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PREFACE

HIS book is intended for that large army of ordinary folk

who use the non-fiction sections of our public libraries. Since
many serious-minded citizens are unfamiliar with mathematical
techniques, it contains no aigebra or diagrams. Readers who
prefer a more mathematic treatment of the subject should use
the grade two texts recommended later in this book.

The primary purpose of the book is to discuss those economic
problems which interest the majority of people to-day. No
attempt is made to cover the whole field of economics or to
exhaust the topics discussed, and it must be emphasised that for
the serious reader the book is only the first step into a vast store
of important and exciting ideas. Those who wish to read more
on the topics discussed should work through the recommended
reading beginning with grade one and moving towards grade
three. Some of the topics not discussed here, especially those
concerned with the level of activity and the maximising of
welfare, may be dealt with later, ,

Questions have been appended to each chapter. These are
intended to stimulate thought and discussion and to persuade
the reader to analyse problems. They cannot be answered by
simply memorising the text: they can be answered by the
intelligent application of economic theory. