
charges. Without such action, the monopoly would usually take ad-
vantage of its customers. The most obvious case of this kind is the
public utilities industries, where monopolies have been legally recog-
nized in this country for the reasons explained in Chapter Eight. For
the most part, public policy in this country has been to allow the
utilities to remain in private hands, but subject to regulation by pub-
lic service commissions., These commissions have been given the
power to fix rates (prices) which the regulated corporations charge
for their services. A number of problems arise in connection with this
rate regulation. These problems have been so exhaustively dealt with
in an extensive body of literature that I cannot say much that is new.
Nevertheless there are some points on whichlthc pricing principles
that have been developed in this essay can shed light.

According to those principles, public utility rates should ordinarily
be kept as close as is practicable to the optimum costs of providing
the services in question. In some circumstances it might be expedient
to make an addition or subtraction to stimulate an increase or bring
about a decrease in the capacity of the industry, in accordance with
expanding or contracting community needs; however, if rate regula-
tion is accompanied by supervised long-range planning for the indus-
tries in question (as it is now beginning to be) this planning should
seek as far as possible to maintain so nice an adjustment of productive
capacity to consumption that wide departures of rates from their
normals will not often be necessary. The policy of the regulating
commissions in these matters has been governed by the rulings of the
courts that the rates fixed must yield to the companies a “fair return”
on the “fair value” of the property used and useful for the public
service. This has meant in practice that rates have usually been deter-
mined by the cost of production for the service concerned, including
in costs a reasonable allowance to investors and management for their
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savings, risks, and supervision, Rates so established do not necessarily
correspond to optimum costs, because the costs that are taken into
consideration in a given case are those of the particular company sup-
plying the service, not those of an optimum firm. However, there has
been some recognition of the optimum idea in that the commissions
have often taken into consideration the quality of the management in
a given case. That is, where costs have been believed to be unduly
high because of poor management or an inadequate plant, the com-
missions have occasionally penalized this inefficiency by paring the
rate of return allowed to the barest minimum that they thought the
courts would sustain; and they have sometimes rewarded superior
management and plant facilities by somewhat more liberal allowances.
This is a rough way of making a correction in the rates to bring them
more nearly in line with optimum costs; but the concept of optimum
costs is not clearly apparent in the rulings of the commissions, and
any approximation to it that has been attained in practice has cer-
tainly been very inexact.

In ascertaining the costs, it is casy enough to find what are the out-
lays which a company makes for raw materials, wages, repairs, main-
tenance, taxcs, insurance, advertising, and other items which involve
actual payments to other parties. However, in order that the rates
may yield the legally required fair return, there must be included in
the economic analysis of costs an allowance to the company for its
investment in the plant. Since the return to management and stock-
holdcers does not constitute an outlay, the amount of which is fixed
by market prices, what return is fair becomes a matter of judgment
which presents difficult questions of equity and expediency. Ordi-
narily the return is computed as a percentage of the value which the
plant is presumed to have. It is here that the important question of
valuing the property ariscs.

Correct valuation of the property is important because, if it is
overvalued, the rate of return, computed as a percentage of it, will be
too high, yielding excessive profits to the monopoly at the expense of
consumers, who must pay higher prices for the service in order that
this profit may be obtained. If the property is undervalued, the
rate of return will not compensate the company adequately, and



290 Social Economy and the Price System

prices to consumers will be too low. These considerations are es-
pecially significant in the case of public utilities because these indus-
tries usually require a very expensive plant and use a relatively small
amount of labor and materials, so that the return to investors for the
plant constitutes a large percentage of the costs,

The trend of commission and court rulings over a long period of
years has been moving gradually toward original cost of the plant (in
the sense of prudent investment) as the basis for fair value. This
finally has received the definite approval of the United States Su-
preme Court,! so that it seems to be well established as the basis on
which valuations will mostly be made hencéforth. Original cost for
this purpose is confined to expenditures honestly and prudently made
by the company in constructing or acquiring property that is really
used and useful as a source of service to its customers. The reason for
the increasing reliance on this basis of valuation is that, firstly, it is
thought to be fair to consumers, because they are required to pay a
return to investors only enough to compensate the latter for what
they actually have put into the plant without dishonesty or reckless
extravagance; and, secondly, it is thought to be just to the companies,
‘because by this method they get a reasonable return on what their
stockholders have actually invested, in so far as the management has
been honest and prudent. A further reason for its adoption is that
when prudent investment has once been ascertained, it establishes a
definite rate base once and for all, thereby putting an end to frequent
revaluations, with their attendant controversies and litigation. Never-
theless this method will not yield rates that conform to normal prices;
because the plant constructed by any particular company in the past
will not necessarily be an optimum one today. If it is outmoded, or if
it was built at a time when construction costs were higher than they
are now, rates based on such a valuation will be too high. On the
other hand, if the plant is of extraordinary efficiency, or if was built
at a time when construction costs were lower than they now are,
rates fixed on the basis of the actual investment may be too low.

If we take normal value as the criterion for rate making, then the
basis for valuation should be the cost of reproducing an efficient sub-

1In The Hope Natural Gas case, 320 US 1943.
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stitute plant at the present time. The price-making process of the
competitive market is forward, not backward, in its outlook. Its basis
is present and prospective, not past, costs. Past costs are significant
only to the extent that they shed light on what costs are likely to be
in the calculable future. In a competitive situation, the worth of a par-
ticular plant may differ greatly from the original cost of building it.
Its value depends on how its yield compares with that obtained from
newly constructed, optimum plants in the present, The cost of to-
day’s optimum plants, are, therefore, the basis on which normal prices
are computed. The normal price is one that will yield just enough to
return the principal and pay the normal rate of interest on such
plants. Economic theory, therefore, supports the view that the cor-
rect basis for plant valuation in rate cases is the present cost of con-
structing, not the identical plant of the company under considera-
tion, but an efficient modern plant capable of producing the same
output.

There is no denying, however, that it is difficult to apply this prin-
ciple in a particular case; because the cost of constructing an efficient
substitute plant today cannot be stated precisely. It is a matter of esti-
mate, on which even expert opinion often differs widely. Besides, the
estimates must be revised repeatedly as cost conditions change, and
as technology develops more efficient equipment; and each revalua-
tion opens the door to endless contention and delay. It is this diffi-
culty that has led the regulating authorities to rely more and more on
prudent investment. The latter may be a sufficiently good working
basis, if the valuations so reached are adjusted for price level changes
by an index of construction costs at the time when they are applied.
On the other hand, if the reproduction cost method was once defi-
nitely established in law as the correct one, a feasible and fair tech-
nique for estimating costs on this principle could perhaps be worked
out by experience. Both the original and the reproduction cost
methods would yield much more satisfactory results if the price level
were given approximate stability by appropriate measures of mone-
tary control.

In valuing utility plants for rate-making purposes, it has been cus-
tomary to make a deduction for depreciation, on the theory that the
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company is entitled to a return only on that part of its investment
that is now intact. Analysis of what happens in competitive markets
suggests that such a deduction will not always be justifiable. In such
markets the producer with an outmoded or deteriorated plant will
get just as high a price as his better equipped rivals, provided his
product is as good as theirs. Only if his poor plant is impairing the
quality of his product will he have to accept a lower price. By the
same token, it would seem that regulated utilities should not be penal-
ized by reduced rates because of plant depreciation, unless the bad
condition of the plant is making the service inadequate. Just as in
competitive markets, failure to maintain arff up-to-date and efficient
plant will bring to the company a penalty sooner or later in other
ways. It will reduce profits by making costs high in relation to the
price; or it will lead to a situation where major repairs, requiring
heavy capital expenditures, can no longer be delayed if the company
is to continue in business at all.

So far I have proceeded on the assumption that, since a valuation
of the property appears to be required by law, it should be made to
approximate as closely as possible the value attaching in the long run
to durable capital in the normative pricing process. But there is a more
direct method of arriving at fair utility rates that is attractive in
theory, although it, too, offers difficulties of practical application. I
refer to the so-called yardstick method, which has been publicized
in the discussions concerning the Tennessee Valley Authority. The
idea is for the government to construct an efficient, modern plant (in
this case for electric power), and to use its costs of producing a given
utility service as the criterion of reasonable rates for regulated pri-
vate companies. The plants of the latter would then not need to be
valued at all, and the whole difficult problem of valuation, with its
controversies, litigation, expense, and delays, would be neatly by-
passed. The theoretical basis for this proposal is in the proposition
that normal prices equal optimum costs; therefore if the plant chosen
as a yardstick is an optimum one, its costs should fix the prices to
which regulated rates should conform. The idea certainly has merit;
but it would need to be worked out very carefully, if injustice is to
be avoided. The costs of operating a government plant are not neces-
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sarily applicable to private plants. Public authorities can float their
securities at lower rates of interest than private companies. On the
other hand, the former sometimes pay higher wages, and they are
alleged to have a less cfficient personnel. It is impossible to say where
the balance of costs resulting from these influences lies. More im-
portant, in the casc of power dams that are used for several purposes,
how can the costs properly chargeable to the generation of electric
power be separately computed? The TVA dams are used not only to
generate electricity, but also for navigation, flood control, and other
purposes. Certainly a comparison of its costs with those of private
companies whose plants are used solely for electricity might be very
unfair. These considerations constitute serious obstacles to the yard-
stick method, in spitc of its theoretical advantages.

A second problem in rate regulation on which the pricing princi-
ples of this essay can shed light concerns the umount of discrimination
to be allowed in setting up specific schedules of rates for different
classes of service. Many public service corporations supply more than
one kind of scrvice, or serve more than one group of customers. Rail-
roads carry both passengers and freight. Water is furnished for both
fire hydrants and household uses. Gas is used as industrial fuel and for
domestic cooking and heating. Should the rates charged in such cases
be the same to the different classes of users, or is some difference
reasonable and proper? In open competitive markets, consumers are
protected to some extent against unrcasonable discrimination by the
law of one price. If onc seller discriminates unrcasonably against a
particular group of consumers, they can have recourse to other
sellers, who offer their goods on better terms; but where a product is
controlled by a monopoly, there is no such recourse. All buyers must
come to the monopolist, who can (if he chooses) exact a high price
from those who can pay the most, reaping a good profit from such
salcs, while taking on additional business at less profit by selling to
marginal buyers at lower prices. It is to prevent this abuse of their
monopoly position by public utilitics corporations that their specific
rate schedules are subjected to detailed regulation.

A careful analysis of normative pricing principles suggests a basis
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for distinguishing between reasonable and unreasonable price dis-
crimination. For this problem all costs can be divided into two
classes: those which are separately incurred for particular groups of
customers, and those which are jncurred for all customers in com-
mon. The first can be definitely allocated to the particular customers
concerned, but the latter cannot. Let us consider these two categories
of costs in turn,

An illustration of costs that are separately incurred for particular
kinds of customers is offered by passenger and freight cars. The in-
vestments of a railroad company in these two sorts of equipment are
quite distinct, so that the cost of interest and depreciation thereon is
definitely allocable to passenger and freight traffic, respectively. The
same is true of the wages of passenger and freight train crews. Other
illustrations are the reading of electric meters and the rendering of
bills (which are clearly chargeable to specific customers), the wages
of telephone operators employed in the daytime, as distinguished
from those employed in night service, the maintenance of refrigera-
tor cars for handling perishable foods, and the making of a telephone
connection to a new customer. In cases of this kind, each group of
customers should pay the costs clearly caused by it; for if any good
is sold for less than the cost of producing it, the economy inherent
in the principle of opportunity costs is lost. This rule of allocation
justifies a schedule of rates differing among the several classes of cus-
tomers by precisely the amount of the differences in the separately
determinable costs.

But in addition to these costs, each group should ordinarily bear a
share of the general costs that are common to them all. It is in the
allocation of-these common costs that the real problem of discrimina-
tion is found; for if they are divided unequally among the several
groups there may be injustice or exploitation. The case of joint sup-
ply in the theory of value can be helpful here. Joint supply is defined
as that relation where two or more products are obtained at the same
time in one process of production. It is essential to the concept that
the products emerge unavoidably together, so that in the getting of
the one, the other (or others) are necessarily obtained also; and in
the pure case of joint costs, the proportions in which the different
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products are obtained cannot be varied. Up to the point at which they
are separated, there is no way of distinguishing the cost of one from
that of the others, because it is common to them all; but from that
point on there will usually be additional costs in the further proces-
sing and handling of each. For instance, in the often cited case of
cotton, the costs of cultivating, picking, and ginning are joint for
both the fiber and the seed; but in the ginning the two products are
separated, and thenceforth the cost of pressing the oil from the seed
and refining it is quite distinct from that of spinning and weaving the
fiber.

There appear to be cases in public utilities where the costs are truly
joint in the sense of the definition given. An illustration is that of a
telephone company which possesses a plant with sufficient capacity
to meet the maximum demand for its facilities that comes in the busi-
ness hours of the day. As a result of this capacity, there is inevitably
a supply of telephone facilities available for use in the slack hours of
the evening and night. Likewise a motor truck line whose principal
business is to carry freight from city A to city B, necessarily must
make the return trip, and therefore cannot avoid having an equal ca-
pacity for hauling goods from B to A.

According to the theory of value, the normal disposition of the
joint costs in such cases will be to divide them between the different
products in proportion to the strength of the several demands, those
products for which the demand is greater bearing the larger share.
In addition to its share of the joint costs, each of the products will be
priced high enough to cover the costs separately incurred for ic. The
sum of the prices so calculated tend to equal the optimum total cost
of producing all of the joint commodities. Following this principle, a
telephone company should charge for night calls a rate high enough
to pay the wages of the night operators, plus some share of the joint
costs of maintaining its plant; but that share would not be as great
for night users as for those who telephone in the daytime. Likewise
the motor truck line, if its major demand is for hauling goods from
A to B, might reasonably offer lower rates for the return trip. But the
total revenues received from all the services combined in these cases
should not exceed the costs of operation (including a fair return
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upon the investment) for a well-equipped and efficiently managed
(ie., an optimum) concern.

This kind of discrimination is not unfair to those customers who
pay the higher rates. On the contrary, it benefits them; because if a
company, by offering lower rates to off-peak users, can attract some
business that it would not otherwise get, this business can be made to
bear a part of the burden of the joint costs that would otherwise have
to fall entirely on the peak customers. Or, if the policy succeeds in
diverting some business away from peak to off-peak hours, it can
enable the company to meet its maximum demand with a smaller
plant than it would otherwise need, thereby reducing the fixed joint
charges for all. So, in either case, the peak-load users get the benefit
of rates that are lower than they would have to be if no discrimina-
tion were practiced.

Where the case is not a true one of joint supply (that is, if the one
product is not a necessary result of producing the other), there ap-
pears to be no reasonable basis for allocating the common costs
unequally between different groups of customers. The only fair prin-
ciple here is to divide them equally. This would apply, for instance,
as between domestic and industrial users of gas or electricity, if their
peak demands come at the same time. It applies to railroad rates for
different classes of freight (except where there arc clear differences
in the separable costs), because the hauling of one kind of freight
does not necessarily require the hauling of other kinds in fixed pro-
portions. To discriminate in dividing the burden of the common costs
in such cases would seem to be an abuse of monopolistic power.*

This analysis does not exhaust the subject, but it does suggest some
principles that have a bearing upon prevailing practices and legisla-
tion, both fedcral and state. There are numerous laws that have been
enacted from time to time in an effort to protect the public from un-
reasonable price discrimination. Among them may be mentioned the
Interstate Commerce Act of 1887, which forbade railroad rebating,
the Clayton Act of 1914, which prohibited price discrimination be-

21 have discussed all the above aspects of the problem of rate discrimination
more fully in an article, entitled Composite Demand and Joint Supply in Rela-
tion to Public Utility Rates, which was published in The Quarterly Journal of
Economics, Volume XLIV, pp. 40-62 (November 1929).
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tween different purchasers in domestic trade where their effect is to
restrain competition or to create monopoly, and the Robinson-Pat-
man Act of 1936, which forbids discounts on quantity purchases
where they are not based on actual differences in the cost of supply-
ing the commodities. These are all federal statutes. There are many
state laws of similar purport. In so far as these laws are designed
mcrely to restrain the arbitrary use of monopoly power in rate dis-
crimination, their intent is good; but the general trend of the legisla-
tion seems to be in the direction of prohibiting inequalities in rates
that cannot be proved to rest on differences in costs. This is inade-
quate for those cases where joint costs are found. There is needed a
set of legal principles showing a greater appreciation of the differ-
ence between separable and common costs, and providing intelligent
rules of guidance for the treatment of both. The suggestions here
offered provide a logical and fair basis for doing this.

PRICE CONTROL IN THE INTEREST OF PRODUCERS:
AGRICULTURAL PRICE SUPPORTS

Whereas the abuses of monopoly lead to pressures upon the gov-
ernment to bring high prices down, conditions of keen competition
frequently bring pressure from the competing enterprises for govern-
mental policies to keep prices up. Such pressures are especially likely
to be felt in times of general depression, when business firms are suf-
fering scvere losses. At such times, the general effort on the part of
enterprisers to get themselves into a more liquid position leads to
drastic cutting of prices. This price cutting is then interpreted as an
evidence of excessive competition; therefore, efforts are launched to
get away from competitive pricing by some kind of governmental
intervention to set a “floor” under prices. Such policies, adopted to
meet an emergency, are likely to become permanent thereafter, be-
cause business men, in spite of their professed belief in the competi-
tive system, are usually reluctant to give up any means for escaping
the restraints imposed upon them by competitive pricing. The pres-
sure upon the government for relief from price competition is not
confined to direct manipulation of prices. It may take the form of
protective tariffs to close the market to foreign competitors, measures
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to restrict output or to withdraw from the market surpluses that
have already been produced, or direct subsidies to supplement the in-
comes of those who feel that they are suffering from too low prices.
The principles involved in measures of this kind, as they affect the
social economy, can readily be brought out by considering the efforts
made by our federal government in recent years to improve the posi-
tion of American farmers.

There is no doubt that the farmers of this country, on the average,
have experienced several periods of real distress during the present
century. Various statistical studies show that farm incomes are quite
unstable, and that the average level of farmef incomes in the past few
decades has generally been low in comparison with that of other
groups in our population, In appraising the measures that have been
taken in an attempt to correct rhis condition, it is necessary to under-
stand clearly the basic cause of the trouble. That cause is the existence
of overcapacity in American agriculture. The overcapacity is to be
attributed to a number of factors. For one thing, the policy of our
federal government has been to encourage the settlement and cultiva-
tion of public lands. Under the liberal terms of this policy, which
make it very easy for would-be farmers to become landowners, there
has been a gradual extension of crop acreage over a long period of
years. At the same time, there has been going on in agriculture a
veritable revolution in methods comparable to the industrial revolu-
tion that took place in manufacturing a century and a half earlier.
Growing out of research and experimentation, there have been de-
veloped new kinds of seeds which are better adapted to our soils and
more able to withstand climatic changes, insect pests, and other diffi-
culties. New methods of working the soil, more and better fertilizers,
and similar improvements have greatly increased the amount of farm
products that can be grown on an acre of ground. In addition to this,
new machinery has been invented to augment the labor of the farmer
and increase his output. The new methods have been widely dis-
seminated by the extensive program of education which is going on
in agricultural schools and colleges throughout the country. Added
to all this, there have been two world wars in which the curtailment
of farm production in other parts of the world caused foreign nations
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to turn to this country to make up the deficiency in their own crops.
Under the stimulus of this increased demand, American farmers put
to the plow vast quantities of land that had formerly been devoted to
other purposes. The result was that after the wars were over and
foreign agricultural areas resumed their normal production, the farm-
ers found themselves with expanded facilities in the face of declining
demand. So it happens, as the combined result of all these influences,
that the capacity of American agriculture today is so great in relation
to the demand that, if it is fully utilized, the prices obtainable for
farm products will not yield an adequate return to the farmers. The
prices would be below the normal prices which are represented in
this essay as desirable.

If the price system were left to its own spontaneous working, it
would probably correct this condition of overcapacity in time. The
low prices of farm products would bring distress to the farmers.
Those whose farms were mortgaged would face foreclosures and
failure. Those who owned their farms free of debt would perhaps be
able to meet their variable costs, but would have very little left over,
so that their incomes would be uncomfortably low. These discour-
agements would put pressure on them to look for other means of
livelihood. Many would be driven out of farming, probably to be-
come wage-earners in urban industries. Marginal farms would be
abandoned, and sub-marginal lands on the better farms would be
withdrawn from staple crops to be devoted to other uses, such as
pastures or forests, if not allowed to go to waste. As a matter of fact,
these forces have actually been operating for a long time. The plight
of the farmers which has led to agitation for relief is nothing but the
symptom of these conditions. This agitation is, however, a natural re-
action. The corrective process inherent in the price system works
slowly and painfully—more so in farming than in other industries,
perhaps; because farmers are by nature more conservative, less mo-
bile, and more likely to hang on tenaciously in the hope of better
times. Nevertheless there has been a long, slow exodus from the farms
toward the cities on the part of young people brought up in rural
districts. But the number of farmers has not been reduced to a point
where their scarcity would bring enough improvement in economic
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conditions; therefore the distress has persisted, until the farmers,
under able leadership, finally organized themselves into active groups
sufficiently strong to compel the federal government to take measures
for their relief. The farm lobby is today one of the most powerful
in Washington.

Under the influence of this lobby, a number of experiments affect-
ing farm prices are being tried, which constitute a comprehensive
program of federal agricultural control. These measures offcr an in-
teresting opportunity for critical appraisal in the light of the pricing
principles developed in this essay. For this purpose, it is necessary to
summarize first the existing features of the érogram.

Underlying the program is the concept of parity prices. This con-
cept proposes, as a criterion for fair farm prices, the relationship be-
tween the prices of farm and non-farm products that prevailed in the
five-year period, 1909-1914. This assumes that the average price re-
lationships of that period were normal, and that thercfore a similar
ratio between the two groups of prices would be normal today. The
purpose of the program, then, is to kcep the prices of farm products
at the same ratio with other prices at the present time, and, if this is
‘not attained, to supplement the farmers’ incomes by federal subsidics
of one kind or another to make up the difference. In order to accom-
plish this purpose, farmers are encouraged to withdraw some of their
land from basic crops and put it to soil-conserving uses, such as the
planting of trees or the growing of legumes. Farmers who do this
are given “parity payments” of a certain number of dollars for cach
acre so diverted from staple crops. These payments are made by the
federal treasury out of its general tax revenues. They thus constitute
a subsidy paid to the farmers by the public at large. Another part of
the program consists in the direct limitation of certain specified crops
by the fixing of marketing quotas for individual farmers. Whenever
the Secretary of Agriculture believes that the production of a certain
crop is likely to be so large as to drive the pricc down below parity,
he is empowered to propose quota limitations for the production of
that crop. The proposal is presented to the farmers concerned for
their vote, and if the majority vote in favor, it is then put into effect.
In this way, the procedure is made democratic. Farmers who exceed
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their quotas are fined for their excess. Besides these two features, the
present program embodies the principle of an “ever normal gran-
ary.” The idea here is that, since agricultural crop yields fluctuate
greatly from year to year because of weather and other conditions,
the surplus of bountiful years should be withdrawn from the market
temporarily and held in storage, to be added to the supply later in
years when crops are smaller. In this way the fluctuations are sup-
posed to be averaged out over the long run. Ostensibly to help the
farmers finance the storage, the federal government makes loans to
them, under very favorable terms, up to a certain percentage of the
parity price (85 per cent under the 1941 Act). If the price falls be-
low parity, the farmers are permitted to abandon the stored Crops to
the government, which must then bear the loss. In effect then, the so-
called loans become a guarantee on the part of the government to
buy the crops if their price drops below the specified amount. Finally,
the Department of Agriculture is given 30 per cent of the gross
revenues derived from the United States import duties for the pur-
pose of buying up and disposing of farm crop surpluses. The products
so purchased are disposed of in various ways. Some are given to state
welfare agencies for distribution to the necdy poor. Some are do-
nated to school authorities to be used for free lunches for the school
children. Some are available for foreign relief. Some were for a time
disposed of through the Food Stamp Plan, which will be described in
a later paragraph.

There is no denying that this program has helped the farmers.
Statistics show clearly that between World Wars I and 11, the per-
centage of our national income going to the farmers was definitely
increased as a result of higher agricultural prices and government
subsidics. Farm prosperity was further improved by the great domes-
tic and foreign demand for agricultural raw materials and foodstuffs
during World War 1I. Granted that such an improvement was
needed, it may nevertheless be asked whether it has been accom-
plished in the most desirable way, and whether the end result is con-
sistent with the attainment of social cconomy in its broader sense. If
the measures described are examined in the light of experience, on the
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basis of their desirability as a means of promoting sound economy,
and taking into consideration the findings of this essay concerning
the functioning of prices, certain observations and principles may be
made3:

1. Undoubtedly there are situations in which measures of inter-
vention to protect producers from disaster resulting from low prices
may be desirable. The existence of overcapacity in such an industry
as agriculture, where the process of adjustment is likely to be slow
and painful, is one such situation. The corrective action of uncon-
trolled prices in such cases is unnecessarily cruel. Intelligent govern-
mental intervention to ease the process of readjustment is in line with
the modern trend toward replacing the spontaneous forces of free
enterprise by centralized planning and guidance. Also, in times of
unusual business depression there is something to be said for a policy
of temporary relief for those industries that are not in a position of
permanent overcapacity. If the normal output of the industry is no
more than sufficient to meet the demand in ordinary years, it would
be unfortunate to have some producers driven out of business by a
temporary depression.

What is wanted here is to enable whole bodies of existing producers to
weather the storm, so that there may be no destruction of capacity which
will be required when the demand recovers to its previous level, as it may
be expected to do in due course. Under laissez-faire the trouble is that
perfectly efficient producers may be sunk by the temporary violence of
the storm, and when the storm is over, other similar ships will have to
take their place.*

Here, of course, only temporary control is justified. The difficulty is
is that controls once started in times of emergency are likely to be

3 The following numbered paragraphs (except 2), and the discussion of the
Food Stamp Plan below, (although originally written for the present essay)
have already been published, substantially as they appear here, in Chapter XX
of the Fourth Edition of Applied Economics, by Raymond T. Bye and William
'W. Hewett; copyright 1947, by F. S. Crofts and Company. They are here repro-
duced by permission of the present publishers, Appleton-Century-Crofts, Inc.

4 JWUF. Rowe, Artificial Control Schemes and the World’s Staples, an
article in Index, (a publication of Svenka Handelsbanken, Stockholm, Sweden),
for April 1935.



Some Problems of Price Regulation 303

continued indefinitely, if they succeed; and the prices aimed at are
likely to be considerably above the optimum costs of production.

2. Intelligent control of crop acreage and production, under gov-
ernmental direction, is to be recommended, provided it is not used
as a means of forcing up prices to uneconomical figures. This is in
line with the trend of evolution toward a policy of general economic
planning. It can be constructively employed to prevent over- or
undercapacity in agriculture, and to preserve a balance between the
demand and supply of farm products.

3. In all these cases, the ultimate objective of intervention should
be the restoration of prices to their normals. In other words, the
prices aimed at should be as close to the optimum costs as possible.
For practical purposes the costs of modal producers should probably
be taken as the criterion. Prices should not be fixed high enough to
protect inefficient producers. The fact that optimum or modal costs
in farming are difficult to ascertain is no excuse for abandoning the
effort. No parity formula can be accepted as a substitute method of
pricing. The idea that the price relationships prevailing in some base
period can be taken as a norm toward which to aim is not tenable. In
the actual world it would be practically impossible to find a time
when all price relationships are in close conformity to their normals;
and even if they were, these relationships would not be valid for a
subsequent period, because normal prices vary through the years.
There is no rcason to think that the relation between agricultural and
non-agricultural prices from 1909 to 1914 was a normal one; and even
if it was, it might not be normal for today. In an industry where
technological improvement is as rapid as it has been in agriculture in
recent decades, prices ought logically to be falling in relation to other
industries where new methods have been less revolutionary.

4. Generally speaking, each industry should stand on its own feet.
Except for temporary relief in times of unusual stress, it should not be
subsidized by largess from the public treasury. Parity payments, and
the losses which the government takes on its crop loans, are just that,
When the prices of an industry have been brought to equality with
optimum costs, the factors used in the industry are being paid what
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they are worth to the social economy, by the test of opportunity
costs. Only if some persons, when so remunerated, fail to receive
enough to fulfill the priciple of a guaranteed minimum, is there justi-
fication for special gratuities at the public expense; and even here the
most constructive approach is by a program that will enable them to
earn more, rather than to give charity. A temporary subsidy to meet
special emergencies may sometimes be justified, but this remedy
should be used with great caution; because it is likely to create a
pressure for continuance of the subsidy long after the emergency has
passed, and it is likely to retard the readjustment of supply to de-
mand, by making the subsidized industry ptosper in spite of its over-
capacity.

5. Where there is basic overcapacity in an industry, attempts to
force up the prices of its products by withholding part of the output
from the market after the goods have been produced are likely to fail,
because they do not get at the source of the trouble, which is over-
production. By making a farm crop profitable in spite of its excessive
supply, such measures encourage a further increase in the output,
thereby aggravating the problem. There is plenty of evidence that
our present farm-aid program is having this effect. Already the gov-
ernment is being embarrassed by an increasing accumulation of sur-
pluses that it does not dare to dump on the market, and which it has
not found a satisfactory way to dispose of. The “ever normal gran-
ary” in practice becomes an ever present excess. This has been a
common experience with similar devices everywhere. Furthermore,
such measures are uneconomical, because goods once produced are
wealth if they are worth anything at all above the cost of harvesting
and processing them. Socicty is, therefore, poorer if they are de-
stroyed or wasted. It is better for the community to scll them at
whatever price they will bring, so that they will be put to some use,
even if the price does not cover all the costs of their production.

6. The only effective remedy for overcapacity is to withdraw
some labor and capital from the industry concerned. Temporary re-
lief must not be used in such a way as to prevent or unduly prolong
such withdrawal. The government can ease the process of curtail-
ment by helping to find opportunities elsewhere for the productive
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factors that are being displaced. The reasoning of Say’s law supports
the view that these factors can be utilized in the economy to produce
goods that will repay their costs, except in the condition of restricted
opportunities visualized by Keynes, and even then there are always
possibilities for public investment, by means of which all our socially
useful resources can be employed. In the case of agriculture, the use
of extra-marginal lands for forests, flood control, soil-conserving
crops, public parks, and the like, is all right, provided the need for
these things can be demonstrated, and provided also that the policy is
not used as a screen for holding in idleness land whose cultivation for
ordinary crops would be socially desirable.

7. Even where overcapacity has been eliminated by spontaneous
adjustments or careful planning, such industries as agriculture are
bound to have occasional temporary surpluses due to unpredictable
weather. In such cases, it is good economy to store the excess for later
release in years of short crops. Professional speculators do a certain
amount of this as a matter of good business; but. it can be argued that
it can be done better by the government, because it can take a longer
view of the future, and so balance good and bad years over a greater
stretch of time. The argument is valid, but there is always a danger
that the storage of surpluses will be used to protect agriculture from
the penalties of overcapacity, thus perpetuating a condition of over-
production that increases the size of the crops in storage to an amount
far exceeding the needs of lean years. Pressure will be brought by the
industry to prevent the surplus from ever being thrown back on the
market, with the result that it must be disposed of wastefully, at great
loss to the taxpayers who paid for its original withdrawal. Since this
has always been the outcome of such schemes in the past, their use is
of doubtful wisdom.

In 1949 a somewhat different program for dealing with agricultural
prices and farm incomes, known as the Brannan Plan, was proposed.
The then Secretary of Agriculture, Charles F. Brannan, recognized
some of the difficultics inherent in the former conception of price
parity. His plan proposed to replace that concept with a new idea of
parity farm income. The objective was to assure farmers as a group
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an average level of income in each year which would give them the
same purchasing power relative to non-farm products that they had,
on the average, in the first ten of the preceding twelve years. This
means that if the plan were inaugurated in 1950, it would assure to
farmers a level of income giving them purchasing power equivalent
to what they had in the years 1939 to 1948, inclusive; and in future
years it would never fall below that average, although it might
gradually rise above it. T'o maintain this average income, two devices
were to be employed—one for storable commodities, such as corn,
wheat, other grains, tobacco, wool, cotton, and peanuts; the other for
non-storable commodities, such as eggs, milk, and meat, whose per-
ishable nature does not permit their storage for long periods. The
prices of the storable commodities were to be supported by opera-
tions similar to those previously in effect, viz., commodity loans,
marketing quotas, and direct government buying. For the non-
storable commodities a new principle was proposed: The prices of
these commodities would be allowed to move up and down freely
in the market, in accordance with fluctuations of demand and supply;
but if they fell below figures necessary to maintain farm incomes at
the parity level, the difference would be made up by a direct subsidy
paid from the federal treasury to the farmers. These constitute the
salient features of the plan.

The significant differences from the preceding program are two:
(1) the 1909-1914 concept of parity prices is replaced by a new
concept of parity incomes based on a moving average, beginning
with the period 1939-1948; and (2) price supports for non-storable
commodities are replaced by direct subsidy payments to the farm-
ers. Since about three-fourths of farm incomes are from non-storable
products, this last represents an important departure of principle.
The program would also extend agricultural control operations to a
wider group of commodities than heretofore, because this could be
more readily done by the subsidy method.

So far as the new parity formula is concerned, it is open to much
the same criticisms as the old one. There is no valid reason for sup-
posing that any particular ten-year period necessarily represents the
normal relationship between farm and non-farm prices; and, even if
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it were, that it would constitute a normal relationship for the future.
In this particular case, the period chosen was one in which farmers
were unusually prosperous, because it includes the years of World
War II. Granted that increased farm prosperity is a desirable goal to
work toward, it is doubtful whether the arbitrary adoption of this
parity formula represents the relationship that should be maintained
hereafter. Particularly, this formula would protect farmers from a
decline in their incomes in a period of depression, and this protec-
tion would take the form of subsidies paid out of taxes collected from
the rest of the population at a time when their own incomes would
be seriously reduced. As to the subsidy feature of the program, I
have already indicated my adherence to the principle that each in-
dustry should stand on its own feet, F arming is no exception. Any
program that proposes to maintain the farmers indefinitely at a high
level of income by direct subsidics tends to perpetuate distortions in
production that should be corrected by measures of production
planning; and it is unfair to the rest of the people.

Another method of disposing of surplus crops that has attracted
considerable attention is the Food Stamp Plan, which was used by
the United States Department of Agriculture for some time prior to
World War II. Since this plan constitutes a novel departure from the
usual workings of the price system, it is pertinent to the present
study.

The plan had two objectives: (1) To remove price-depressing
food-crop surpluses from their regular markets, thus raising the
prices of the affected crops and so increasing the incomes of farmers,
and (2) to usc these surpluses for improving the nutrition of the poor
by selling the excess foods at low prices to needy persons. Two
prices were thus established for the same commodity, one for the
bulk of the production, to be sold in the market at large, and another,
lower one for the surplus, to be sold to a restricted group of buyers.
This was accomplished as follows: Families on poor relicf were per-
mitted to buy certain orange stamps, to the value of a dollar or a
dollar and a half per person, these stamps being good for the purchase
of staple groceries at regular prices. With every dollar’s worth of
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orange stamps were given free fifty cents’ worth of blue stamps,
which were good for the purchase of certain foods that were cur-
rently declared to be surplus by the Secretary of Agriculture. The
government redeemed both the orange and the blue stamps from the
grocers at their face value. Funds for the redemption of the orange
stamps came from the needy consumers to whom these stamps were
sold. Funds for redeeming the blue stamps came out of United States
customs receipts, thirty per cent of which were allocated to the
Department of Agriculture to be used for surplus crop disposal.

The purchase of orange stamps was requjrcd as a condition for re-
ceiving the blue ones to insure that surplus foods would not be
substituted for foods the consumers would have bought anyway, but
would be an addition to their ordinary expenditures, thus improving
the nutrition of the poor and increasing the demand for farm prod-
ucts, and thereby benefiting the farmers. It was recognized that the
poor would reduce their food expenditures somewhat as a result
of the addition of the blue stamp foods to their diets, but it was be-
lieved that the net result would be to increase consumers’ demand.
This belief was based on the following reasoning: The plan would
raise food prices to consumers in high and medium income groups
by withdrawing surpluses from the markets where these consumers
would buy; but it would be equivalent to a lowering of food prices
to low income groups because, by means of the blue stamps, they
were able to get a dollar and a half’s worth of food for one dollar.
Since the demand for foodstuffs by the well-to-do is less elastic than
that of the poor, these price changes would increase the consumption
of the latter group by more than it would reduce the consumption of
the former; hence there would be a net increase in food expenditures.
In this way, both the farmers and the underfed poor were supposed
to be benefited.’

Such a plan interferes with the usual operation of the price system
in two ways: it maintains certain prices above the figures at which
they would naturally be, and the allocation of production among dif-

5Norman L. Gold, A. C. Hoffman, and Frederick V. Waugh, Economic
Analysis of the Food Stamp Plan, United States Department of Agriculture,
Bureau of Agricultural Economics and Surplus Marketing Administration,
Washington, 1940.
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ferent goods is on a basis different from that of competing consumers’
demands. Instead of allowing the price of superabundant crops to fall
to whatever point is determined by the market, and permitting the
foods to be used in whatever way consumers would then decide, the
price is artificially kept up; and the excess over what consumers will
buy of their own accord at that price is virtually bought at the in-
flated price by the government, and distributed, at a loss, to the
poor.

As a device for maintaining agricultural prices by withdrawing
surplus crops from their regular markets, the plan is subject to the
general comments that were made above, It might be defended as a
temporary measure for disposing of occasional surpluses in years of
unusually plentiful harvests. But it was advocated as a permanent
and continuing policy, presumably on the assumption that there would
always be surpluses. Its proponents went so far as to say that in the
long run it should provide an outlet for increased production with
higher prices.® This makes it a very dubious policy.

[ts subsidizing of the farmers, however, was thought to be miti-
gated by its benefits to the needy, and on this ground it received some
support from non-agricultural sources. Can it be so defended? So
long as poverty has not been eliminated by the constructive mea-
sures suggested in Chapter Four, some supplement to the diets of the
poor by the free distribution of foods is justified. Furthermore, it is
good economy to use for this purpose those foods which are more
abundant, in so far as they are of the kinds that will contribute to
well-balanced dicts on the part of the persons needing assistance.
But therc is a danger in the Food Stamp Plan that this proviso will be
overlooked, because the food grants are made secondary to a pro-
gram of price control. Morcover, the government could get food for
the poor more cheaply if prices were allowed to be fixed freely by
the market, and if the foods to be distributed were purchased at
wholesale instcad of at retail. In view of these considerations, it is
difficult to avoid the conclusion that the Food Stamp Plan was a rider,
uneconomically attached to a dubious price-raising program, for
the purpose of making the latter seem less unsavory.

6 bid., p. 17.
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WARTIME CONTROL OF PRICES

It was explained in the last chapter that a major war puts a terrific
strain on the mechanism of pricing that is too great for it to meet.
The shifting of a very large part of production from civilian to mili-
tary needs, if left to the spontaneous play of demand and supply,
would cause extreme distortions of prices without achieving the de-
sired effect. The price system is capable of directing fundamental
changes in economic life (even the rise and fall of whole industries
and groups of industries) if given time to work it out over a consid-
erable period of years; but it cannot perform such a task in a few
weeks or months. Besides the time element, the fact that, during a
war, monetary inflation is going on, further interferes with the ma-
chinery of pricing and greatly aggravates an already complicated
situation. Therefore, in modern wars, governments have generally
found it necessary to interfere with the free movement of prices, and
to control production and consumption directly (more or less), in-
stead of depending on the spontaneous guidance provided by the
price system. No attempt will be made to describe these controls
completely in this chapter, but it will be instructive to pick out cer-
tain phases of price interference as practiced by the American
government in World War Il, to show some of the basic principles
involved.

Our experience during World War I showed that the needs of the
situation could not be met effectively by controlling the prices of
only a few strategic commodities. The inflation of that period was
swelling the pocketbooks of consumers with money that they wanted
to spend. This was bound either to raise prices, or to increcase the
effective demand for goods if prices were not permitted to rise.
When maximum prices were fixed for certain selected commodities,
the effective demand for these soon exceeded the effective supply of
them. Then the excess money not absorbed in the purchase of these
commodities overflowed into the uncontrolled markets, forcing prices
upward there. These high prices, by raising profits, stimulated pro-
ducers to attempt to increase the supply of the uncontrolled com-
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modities, and thisled to a strong derived demand for raw materials and
basic factors of production. The prices of the materials and factors rose
as a result of this derived demand, and the high price of materials and
factors raised the cost of producing the commodities whose prices
were controlled. These rising costs then compelled the authorities to
make an upward revision of the maximum prices. In an attempt to
escape from this chain of causation, our government found it neces-
sary to extend the controls successively to more and more commodi-
ties, in an ever widening circle, until, had the war continued long
enough, the whole system of prices might eventually have been con-
trolled.

This experience was remembered when World War II came along.
In an attempt to profit by it, it was decided this time to control, not
a few prices only, but to set a “ceiling” on prices generally. The
lobbying of the powerful farm bloc prevented the imposition of any
ceiling on agricultural prices until they had reached 110 per cent of
the 1909 to 1914 parity; but the sellers of all other commodities were
prohibited from raising their prices above the figures they had been
asking in March 1942. The wages of labor were at first uncontrolled,
but later were “frozen” (under the Little Steel Formula) at a level
15 per cent above the rates prevailing on January 1, 1941; although
certain adjustments were permitted to eliminate gross inequities.
Rents were likewise fixed at prevailing figures in most of the regions
where therc was an acute housing shortage. So, the general policy
was to frecze the price structure in its existing pattern, with very little
opportunity for change, for the duration of the conflict. Here was
a striking departure from the ordinary operation of the price system.

What can be said concerning the results to be expected in theory,
and those which actually were experienced in practice, from this
situation? It is obvious that such a frozen price structure is lacking
in the flexibility which prices need to adapt the economy to changing
circumstances. This lack of flexibility, in the long run, would not
only interfere with adaptation, but would actually prevent the ex-
pansion of many industries where increased production was most
needed. Even during the war (which must be construed as a short-
run period) it tended to have this effect. To increase the output of
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war goods in a hurry necessarily would raise the cost of production.
The speeding up of industry in the course of increasing output re-
quires the hiring of additional labor, much of which must be less
experienced and less efficient than labor already employed in the
affected industries. Raw materials must be gotten from more distant
places, and in some instances less satisfactory materials must be used.
In the speeding up, machinery and plant are worked more inten-
sively, and there is rapid depreciation, with less attention to mainte-
nance and repairs. In the overcrowded conditions that prevail in
industrial establishments, operations are not carried out as smoothly
and business organization becomes less efficient. All these things make
costs rise above the price ceilings that have been established. Our
government met this situation by granting subsidies out of its treas-
ury to make up the losses of producers where this was necessary to
maintain output in essential industries. In this way, when prices were
interfered with, measures to supplement their action were brought
into play.

The exemption of agricultural prices from the rigid application of
the ceiling permitted them to rise out of proportion to other prices,
thereby introducing distortions into the price structure. This had
some curious effects upon production. For instance, in the postwar
period (while the ceilings were still in ‘effect), the price of butter
was frozen, but the prices of heavy cream and ice cream were left
to the play of the market. It naturally followed that the latter two
prices rose. Under these circumstances, very little cream went into
butter manufacture, and a serious shortage of butter occurred.

The disparities in prices were especially troublesome in the case
of labor. Wages were held down strictly in the industries manufac-
turing goods for civilian consumption, but in the war goods indus-
tries, although basic wage rates were frozen, take-home pay was not.
In order to induce laborers to produce more of the latter goods,
liberal extra wages were allowed for overtime, Sundays, and holi-
days, so that earnings in these industries were greatly increased.
There resulted an exodus of labor from civilian to war goods indus-
tries, which threatened to paralyze the former. Here again it was
found necessary to supplement the machinery of pricing with



Some Problems of Price Regulation 313

measures of direct control. A War Manpower Commission was
created, which had sufficient authority to control the shifting of
labor.

Reference has already been made to the problem created by infla-
tion of the currency at a time when the government was attempting
to prevent prices from rising. This inflation created a terrific pressure
against the price ceiling, as consumers, coming into the possession of
more money, sought to spend it. It was in this period that the ex-
pression “the inflationary gap” came into use as a term to describe
the difference between the value of monetary purchasing power in
the hands of the public and the money value of the goods that
were available to them at the controlled prices. The inflation was
like a flood threatening to wash away the dam of price controls, It
was the source of much evasion and black marketeering. Evasions
(apart from sub rosa selling at high prices in direct violation of the
law) took various forms. Goods were permitted to deteriorate in
quality, but sold at the same prices that previously prevailed for
superior goods. New products were offered on the market differing
from old ones just enough so that no previously existing price could
be used for a ceiling; a case could then be made out for charging a
much higher price, based on current costs.

"The abandonment of the free pricing process as a device for guid-
ing the economy during the war required the creation of govern-
mental agencies to direct resources to those uses which were deemed
most important. Strategic raw materials were allocated among the
several industries by a War Production Board, instead of being
drawn toward the strongest demands by competitive bidding. Labor,
instead of being left to find its best market among the different oc-
cupations and industries on the basis of greater and lesser rewards,
was to some degree conscripted by the controls administered by the
War Manpower Commission. Since goods were no longer rationed to
consumers by prices reached through the play of demand and supply
in an open market, ration boards were set up to apportion the scarcer
things on the basis of greatest needs.

The sweep of these controls, and the kind of difficulties en-
countered, reveal vividly how remarkable are the functions that the
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pricing process performs of its own accord when it is left free to do
so. But it does not follow that the wartime regulations were unneces-
sary or unwise. They were most necessary; and, notwithstanding the
difficulties, they accomplished their purpose reasonably well-much
better, in fact, than economists had generally anticipated. The task
of increasing tremendously the output of military goods, without
encroaching too seriously on the daily needs of consumers, was
achieved with success. This raises an interesting question. Could we
perhaps in peacetime direct the economy more satisfactorily by a
program of direct governmental control, tt}an by depending on the
guidance of prices? This raises the whole issue of general economic
planning, and the method of its operation. The pricing aspects of this

problem will be the subject of the next (and final) chapter of this
essay.

Before turning to this problem, however, there is one other feature
of American wartime policy that it will be worth while to consider,
for the light it can shed on the way the price system operates. This
has to do with the principles followed by the federal government in
purchasing goods for its own use (including the use of the armed
forces). In these purchases, a distinction was made between non-
standard goods, such as ships, airplanes and tanks, that were built to
specifications, and standard goods, such as flour or sugar, that would
ordinarily be found for sale in open markets. Goods of the first cate-
gory could hardly have been bought on any other basis than the
specific cost of manufacturing them, with some allowance for invest-
ment and management. There is no important question of pricing
principles that need detain us here. It was in buying standardized
goods for the use of the government that a novel principle was
adopted which is of much interest to the economist. In competitive
markets, the like products of different producers all have the same
price; and it might have been supposed that the government, in buy-
ing from different suppliers, would have followed this principle in
wartime. Instead of doing this, it paid each producer according to his
own particular costs. This meant that several different prices might
be paid for identical goods, depending on whether they came from
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high or low cost producers. The reason for this was that if the same
price was paid to all, it would have to be high enough to compensate
the highest cost producers of the commodity, and this would make
the good needlessly expensive to the government, while rewarding
the low cost producers with excessive profits. The average cost of
purchase would be lower if each producer was paid according to his
own costs.

The theoretical question that arises out of this case concerns the
function of differential surpluses in the pricing process. In analyzing
this, we must distinguish between permanent, or long-period, and
temporary, or short-period, differentials. Permanent differential sur-
pluses arise where some valuable production good is fixed in supply.
The typical case of this is the rent of land. Here the function of the
surplus is to allocate the scarce resource among its various possible
uses in accordance with the principle of opportunity costs. This
allocation works to promote social economy in the way that was
described in an earlier chapter. Temporary surpluses are the values
attaching to scarce resources in the short period, during which their
supply is more or less fixed. They represent that share of the price of
the product which remains after the variable costs are met. They
may be cither greater or less than the normal return which this re-
source can earn in the long run. If demand for the product is great
enough in relation to existing productive capacity to bring the price
for the time being above optimum costs, the surplus for the tempo-
rarily fixed resource will be greater than normal; but if demand for
the product is low in relation to capacity, the surplus will be less than
normal. In either case Marshall would call it a quasi-rent.” It is
closely akin to profits. Its function is a dual one. As in the case of
land, it serves to allocate the resource in the most economical man-
ner among the available opportunities for its use, demand being
taken as the measure of social need. But it has the additional function
of inducing a readjustment of capacity to the existing demand. Such

"It is a mistake to think of quasi-rent as a surplus in excess of the normal
return. It is the whole of the return in the short period to a factor with tem-
porarily inelastic supply; and this can be less than the normal return which this

factor can obtain in the long run. It depends on whether demand is increased or
dccreased, in relation to the supply.
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a readjustment is not possible in the case of a fixed resource like land,
but it is possible in the case of industrial equipment, such as factory
buildings and machinery. The high surplus yielded on such equip-
ment in a period of temporary shortage has the effect of stimulating
producers to construct more equipment, in order that the supply
may expand to meet the demand; or, if the surplus is below the nor-
mal return, this will induce a contraction of capacity. These re-
actions make for economy.

During a war, however, the excessive profits that would result if
prices throughout the market were allowed to rise to marginal costs
cannot perform either of these functions. They cannot allocate the
scarce productive resources to the channels of greatest social need,
because the exigencies of war finance do not permit consumer in-
comes to shrink enough to subordinate their demand for consumer
goods to the urgent needs of the government for prosecuting the
war; and the period of time during which the war emergency exists
is too short for the price stimulus to effectuate a significant increase
in plant capacity. In such a time, shortages of capacity in war in-
dustries are very acute, so acute that differential profits might rise to
-enormous figures without resulting in a corresponding increase in
productive facilities. Left to themselves, enterprisers would not be
likely to expand their plant facilities, because they would reason that
the excessive demand was only temporary—it might disappecar by the
time the new plant was constructed. Therefore, it would be better
for them to pocket the profits, while allowing the shortage to con-
tinue. Under these circumstances, the surplus has very little useful
effect. It represents a great waste of expenditure, at the taxpayers’
expense. These considerations appear to justify the policy followed
by the government, of making its purchases at different prices, ac-
cording to the costs of the individual producers; but it would not
be a good policy to follow in normal times.



CHAPTER ELEVEN

Pricing in Collectivism

THE ECONOMIC PROBLEM OF A COLLECTIVE SOCIETY

The apparent trend toward general economic planning raises the
question of what system of pricing would prevail in a fully planned
economy. In the spontaneous price mechanism of capitalism the
guidance of the economic process depends upon myriads of individ-
ual decisions by consumers, enterprisers, and all those who partici-
pate in production; but in a planned economny the basic decisions
would be made by a central body. This suggests the possibility that
the mechanism of pricing in such a world might be very different
from that of a normative price system.

Our economy may evolve into one in which some form of general
economic planning is grafted onto the institutions of a modified
capitalism; but the essential characteristics of planning appear most
clearly in a régime of collectivism where the material means of pro-
duction are socially owned and operated. Therefore it will be most
illuminating to look at planning as it would (or might) be carried on
in a socialized economy.

Until quite recently socialistic writers paid very little attention to
this problem. They were preoccupied with exposing the defects of
capitalism and with propaganda for its overthrow. They took the
position that the details of running the collectivized ir}dustries could
not be prescribed in advance, but would have to be worked out by
experience and evolution. More recently, however, with the advent
of collective governments in various countries of Europe, expositors
of socialist theory have come to realize that the basic problem which
any economy has to face is that of determining how resources are to
be allocated among the various consumer goods to which they might
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be devoted, and how the resulting goods are to be shared among the
people. It is presumably through some kind of pricing that these
questions are to be answered in a collective world. Therefore, econ-
omists who are interested in the problems of a collective economy
are now actively discussing the pricing problems which such a
society must face.

The basic problem of social economy is the same in any society, but
in individualistic capitalism it is worked out spontaneously through
the market mechanism of demand and supply, which brings about a
more or less harmonious balance between conflicting individual
choices. In a collective régime the central Iilanning body would face
this problem consciously, and would decide how resources were to
be allocated and the social product apportioned by deliberate author-
itative decision. Presumably this body would act with definite con-
cern for the welfare of the people as a whole. It may be supposed
that it would attempt to attain objectives similar to those embodied
in the criteria of social economy which have been set forth in this
essay. Let us consider what alternative procedures might be open to
the central planning authorities for putting such criteria into effect.

ALTERNATIVE METHODS OF SOLVING THE ECONOMIC PROBLEM

It is conceivable that the collective economy might be planned
without benefit of prices at all. Although they are very vague
about it, communist theorists look forward to the eventual attain-
ment of a moneyless world where goods will be so abundant
that prices will not be necessary. The implication back of this ideal
is that production will become so prolific that scarcity will be com-
pletely banished and the problem of economy will no longer exist.
This hoped-for Elysium is a mirage of optimistic dreaming. As far as
we can see into the visible future, our wants will exceed the potential
capacity of productive means. This condition makes it necessary to
restrict the satisfaction of wants, and all the problems of economy
with which this essay has been concerned will have to be faced.

In a world of scarcity, would it be possible to achicve economy
in the use of resources without a price system? Perhaps so, in a
poverty economy where production is barely enough to satisfy the
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most primitive human needs. Here a planning body could, by a con-
sensus of judgment, allocate resources to the most obvious necessities
and ration the product among the people on some rough basis of
justice. The number of decisions to be made would not be so great
as to confuse the planners with a chaotic multitude of choices. It
would simply be a matter of deciding the broad proportions in which
resources were to be devoted to a few simple categories of food,
clothing, and housing. In a comfort economy, however, the range of
choice becomes so wide as to present a bewildering mass of alterna-
tives, How are the choices among this infinity of possibilities to
be decided? The planning body might still allocate productive
resources into a few of the major broad categories of food, clothing,
housing, and medical care by common sense; but this would be only
the beginning of the problem. Within each category there would be
a vast number of details concerning the kinds of food, the styles of
dress, the architectural design of houses, and the scope of health
provisions, to be determined. Beyond these would be a host of pos-
sible luxuries—theatrical plays, sports, home furnishings, automobiles,
television, jewelery, cosmetics, and what not. All these would have
to be worked out in detail, and the precise quantity of each good to
produce would have to be determined. To make these decisions with-
out some unit of account comparable to money would be almost im-
possible. There are two difficulties which point to the need for a
system of prices to solve these problems,

The first difficulty is a political one. It involves the question of
human liberty. Is the collective society to be one in which human
beings are to be regimented by a supreme authority which dictates
what food they shall eat, what clothes they shall wear, what kind of
houses they shall live in, and what recreations they shall be permitted
to enjoy; or are they to have wide freedom of choice in such mat-
ters? Undoubtedly, if the people are to be contented and to give
their whole-hearted support to the régime, there must be a wide
range of individual free choice; although this may be restricted
within reasonable limits where choices involve action that is inimical
to the social interest. In collectivism the number of goods supplied
communally can be considerably widened, but this has its limits.
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The possibilities in this direction were dealt with in Chapter Three,
and the discussion need not be repeated here. It is enough to say
that in a world of scarcity not all goods can be supplied by the com-
munity gratis; and the state of boundless abundance to which the
communists look forward is unattainable.

Some writers have suggested that a planning body could keep pro-
duction in line with consumers’ desires by some other mechanism
than prices. For instance, questionnaires might prove useful in help-
ing to determine broad questions of policy in much the same way
that manufacturers sometimes use consumer polls or distribute free
samples in order to obtain consumer reactions to their products. But
if consumers are to have a wide dcgrée of freedom in choosing the
products they prefer, the simplest and most satisfactory means of
doing it is to give them money incomes which they are permitted
to spend as they please. Production must then be directed accord-
ingly. This requires the use of a price system.

Graham went so far as to say that a pecuniary price system, in
which consumers’ demand determines the direction of production, is
essential to the very existence of freedom. He said:

It was, for instance, the commutation of services into money payments,
and the evolution of a pecuniary economy in the free cities, which broke
the bonds of Medieval serfdom. . . . Where social relationships are not
based on the “cash-nexus,” as, for instance, in such a non-pecuniary civili-
zation as that of the Aztecs, freedom is practically impossible. Such socie-
ties are, in fact, marked by the most ruthless tyranny.!

The second obstacle to guiding a complex economy without
benefit of prices rests in the heterogeneity of the goods whose values
must be compared. In deciding how much resources to use in pro-
ducing television sets as compared with, say, citrus fruits or perma-
nent waves, there must be a common denominator which permits a
precise quantitative calculation of their relative importance. It is
hard to conceive of anything other than a monetary unit that could
possibly serve this purpose. Prices expressed in terms of such a unit
seem to be the only feasible way of making such comparisons with
any nicety. At the beginning the communists in the Soviet Union

1 Frank D. Graham, Social Goals and Economic Institutions (1942) p. 52.
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tried to get along without money (they even went so far as to try
to wreck the monetary system deliberately), but they did not suc-
ceed in this endeavor. In the end they had to return to a system of
money pricing. Most collectivists now recognize that some kind of
pecuniary price system must be employed.

Some, however, argue that pricing in collectivism need not follow
the same principles as the normative price system that has been
described in carlier chapters of this study. A number of them, under
the spell of Marxian economics, have tried to show that prices could
be based on a labor theory of value. They visualize the collectivistic
economy as providing a somewhat wider range of communal goods
than a capitalistic society furnishes, but beyond that the goods pro-
duced would be sold to consumers at prices proportional (though
not necessarily equal) to their labor costs of production. Cole, for
instance, reasons that prices will have to be higher than labor costs
in order that the statc may have a margin of profit out of which to
provide for capital accumulation, communal goods, and a broad
program of welfare activities.> Dobb believes that in the beginning
of the collective régime prices will have to be above “labor values”
for goods requiring roundabout production, but he looks forward
to a time when capital accumulation will have reached a saturation
point where the marginal productivity of waiting (investment) will
be zero, so that no charge for capital equipment need be made. Then
“all industries will attain equilibrium when their receipts cover their
wage costs.”3 Both writers think of labor costs in terms of wages, and
they recognize that wages will differ in various employments; hence,
values will be based on wage costs, not just on labor time, but no
charges for land rents or for interest are to be included in cost calcu-
lations. Prices will thus be in proportion to labor cost of production,
with some loading to provide a surplus out of which the state can
finance capital construction, collective goods, and welfare activities.

Marx derived his labor theory of value from the teachings of

2 G. D. H. Cole, Economic Planning (1935), Chap. 12.
3 Maurice Dobb, Political Economy and Capitalism (International Publish-
ers, New York, no date).
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David Ricardo, whose Principles of Political Economy was published
in 1817. In the more than a century which has elapsed since that time,
economists have learned many things about the pricing process
which were not even dreamed of by Ricardo and his contemporaries;
and the idea that quantity of labor is the ultimate factor in the deter-
mination of values has been completely overthrown. To advocate
labor cost as the basis for pricing in a collective society today is to
ignore the developments of the last hundred and thirty-odd years in
value theory.

The proposals of Dobb, Cole, and’ their school rest on an erro-
neous conception of real costs. Real cgsts consist not alone in labor
performed, but in various sacrifices, of which labor-pain is only
one. To base the prices of commodities solely on the labor cost
of producing them would lead us astray. For example, the grow-
ing of potatoes requires more labor, in proportion to the land em-
ployed, than does the raising of steers. If the two commodities were
priced on the basis of their labor cost, the price of potatoes at whole-
sale would be relatively higher than that of beef on the hoof. But
suppose the country concerned is one with a relatively large labor
supply and a scarcity of land. With beef priced low, the great ex-
panse of land necessary for grazing would be used wastefully, at the
expense of other products which would have to be sacrificed be-
cause of its scarcity. Economy here would require that beef be dear
(in spite of its low labor cost), and potatoes be cheaper. This would
insure that the scarce land would be confined to its most important
uses, on the principle of opportunity costs. The Marxian theorists
fail to see that prices should be used as a device for allocating re-
sources according to their scarcity in relation to social needs. Prices
cannot Perform this function unless all the factors of production are
included in the calculation of costs. Once the principle is grasped
that costs measure alternatives sacrificed, and not only production
pains, the labor theory of value must be abandoned, not only as an
explanation of how prices are determined in the present world, but
also as a principle for their determination in a collectivist world.

Why, then, do Marxian writers, even those who show some
familiarity with modern economic theory, stubbornly cling to the
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obsolete labor cost idea? No doubt it is partly because their loyalty
to Marx, the master, prejudices them against the findings of non-
Marxian theory; but even more it is because they do not seem to be
able to separate costs as a tool of accounting from costs as income
shares. They are obsessed with the idea that if other factors than
labor are admitted to be sources of cost, this will justify the receipt
of incomes from property. Believing that only labor should be paid
for its contribution to production, they jump to the conclusion that
only labor is productive. But if labor on one piece of land is more
productive than on another, the land (not the landowner) must be
credited with the extra production, and this makes it a valuable re-
source whose importance for production must not be lost sight of in
the keeping of accounts. Likewise, if labor employed in a round-
about process is more productive than that which is employed in a
direct process, the investment without which roundabout production
could not be carried on must be recognized in the accounting as 2
factor which contributes to the product. This can be done in the
calculation of costs without the necessity of paying people for own-
ing land or (if we wish) for investing savings. To admit that land,
investment, risk-bearing, and the like are productive resources, the
use of which costs something in alternatives sacrificed, does not
necessarily justify the private ownership of land or equipment, and
it does not necessitate the payment of incomes to landowners or
investors, If we are to think clearly on this problem, we must separate
the two issues of what is cost and what is a justifiable source of
income.

The above reasoning leads to the conclusion that the labor-cost
principle of pricing would not be a satisfactory means of guidance
for the allocation of resources in a collective economy. An alternative
possibility would be to set up a system of manipulated prices on the
basis of expediency. This has been the policy adopted by the
economic planners in the Soviet Union. The hostility of the com-
munist leaders to “bourgeois” economic teachings has made it neces-
sary for them to feel their way in a process of trial and error. Al-
though it might have been expected that they would base prices on
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labor costs, in accordance with Marxian theory, there appears to
have been no effort to establish normal prices on any consistent basis.
Instead, prices have been controlled in accordance with a policy of
expediency for attaining certain objectives. The primitive nature
of Russian industry, the fact that when the communist régime began
its economy was mainly an agricultural one in a general state of
poverty, plus the bias of communist theory, led to the adoption of
certain broad aims. The first of these was that basic necessities should
be provided for all. Secondly, realizing that only through the devel-
opment of manufactures could higher standards of living be attained,
it was necessary to provide power and capital equipment as rapidly
as possible. Another aim growing out of communist philosophy was
to favor the industrial proletariat over other classes in the nation.
Finally, there were some broad cultural ends which were allowed to
influence prices. For example, household soaps and books were
priced low in order to encourage their use, while luxury toilet
articles were priced very high. In an effort to promote these several
objectives there was developed a complicated system of controlled
prices and rationing.

It will be instructive to consider some aspects of this system as it
existed in the early nineteen thirties.* Instead of establishing a single
market, with one price for a given commodity throughout the whole
of it, the Russian communists set up a number of different kinds of
shops, catering to somewhat different classes of buyers, with differ-
ent schedules of prices. In order to bring basic necessities within the
reach of everyone, a large number of staple goods were sold at very
low prices in “closed coGperatives” and factory canteens. Since at
the prices so fixed the effective demand greatly exceeded the ef-
fective supply, it was necessary to ration these goods. Rations were
not the same for all classes, preference being given to workers in the
most important industries, to those engaged in heavy or unhealthy
employment, and to certain employees in the administrative organ-
ization. Agricultural workers were excluded from the rationing

4 My account is based mainly on two sources: Maurice Dobb, Soviet Eco-
nomic Development since 1917 (London, 1948), pp- 368ff.; and Alcxander Bay-
kov, The Development of the Soviet Economic System (1947) pp- 236ft.
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system, presumably because they could provide themselves with
basic necessities from the products of their farms. Even in the shops
stated there were two different sets of prices; for if surplus quantities
of some goods became available above what was required to meet the
rations, these goods could be purchased “off the ration” at substan-
tially higher prices. In addition to the shops described, there were
various state and municipal “commercial stores” in which a wide
variety of goods was obtainable, but at stili higher prices. Special
supplies were alloted to “Torgsin” stores for sale to foreign residents
and tourists, at the highest prices of all. Finally, there were private
rural “Kolkhoz” shops where the agricultural cobperatives could
sell any surpluses they might have above what they were required to
deliver to the authorities for urban distribution, and where individual
farm workers could dispose of the products grown on the individual
plots of land which they were permitted to cultivate, Through this
machinery prices were made the instruments for carrying out eco-
nomic decisions made by the state, instead of being made the primary
guide for such decisions.

The effect of this multiple price system was to separate consump-
tion from individual money incomes to a considerable degree. A
skilled worker might get a higher money wage than an unskilled
laborer, but his ration might not be any greater, so that there was not
much he could do with his extra earnings; or, one person might be
able to buy more than another with the same money wage because
preferred workers were allowed to purchase in the factory canteens,
where prices were lower, and others had to buy elsewhere at higher
prices. This was inconsistent. If different money incomes are per-
mitted, they should reflect corresponding differences in standards of
living; otherwise they are meaningless. If extra wages cannot buy extra
goods they perform no function, Experience has since taught the
communists that the categories of privileged workers which they
had established contradicted the incentives which the wage differ-
entials they permitted had been designed to provide. This difficulty,
together with the unwieldiness of the multiple price system, and
other problems, led to the abandonment of rationing in 1935 and a
return to the principle of one price in all the stores of a given market,
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especially the Kolkhoz shops. Rationing had to be resumed during
World War II, but was later abolished again.

At the present time Soviet prices do not appear to be based on any
clearly defined set of principles. Although producing establishments
keep records of their costs and are expected to show a profit, no
effort is made to make retail prices correspond to costs of produc-
tion. Consider the problem which confronts the planning authorities:
Firstly, production quotas are determined in advance by the plan-
ning commission (Gosplan), not on the basis solely of demand but
largely on the judgment of the planners. In the course of production,
wages, salaries, and bonuses are paid to workers, technicians, and
managers. These constitute practically the sole monetary incomes
of the people, there being no private receipts of rents and no interest
on industrial loans.® This entire flow of payments is available for ex-
penditure on consumption goods. At the same time it constitutes
virtually the whole of production costs, because producing estab-
lishments do not have to pay rents for the land they use nor interest
on their fixed capital. So everything that is paid out in production
could be spent by the masses in consumption if goods were priced at
costs. However, only a part of production consists of consumable
goods. Great efforts are being made to industrialize the country, so
that a large proportion of production is devoted to capital equip-
ment; and a not inconsiderable proportion is devoted to communal
goods which are available to all, without prices. Since the total of
expendable incomes would greatly exceed the aggregate prices of the
consumable goods offered for sale, if the latter were sold at cost,
they must be sold at prices high enough above costs to absorb the
excess; otherwise, the economy would not be in balance. There
would be an inflationary gap which would lead to black market
activities and other problems to plague the authorities. In practice,
balance has not been attained, and there has been some inflation; but
an approximation to balance has been achieved by means of a turn-
over tax levied on commodities. This is practically a sales tax imposed
at the point where products pass from the factory to wholesale or
retail markets.

5 A little interest is paid on savings deposits and government loans.
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The turnover tax is not uniform, but varies according to certain
objectives which the authorities seek to achieve. For example, in
view of the scarcity of certain raw materials and mechanical equip-
ment, it may be desired to discourage the consumption of goods
whose production requires much of these things. In such cases the
turnover tax is raised. It thus constitutes a sort of substitute for the
rent (or quasi-rent) which attaches to scarce factors in a normative
price system, although the Soviet economists do not appear to be
aware of this similarity. Again, it may be considered wise to en-
courage the production of bicycles because they enable people to
live further from their work, thereby relieving urban congestion and
promoting the wholesome environment of suburban residence. In
this kind of case the tax is kept low. The consumption of socially un-
desirable products (e.g., vodka) may be discouraged by a high tax,
in much the same way that we use high license fees or excises for
similar purposes. There are more than 2500 separate turnover tax
rates, ranging from ten to eighty-two per cent of the retail price. In
this way a considerable part of personal money incomes is recaptured
to finance the provision by the state of communal goods, capital
accumulation, and cultural activities.

All prices are fixed in advance by the plans. They are made up of
the following elements: average (not marginal) costs of production
(including the cost of transportation and marketing), the planned
profit of the producing establishments, and (in the case of commodi-
tics sold after they have left the factory or farm) the turnover tax. Part
of the profit is retained by the establishment for its own capital needs
and for bonuses paid to management for superior efficiency; the re-
mainder goes to the state. Although Soviet writers do not quite admit
it, it appears that an effort is made to adjust these various components
of prices in such a way that in the end the effective demand of con-
sumers for goods will equal the planned output. To the extent that
these various adjustments are successfully worked out, a balance of
the entirc budget of the economy is achieved.

The calculation of costs does not follow the principles of a norma-
tive price system. In so far as costs are used as a basis for pricing, it is
average, not marginal, costs that are employed. This would accord
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with normative pricing principles for the long run, but it departs
from the price mechanism of a competitive economy in the short
run. However, the cost accounts are distorted because they are
dominated by the labor concept of costs which was criticized above.
Although interest is charged industrial establishments for short term
loans, they do not pay interest on loans of longer duration. This
means that they pay for the use of working capital but not for fixed
capital. No charge is made for the use of land. The allocation of
capital (including land) is made on the basis of judgment or guess,
without any specific calculus for comparing and weighing alterna-
tives. In view of the principles of social economy developed in earlier
chapters, it would appear that welfare would be more effectively
promoted if charges for all the factors were entered into the costs on
which prices are based.

The authorities appear to be moving slowly toward the principles
of a normative price system. One evidence of this is the abolition of
rationing and multiple pricing in favor of distributing goods to con-
sumers on the basis of voluntary purchases at uniform prices. There
is also a trend away from arbitrary wages and the drafting of labor
to increasingly widening wage differentials as a device for allocating
labor and stimulating worker efficiency. Wage differences in the
Soviet Union are now as great as those which prevail in the United
States. Furthermore, (as above remarked) there is a rough equival-
ence to differential rents in the high turnover taxes levied on goods
whose production requires materials or primary factors that are
especially scarce. The Soviet economists may in time discover that
interest and rents openly charged are a useful accounting device that
should appear in cost calculations. There is also evidence that the
teaching of value theory in Soviet academic institutions is beginning
to deviate somewhat from Marxian labor principles.®

All this suggests that perhaps the best basis for pricing in a col-
lective economy may be the mechanism of a normative price system.

8 See Raya Dunayevskaya, The Teaching of Economics in the Soviet Union,
in American Economic Review, Vol. XXXIV, pp. 340-343, 501-537, and 862871
(June, September, and December 1944).
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The argument of this study taken as a whole shows that a normative
price system embodies certain principles that make for social economy.
It needs a favorable institutional setting to prevent abuses, such as those
of monopoly and the deception of consumers. It needs also to be sup-
plemented by collective action to give effect to certain principles
which the spontaneous mechanism of prices ignores. For instance, the
state must provide for the distant future, which is underestimated in
individual rates of time preference; and it must perfect arrangements
for developing latent talents in the population. But with these supple-
ments and correctives, such a price mechanism probably offers the
best means of calculus that can be found for setting scarcity against
needs and guiding the economic process toward the ends of social
welfare. A régime of collectivism could easily provide the necessary
correctives and supplements. Why, then, should not the normative
pricing system be used as the basis for guidance in a collective
economy? A number of economists who have been interested in the
theory of collectivism” have recently come to the conclusion that it
should, and in this judgment I concur. An analysis of how the
normative price mechanism could function under collectivism will
show the possibilities.

NORMATIVE PRICING IN COLLECTIVISM

There is fairly general agrcement among both the critics and
advocates of collectivism that consumers’ goods in a collective soci-
ety can be allocated on the basis of free choices as expressed in sched-
ules of consumers’ demand. There is no technical obstacle to such
a method of allocation. Consumers presumably would be given a
money wage or other money income which they would be free to
spend as they pleased for such goods as the collective market provided.
Many, if not most, of the goods produced by the economy would be
offered for sale in this market at prices established on the basis of
costs of production calculated in a manner presently to be explained.
The quantities of the various goods produced would then be planned

7 Oscar Lange and F. M. Taylor, On the Economic Theory of Socialism
(1938); H. D. Dickinson, Economics of Socialism (1939); and R. 1. Hall, The
Economic System in a Socialist State (1937).



330 Social Economy and the Price System

so as to equal the effective demands for them, thus freely expressed.
However, this principle of pricing need not be carried to the point
of complete consumers’ sovereignty. No doubt the collective plan-
ners would want to extend more or less the list of communal goods
to be made available without price. There would be more public
schools, and free college education for those qualified to benefit by
it. There would be a broad program of free medical and hospital
care, possibly rent-free housing for the poorer members of the com-
munity, and perhaps some broader amenities, such as free concerts,
movies and plays, and possibly even free railroad transportation for
commuters, vacationers, and certain others. In these matters the
judgment of the planners, instead of consumers’ demand, would
guide production. Even in the case of goods offered for sale, some
might be priced above costs to discourage their consumption, while
others could be offered at less than costs (a subsidy being paid to the
industry concerned to make up the deficit), in order to encourage
the use of things which were believed by the planners to be uplifting
or important for the general welfare.

Dobb reasons® that in a planned economyv deviations from con-
sumer choices are justified for a number of reasons. “It may well
be the case that the majority of the choices registered on the market
are in fact second-best preferences as compared with the choices
consumers would have made if the requisite alternatives had been
available.” Obviously consumers can only choose among the goods
already offered for sale on the market. They cannot consider other
non-available alternatives. Especially when new goods are intro-
duced, it is necessary for the planners to make decisions, at least until
such time as the market reaction can be tested. This is, of course,
done by enterprisers in capitalistic production. There is the further
difficulty that personal choices are often shortsighted in time or near-
sighted in space. The collective judgment of social planners would
often be able to make choices which the affected individuals would
subsequently admit to be superior to the choices they would have
made voluntarily. Likewise, in cases where individual consumption

8 Maurice Dobb, Political Economy and Capitalism, pp. 311ff.
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conflicts with or diverges from the interest of consumers in general,
some restriction on free choice will have to be made. We do this, too,
in capitalism. People are compelled to be vaccinated and to send their
children to school, often against their wills; and they may have to
put mufflers on their autos when they would prefer to go dashing
down the street at full blast with cut-outs open. In a collectivistic
world, where more attention would be paid to the general welfare,
there would likely be more restrictions of these kinds. Dobb believes
that it might also be wise to curb the individual desire for variety for
the sake of the greater abundance for all which standardization of
goods might make possible. He argues that an individualistic con-
sumers’ market has a bias in favor of both greater variation and
greater variety than the collective interest. He believes that, so long
as adequate quantities of such staple products as meat, vegetables,
cereals, housing, furniture and recreation are provided, consumers
will not suffer a major hurt if the varieties inside these general
categories are not supplied in precisely the quantities consumers
would prefer. Where demands are inelastic, failure to meet them in
the desired proportions is serious, but where they are elastic (as they
are in the case of luxuries) some departure from consumer prefer-
ences need not cause much concern,

Very likely this problem would have to be worked out on a basis
of experiment and the testing of public reactions to the decisions of
the planners. At any rate, there is no reason why a collective
economy could not be guided entirely by consumers’ free choices if
that policy were to be decided upon; and there are some features of
collectivism that would presumably make individual choices accord
more closely with the general welfare than they do in capitalism.
There would be little, if any, distortion of demand by misleading
advertising. There would be plenty of advertising, but it would be of
the informative and educational, rather than of the high pressure,
kind. Goods would be accurately described and labeled, since there
would be no motive for deception. There would be consciously pro-
moted education to guide consumers toward wise spending of their
money incomes and the seeking of cultural goals. Finally, the reduc-
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tion of inequality in income distribution would correct, to a con-
siderable degree, the discrepancy between consumers’ demands and
needs which is caused by the extreme inequality of capitalism.

If the number of goods produced communally were extended,
some machinery for guiding the allocation of resources for such
goods would be needed. It is the expectation of collectivists that a
socialistic economy will be directed by a general planning commis-
sion somewhat resembling the Russian Gosplan. It is to be presumed
that some members of this body or its staff would be specifically
charged with the duty of representing consumers’ interests. Perhaps
a special consumers’ advisory counsel, selected in such a way as to
reflect the interests of various counsumer groups, could be created.
However, it is my opinion, already expressed in Chapter Three, that
it is not wise to increase the proportion of communal goods very far.
It is better to allow consumers a wide freedom of choice, while
endeavoring to influence them toward wise decisions, and providing
full and accurate information about the goods they buy, through
general measures of education and propaganda. A democratic collec-
tivism will not encroach on individual liberties where it is not im-
perative to do so. It is better to make progress toward welfare more
slowly, rather than to coerce people to accept what the planners
think is good for them. There is a further reason for preferring wide
freedom of choice. It is to obtain schedules of demand from which
opportunity costs can be computed. The planning body might have
difficulty calculating alternatives in monetary terms without a wide-
spread market where consumer choices are recorded in effective
demands. It would be almost impossible to formulate demand sched-
ules for a great multitude of goods merely on the basis of planned
calculations as to their relative importance for economy. The merit
of the market pricing mechanism is that it gives the answer in a
manner that makes effective guidance possible.

The crux of the problem of allocating resources in a collective
economy centers in the pricing of the factors of production. The
principle of surplus utility requires that these factors be priced on the
basis of opportunity costs. This is as necessary for the attainment of
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economy in collectivism as it is in any other system. It means that
factor prices must be derived from the values imputed to them in their
possible alternative uses. In a normative price system this is worked out
by competitive bidding for the scarce means of production. The bids
are presumed to reflect the values of the marginal products of the
factors. Thesc are sct over against supplies of the several factors,
which supplies may be more or less elastic in responding to price
offers. The result is that cach factor price is brought to equality with
the value of its marginal product. We must now inquire whether a
collectivist economy can utilize this principle of pricing, or some
equivalent.

To this question, von Mises replies with an emphatic no.® He holds
that collectivism might be able to work out a satisfactory means of
pricing consumers’ goods, but it could not evaluate producers’ goods
because there would be no market to register the forces of demand
and supply for them. All the producing establishments would be in
the hands of the state, which would allocate factors to them in ac-
cordance with plan, rather than by market bidding on the part of
enterprisers. Economic calculation would therefore be impossible
and economy could not be achieved. “Because no production good
will ever become the object of exchange, it will be impossible to
determine its monetary value.”? Indeed, von Mises is so completely
convinced of the correctness of this reasoning, that he says “It has
been demonstrated in an irrefutable way that a socialist common-
wealth would not be in a position to apply economic calculation,”!!
Notwithstanding this bold assertion, von Mises is surely wrong.

Let us look broadly at the pricing problem which would confront
a collective economy, taking into view the relations between its
various parts, in order that we may see how the problem could be
worked out. A socialist régime would have, as a starting point, a
structure of prices alrcady in existence, inherited from the capital-

9 Ludwig von Mises, Socialism: an Economic and Sociological Analysis
(English translation from the Second German Edition, 1932, by J. Kahane).
10 Quoted from von Mises by R. 1. Hall, in The Economic System in a So-
cialist State (London, 1937), p. 60.
11 Ludwig von Mises, Planned Chaos, a pamphlet published by The Founda-
tion for Economic Education, Inc., New York, 1947,
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istic (or other) economy that preceded it. It would be simple and
logical for it to accept these prices for the time being, then to modify
them gradually as the various parts of its program were put into
effect. But this kind of a start is not absolutely necessary. It would
be entirely possible to begin with a set of prices established by guess,
and then to work toward a general equilibrium of normal prices by
a process of trial and error. If some of the prices so fixed were too
high, the effective demand in these cases would fall short of the
effective supply, indicating that a downward adjustment was needed.
If some prices were too low, the effective demand would exceed the
effective supply, and these prices could then be raised until equili-
brium was restored. The rule that prices should be set in such a way
as to equate demands and supplies must be applied to the productive
factors as well as to finished goods. In the state of equilibrium which
should be the goal of policy, there must be just enough factors em-
ployed in each industry to produce enough goods to satisfy the
demands for them. The prices of the factors would thus be crucial,
not only for the maintenance of equilibrium, but also for the
attainment of that social economy or welfare which normal equili-
brium can be made to represent. This condition of economy will be
achieved if the laws of substitution and of opportunity costs are
brought into play. The real problem is how to make these principles
effective in a collective economy where there is no free market in
which the factors of production are bought and sold, or rented and
hired. This is the problem posed by von Mises.

There is reason to think that something equivalent to a market
can exist in a régime of collectivism. Even though producing estab-
lishments are owned and operated by state agencies, a system of
accounting within each of the collective enterprises will be necessary
as a check on its efficiency and to provide the planning commission
with the necessary data for its guidance. Into these accounts the
prices of materials, productive factors and similar items will be en-
tered as costs. Indeed, each enterprise could conceivably be made to
pay for its factors by being debited for them in its account with the
state bank. Likewise, each establishment supplying goods to another
(e.g., manufacturers supplying wholesalers, wholesalers supplying
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retailers) would be credited in the bank with the value of the goods
thus delivered. In this way, there would be something equivalent to
a sale and a payment. In essence this would not differ much from
what goes on in a capitalistic economy, for payments now are made
mostly by checks which cause debits and credits to be transferred on
the books of private banks. In the collective economy, however, ac-
counting methods would be standardized as they are not in a capital-
istic world, and special attention would be given to marginal, as well
as to average costs. Furthermore, costs would be made to measure
social disutilities by charging each establishment for accidents, sea-
sonal irregularity, and other social disadvantages which its operation
might entail.

Thus a collective economy may start out with a going structure of
prices for consumption goods, producers’ goods, and productive fac-
tors; and it can have a system of internal accounts as well as one of
external, social, accounting which would show the pecuniary rela-
tiorships between each establishment and its outlets, suppliers, and
employees. The management of each establishment must then be in-
structed to follow two rules: It must mimmize costs by substituting
cheaper for dearer factors wherever possible, thereby giving effect to
the law of substitution; and it must employ as many units of each
factor as will bring the value of its marginal product into equality
with its price. This last need offer no difficulty. It is always possible
by experiment to find the short-run marginal product of a variable
factor in a factory or farm; and the state could, if it chose, have ex-
perimental establishments to discover the long-run marginal products
of all the factors. So, on the basis of known physical marginal produc-
tivities and given prices, it should be possible to make the value of
the marginal product approximately equal to the price in every case.

The planners will then find that the managers, in following the
above two rules, will demand more of some factors than the supply
of them that is available, and will demand less than the supply of
others. The price of the factors must then be raised to check demand,
in the first case, or lowered to stimulate demand, in the second; and
to the extent that factor supplies can be varied, the planning body
must try to increase the scarce ones and decrease those which are
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overabundant. This course of action in response to the price situation
should be pursued until equilibrium is reached. By this approach,
regardless of the initial price structure, a set of prices would ulti-
mately eventuate that would bring each price close to its normal
equilibrium. If the other policies of the régime, in regard to educa-
tion, social security, public health, accurate branding, and the like,
were such as to provide a suitable institutional setting in which the
pricing process could operate, these prices would be conducive to the
social welfare, as argued in other parts of this essay.

INCOME SHARING AND FACTOR ALLOCATION

The pricing of productive factors on the basis of marginal produc-
tivity and opportunity costs does not necessitate that income will be
divided among factor owners on the same basis as in capitalism. In a
collective society most (conceivably all) of the material means of
production will be owned by the people collectively, either through
some agency of the state, or perhaps in part through coéperatives, the
latter especially in agriculture, retail, and wholesale trade. Most (or
all) of the income shares now going to property owners in the form
of interest, rent, and profits will, therefore, presumably accrue to the
state or to the codperative organizations. Except for a few individual
enterprises (little specialty shops, handicraft shops, and the like),
where earnings will not be much (if any) above wages, the great
mass of the population will be employees in collective establishments,
working for wages.

How should these wages be determined? Common sense (which
is confirmed by the experience of the Soviet Union) shows that con-
siderable wage differences will be necessary. The principle of in-
centive reinforces this suggestion, The social economy can be best
promoted if wages are based on the normative principle of marginal
productivity. Each industry will then be compelled to pay its workers
a wage that measures the marginal value of labor, not only to it, but
in all the alternative uses to which it can be put. Since, in a collective
society, demand will have been brought into conformity with social
needs by the reforms outlined in Chapter Three, this will fulfill the
principle of surplus utility, so far as labor is concerned. Labor will
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be drawn by wage inducements to those points in industry where it
will contribute most to the social welfare. The proposed policy will
also fulfill the principle of least costs, in so far as this is dependent
upon giving effect to the law of substitution.

This principle of wage setting does not mean that workers’ in-
comes in collectivism will be no higher than they are in the capital-
istic world, because in the former wages need not be the sole source
of income for the masses. Their incomes may be supplemented by a
wider list of communally provided goods than now, and additional
grants from the general revenues of the state can be made available, if
needed, under the principle of a guaranteed minimum. Moreover,
the selective procedure and educational facilities adopted to bring
into play the principle of developing talent, and the extensive other
social welfare work which may be expected, will bring the earning
capacity of each person to somewhere near its maximum potential. In
addition to these things, there should be less interruption of earnings,
because of the greater attention which will be given to the promotion
of public health, and because a collective economy offers an effective
solution to mass uncmployment (as elsewhere explained).!? Finally,
goods of the kinds that the workers most use will be more abundant
and cheaper in price, because there will be less demand for luxury
goods, thus releasing productive facilities for the production of
ordinary necessities and comforts; and there will be less product dif-
ferentation, which should lead to economies of standardization.

The collective enterprises will presumably yield a surplus above
wage payments, arising from two sources: interest and rents on the
capital (including land) owned by the state, and profits from the
collectively operated enterprises. This surplus will be at the disposal
of the state, which can use it to defray the expenses of government,
to make investments in industrial equipment, and to provide free
income for the people in addition to their wages.

In a collective society there need be no direct taxes, but indirect
taxes of a sort may be necessary. If the income from interest and rents
is not enough to cover the last named types of expenditures, then the
prices of produced goods should be set high enough to yield a profit

12 At the close of Chapter Seven, pp. 219-220.
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that could be used for these purposes. Something roughly equivalent
to this is provided by the turnover tax in the Soviet Union, which is
a device for raising prices above production costs in order to yield a
revenue to the state for its general purposes. Whether it be called a
profit or a tax makes little difference. The point is that prices are
sufficiently higher than costs to leave a surplus which is made avail-
able to the state. There is no tax deducted from individual incomes.
All the money income which any person receives is available to him
for expenditure on goods in the market. It is true, however, that in-
dividual real incomes will be reduced by the state’s revenues to the
extent needed to accumulate capital for further production and to
defray the expenses of the government. There is a psychological ad-
vantage in the fact that these are taken out of the production process
before they become personal incomes to anyone. Hence, there is
no sense of having received something, only to see it taken away
again.

That part of the social surplus which is not needed for investment
and governmental expenses can constitute a sort of social dividend to
be used for the general welfare. One use for this dividend would be to
put into effect the principle of the guaranteed minimum. This might
take the form of free, or low rent, housing, cheap meals, and the like,
for those who are unable to earn enough to maintain a decent standard
of living. Another use for it would be for developing the potential
talents of the people. For this, suitable tests would need to be devised
and used in the public schools, while free education in specialized
institutions should be made available to cultivate the special aptitudes
of the various members of the population. Finally, if the economy is
a prosperous one, the dividend should be large enough to provide an
extensive program of public health and cultural development. A great
deal of research could be done on the cause and cure of disease, and
on making the most effective techniques available to all the popu-
lation. Also, attention should be given to psychotic and nervous
difficulties, in order to develop a society composed of emotionally
balanced and contented people. Music, art, and literature could be
fostered. There could be extensive programs of experimentation and
research in all fields of human endeavor. Last, but not least, there
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would be a tremendous opportunity to teach the masses the higher
values of life and the wise use of leisure.

Marxian collectivists advocate the abolition of interest as a source
of personal income, and some even go so far as to suggest doing away
with its calculation as a cost in pecuniary accounting. Their rea-
soning on this question involves considerable contusion and faulty
analysis. To clear up the confusion we need to break the problem
into two parts, separating interest as a form of income from interest
as an accounting cost. The former will be considered first.

The Marxian objection to interest as a source of personal income is
based on the erroneous notions that interest is always unearned by its
recipients, and that it is responsible for the existence in society of a
parasitic leisure class. My earlier discussion of interest in Chapter
Five endeavored to explode both of these fallacies. 1 there tried to
show that interest is not unearned if it is received for an investment
made possible by voluntary saving by the recipient out of pre-
viously earned income. Such an investor makes a real contribution to
production in that the use of his savings facilitates the construction of
industrial equipment which greatly increases the output of industry.
I further showed that interest is not the source of the leisure class in
capitalism, and that it is not a significant cause of inequality. It is
predatory profits, and rents on socially created land values, that are
the real culprits in this matter. If these sources of unearned incomes
could be prevented, and the inheritance of large fortunes checked,
there would be no leisure class. To be sure, even in these circum-
stances a thrifty person could, by saving and investment, accumulate
in time a sufficient fund of capital to retire earlier or live more com-
fortably than his spendthrift contemporaries; but he would have
made a contribution to production in so doing, from which even
those spendthrifts would benefit. Since his interest would in this case
be earned by any fair test of earnings, I cannot see any injustice in it.
By the same token, I see no reason why interest should not be paid to
individual investors in a collective society. There is nothing unfair
about interest when the accumulation from which it was derived
was made out of earned income in the first place.
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However, it would be entirely possible to do away with interest
as a source of personal income in a collective society. In that case, it
would be necessary to provide for capital accumulation entirely out
of the social dividend, instead of relying on individual savings for this
purpose. Nevertheless, since I can see no objection to interest pay-
ments on grounds of justice, it would seem to me entirely appropriate
for the state enterprises in collectivism to be financed partly by indi-
vidual savings on which interest was paid.

In any case the collective economy would need the device of
interest as an aid in making certain important decisions and as a
means of calculating costs. Interest would be useful to help in decid-
ing how much production to devote to future needs. It would be
most necessary in figuring costs, in order that each product could be
charged with the amount of present sacrifice (in the form of waiting)
that its production entailed. And it would be important for helping
to determine the channels in which investment should be directed.
These functions which interest performs have been sufficiently ela-
borated in Chapter Five, so that they need not be repeated here.

If the collective policy was not opposed to allowing individuals
to receive interest on invested savings, the planners could, if they
chose, allow the volume of savings and investment to be dictated by
individual decisions, in which case they would fix interest at
the rate or rates that would preserve equilibrium in the investment
phase of the economy. Schedules of demand would be based on the
bids for loans made by the managers of the various state enterprises,
with additional bids from consumer borrowers (e.g., for the purchase
of durable consumption goods). Supply schedules would depend on
the rates of time preference of the many individual savers. All that
the state would do would be to maintain interest at the rates which
would keep these two schedules in balance. This would permit the
interest mechanism to function as it has hitherto been supposed to do
in a competitive capitalistic economy, with the obstacles which pre-
vent its proper functioning in such an economy removed. Calculations
on the demand side of the investment market would be less dominated
by individual life expectancies, because the managers of the collective
enterprises would be working for an owner (the state) with a long-
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range point of view. The errors of incorrect anticipation that now
dominate the investment market would be reduced, because there
would be no speculation in securities; and forecasting would be more
accurate because it would be based on definite state plans for the
future. The mmonetary system would presumably be stabilized along
the lines suggested in Chapter Nine. Since the state would be in
command of industry and could derive from its operation the reve-
nues it needed, it would not have to resort to manipulation of bank
credit for its funds; so there would be no occasion for credit inflation
and deflation, nor for fiscal interference. The rate of interest could
fall to a lower minimum because the state could guarantee its pay-
ment, thus eliminating the necessity for any premium for risks.
Also, the cost of collecting interest and principal would be less.
However, if all investment had to be financed out of voluntary sav-
ings, the pure rate of time preference might be above (rather than be-
low) the percentages which now prevail. There would be less danger
of an excess of savings in relation to investment opportunities, for
there would be no very rich with incomes far in excess of their con-
sumptive needs. Under these circumstances, a greater inducement
might be required to get people to save the amounts needed by in-
dustry. In short, in such an economy the normative tendencies of
interest would be given the fullest possible freedom to operate, and
interest rates would be actually normalized. Thereby interest would
be permitted for the first time to perform its true functions without
distortion and interference.

However, this method of determining the amount of investment
would be subject to the weakness that savers’ rates of time preference
would be based on life expectancies, and would therefore not take
into sufficient consideration the more distant future needs of society.
An alternative that would avoid this weakness would be for the
central planning body to decide, on a basis of thoughtful judgment,
what portion of the social income should be saved and invested. Funds
for this investment could be provided partly by individual savings
deposited in savings banks, and partly out of the planned profits of
the collective enterprises. By such an arrangement, the volume of
investment would be centrally determined and would not depend



342 Social Economy and the Price System

upon individual savings. Interest would then cease to be a guide for
deciding the amount of present income to be devoted to provision
for the future, but it could be continued as an accounting device
to calculate costs and to determine the directions which investment
should take. For this purpose the rate should be fixed at the value of
the expected marginal product of the equipment, and each enterprise
would be required to enter this rate in its cost accounts. Managers of
the enterprises would then be permitted to make any investment that
showed a prospective yield over other costs sufficient to pay this
interest.

This procedure would secure an economical allocation of the col-
lective savings. Adoption of the second alternative need not preclude
the accumulation of individual savings. The state could permit such
savings to be deposited in a government bank which could pay in-
terest on them at or below the rate fixed by the above procedure.
However, the total amount of investment would not be determined
by the volume of these savings. In the unlikely event of too much
saving, this could be checked by lowering the rate of interest, or by
reducing the incomes paid out to the members of the community. If
there was too little individual saving to supply the needed equipment,
it could be supplemented by reinvesting the earnings of collective
enterprises in the manner above explained. It would also be possible
to allow consumers and small individual producers to borrow for
special consumptive needs or to provide themselves with a modest
amount of productive equipment; but provisions would be needed to
prevent individuals from acquiring too much wealth and power by
the control of large funds of capital.

Some writers on the theory of collectivism propose that the method
of financing short-term investments differ from that for long term.
They would have long-term needs financed by one of the two pro-
cedures just described, but for the short-term financing of working
capital in the collective enterprises they would set up a system of
state banks to create credit, very much as commercial banks create
credit for short-time loans in the capitalistic economy. This is in fact
the method followed for such loans in the Soviet Union. I cannot see
anything to recommend it. The creation of credit is inflationary, and
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would cause distortions in the price system, leading to difficulties
similar to those which arise out of our present banking system. There
is no essential difference in the nature of short- and long-term invest-
ment. Both require saving and waiting. Both should yield a return
sufficient to compensate for the sacrifice of present goods involved;
otherwise they are not economical. In a fluid market, funds can
readily be transferred from the one type of investent to the other.
There seems, therefore, to be no good reason why both should not be
financed in the same way and from the same sources. To do other-
wise is only to invite trouble.

A few collective theorists look forward to a time when there will
be such an abundance of capital equipment that its marginal produc-
tivity will fall to zero and interest will disappear. They refer to this
as saturation of the capital market This implies that there will exist
such a general abundance of goods that the future can be supplied
without present sacrifice. It is doubtful whether such a condition
will ever be reached. Certainly it would not be possible until the
supply of immediately consumable goods was so great that human
desires were completely satiated; buc this is scarcely conceivable
because, so far as we can foresee, the production of goods will always
require human effort and will involve the sacrifice of leisure. There-
fore there will always be a possible choice between more leisure,
more present goods, and more future goods. Since future goods will
thus involve a sacrifice of either present goods or leisure, they can
hardly be provided without some real cost equivalent to interest.
Besides this, the lack of any interest rates would give the economy no
criterion for choosing between the different degrees of roundabout-
ness in production. This wistful anticipation of a zero interest rate is
probably the result, partly, of the erroneous idea (from which many
collectivists seem unable to escape) that interest is necessarily un-
earned and therefore should be done away with. The error in this
reasoning has already been exposed. It is also partly due, no doubt,
to the tendency of interest rates to decline which has been observed
in recent years. If this tendency were to continue, interest might
indeed become a negligible factor in the pricing system; but it is
probable that this decline is quite as much the result of artificial in-
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terference in the loan market, caused by created bank credit and
governmental fiscal policies, as it is to the falling marginal produc-
tivity of investment. In the absence of these arbitrary interferences,
interest rates would likely be higher; hence it is entirely possible that
interest in collectivism will be higher, not lower, than it now is; and
this cannot be objected to on grounds of social justice.

We must not overlook the function which interest performs in
directing investment into its most productive uses. The different bids
of the collective enterprises for investible funds (like their different
bids for labor) will draw productive resources into the branches of
industry for which there is the greatest demand; and if demand has
been made consonant with social needs, this will make for economy.
Interest is thus needed for inter-industry comparisons. The rule by
which the collective enterprises should be guided, that the marginal
productivity of the factors must be made equal to their costs, re-
quires the inclusion of interest in the cost accounts. Capital funds
must then be allocated to each enterprise in such a way as to yield
equal marginal products in all their different uses, thus fulfilling the
principle of opportunity costs.

When the idea is once fully grasped that costs have the function in
the price system of allocating scarce resources between alternative
uses, it becomes obvious that a rent should be attached to land. Like
all other costs, it should be determined on the basis of competitive
bidding for the land by the various collective enterprises. This will
give a much more reliable and precise guide for the assignment of
land to the many producing establishments than any rule of thumb or
common sense judgment. This does not mean that land rents will
have to be paid to private owners. The land will presumably be
owned collectively by the state, which will lease it (probably for
long terms) to the different factories, farms, etc., at rentals which
(if based on competitive bidding) will measure the value of its
marginal product in each use. Only if the land is allocated on this
principle is wasteful use of it likely to be ferreted out and removed.
The rents received from urban lands in congested areas will be a
source of large revenues to the state, and even agricultural land may
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bring in a substantial income, especially in densely populated coun-
tries. It is possible that in some collective economies farming may be
carried on by private individuals, instead of in state or codperative
farms. Even so, it would be wisest not to permit the farmers to own
their land. It should be leased to them at a rental which measures the
value of its use,

It has been suggested above that the collective enterprises should
price their goods high enough above their costs of production tc
yield a surplus to the state, This surplus will be a kind of monopoly
profit derived from the exploitation of the collectively owned enter-
prises; or it can be thought of as an excise tax levied on production.
The profits actually realized will differ from those anticipated by
the plans because of various uncontrollable happenings which may
affect outputs. Among these will be such natural phenomena as
hurricanes, floods, earthquakes, and droughts, also differences iu
managerial efficiency in the various producing establishments, as well
as fluctuations of demand and errors in planning. It is events of this
kind that give rise to profits and losses in a system of private business,
and they are bound to cause fluctuations in the earnings of the collec-
tive enterprises. However, in collectivism the gains will be sure to
exceed the losses because of the deliberate policy of setting prices
high enough above costs to provide the state with revenue. Profits
will also be derived from the extra high prices that will probably be
set on some commoditics to discourage their consumption.

Where the profits exceed the expected revenues, it will probably
be wise to share them with the management of the successful enter-
prises in so far as they can be traced to economies of production
brought about by superior efficiency. This will give managers an
incentive to promote economy within their plants and keep costs at
a minimum. The rest of these profits will be absorbed by the state, a
part being used to offset losses that occur elsewhere.

The deviation of realized profits from those which were planned
in advance will be helpful as a guide to the planners. Where profits
fall below expectations because of unsold surpluses of merchandise,
this will be an indication that the planned production was too large in
relation to consumers’ demand, and appropriate measures of correc-
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tion will need to be made in the plans for the ensuing period. Where
the planned production is insufficient to meet consumers’ demands,
the planners may decide to check the demand by permitting prices to
rise above anticipated figures, and there will then be a profit from
this source. This situation will call for expansion of production in the
affected lines during the next period. In this way the fluctuations of
earnings will serve as a check on the plans, very much as profits and
losses serve to correct the mistakes of individual enterprisers in the
capitalistic system; but the fluctuations in a planned economy should
be much less than those of an unplanned one, because supplies will be
kept in closer equilibrium with demands’if the planning is well done.

It should be emphasized once more that the pricing system in a
collective economy will be used mainly as a mechanism for allocating
resources economically, rather than as a means of determining per-
sonal incomes. The only individual incomes that will be fixed on
pricing principles will be wages, and possibly interest. These will not
be the only sources of income to the members of society because a
much greater amount of free income will te provided collectively
than is now the case. Some of this will be dispensed in fulfilling the
principles of a guaranteed minimum and developing talent. Another
substantial part will take the form of communal goods. There will be
no private appropriation of land rents or profits. Since these are the
principal sources of great wealth in our society, a very marked re-
duction of inequality should result.

ECONOMIC AND POLITICAL CONSIDERATIONS

It may be asked if the kind of collectivism described above will not
merely duplicate, in a slightly different form, the mechanism of the
competitive pricing process. If so, what becomes of the supposed ad-
vantages of the social ownership and operation of industry, and of
comprehensive economic planning? There are several advantages of
considerable weight.

In an unplanned economy, the knowledge of individual enter-
prisers is seriously limited by incomplete statistics and by a lack of
information concerning the plans of their competitors. The result is
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that the supplies of the various products are seldom well cosrdinated
with the demands for them. An economic planning commission will
have at its disposal adequate statistical information from all parts of
the economy. Because it prescribes the output for each establishment,
it can control the supply to accord fairly precisely with the expected
demand, as projected from its statistical studies. The existence of
free consumers’ choice will introduce some element of uncertainty,
but the commission will have such a good factual basis for its esti-
mates that it should be able to predict demands quite closely in most
cases. There will be deviations from the planned production, of
course; but accumulated experience should make it possible to make
reasonably close allowance for these. As a result of planning and
control, it should be possible to keep market prices much more
closely in accord with normal prices than they are in a free enterprise
system. Frictional and cyclical unemployment should thus be re-
duced to a very small minimum.

A second advantage is that a collective economy can much more
easily and completely provide the institutional setting that is needed
to bring the normative pricing process into harmony with the social
welfare. The principle of want selection can be much more satisfac-
torily achieved, because there will be no acquisitive advertising to
mislead consumers, and there will be no pressure groups opposed to
the standardization, grading, and accurate labeling of consumers’
goods; also, the plans can provide a comprehensive program of con-
sumer education to improve the wisdom of consumers’ choices.
The collective economy can improve on individual choices in
the matter of allocating resources beween present and future needs,
because of its long-range view and its power to control the
amount of investment, regardless of individual savings, if it so
chooses. The problem of monopoly, so difficult to deal with where
private enterprise prevails, would cease to be a problem in collec-
tivism. All industries would be social monopolies, but there would be
no temptation to exploit these at consumers’ expense, because no pri-
vate profit would be derived from them. A collective system can deal
more effectively with the problem of unemployment (and that
without deficit financing) because it can always direct surplus re-
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sources to supplying unfilled needs without any fear of hurting
private business. It can go ahead to employ everybody, with confi-
dence that aggregate receipts will equal aggregate costs, where a
private business cannot; because the state does not have to make each
business pay its own way so long as its total receipts equal its total
payments. If these do not balance in the short run, it has complete
control over the money supply with which to maintain a constant
flow of money. This monetary control arises out of its ownership of
the banks. With all monetary institutions subject to the plans, infla-
tionary and deﬂationary expansion and contraction of bank credit
can be prevented, and the principle of neutral money can be effec-
tively realized. With reasonably good planning and effective mone-
tary control, the business cycle should no longer exist. Thus, many of
the problems of capitalism which are most perplexing and difficult
to handle appear possible of a fairly easy solution in a collective
economy.

Finally, collectivism offers the greatest opportunity for putting
into effect the principles of income division advocated in Chapter
Four. Many people look upon the reform of income division as the
primary objective of collectivism. The injustice of extreme inequality
is indeed the goad that has driven many social reformers to examine
critically the structure of capitalism; and the vision of a more just
system has becn the source of many of the idealistic aims of collectiv-
ism. Its possibilities in that direction are very great and very important;
but it is a mistake to think of collectivism as directed solely toward the
reduction of inequality. It is quite as much a program to reform
production, by getting rid of competitive wastes, periodic depres-
sions, and unemployment. In short, collectivism offers a program for
the systematic reorganization of the whole economic process.

"The economic problems of collectivism appear possible of fairly
satisfactory solution. Viewed solely from the economic point of
view, such a system offers the prospect of an economic order in im-
portant respects superior to capitalism. But the outlook for col-
lectivism cannot be judged on economic grounds alone; for such
a system must depend to a much greater extent than capital-
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ism upon the efficiency, wisdom and social ideals of its gov-
ernment. Collective organization is of necessity political organiza-
tion. Its success or failure must depend, therefore, on the quality
of its politics. We are confronted here with a condition of cul-
tural lag. Our economic evolution is outrunning our political insti-
tutions, with the result that the latter are inadequate to cope with
the problems that are being thrust upon them. The real questions that
cloud the outlook for collectivism, therefore, are political, rather
than economic. There are two of these questions. The first one is: Can
we devise efficient political machinery for administering so vast an
organization, or will it bog down in a clumsy (and perhaps corrupt)
bureaucracy? Secondly, must a collective system eventually degener-
ate into a totalitarian state? Will the controls essential to the collec-
tive direction of the cconomy encroach more and more on the
liberties of the people, until in the end they find themsclves puppets
in the hands of a dictatorship? In other words, do we have here a
situation in which there is a grave danger that, in the blind pursuit of
economic values, we may sacrificc other values of even greater im-
portance?

Many contemporary writers, basing their judgments on the course
of fascism, nazism, and communism in Europe, have reached pessi-
mistic answers to these questions. They are convinced that we cannot
have collectivism without bungling, bureaucratic inefficiency and the
surrender of civil liberties to a tyrannical state. This judgment is
premature, because we cannot hope to know the answers until we
have had experience with collectivism in a more favorable setting.
Nazism and fascism were not (and, where like movements still exist,
are not) collectivist systems. They were manifestations of mass
hysteria arising out of economic chaos under the leadership of mad
adventurers, They had no consistent economic program and were
frankly contemptuous of democracy. These things make them
worthless as an example of what might be expected from collectivism.
The Soviet Union is hardly any better as a test, because the collectivist
experiment in that country had no prior development of industrialism
to build upon (the Industrial Revolution was only in its beginnings
there when the communists came into power), and because there was
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no spirit of democracy in its traditions. Furthermore, its leaders have
been extremists, habituated to methods of violence by generations of
czaristic oppression and revolutionary intrigue against it, handicapped
by the irrational dogmas of Marxian economics, and obsessed by the
philosophy of class conflict. These things make it impossible in this
case to separate that which is purely Russian from that which is an
inherent part of collectivism. Great Britain, with its faculty for wise
leadership and its long tradition of democracy and human rights,
will provide a better test; but not until (and unless) collectivism has
been established there for half a century (or even longer) can we
know the answer.

These are political questions that go far beyond the analysis of the
price system which is the subject of this essay. It would, therefore,
be inappropriate to pursue them further here. But it must be recog-
nized that, along with the even greater problem of war or peace, they
are the really crucial issues of the decades immediately ahead of us.
Because they are so crucial, it behooves us to proceed by evolution,
rather than by revolution, entrusting increasing powers of economic
control to our government only as fast as it proves competent to
wield them wisely, efficiently, and democratically.
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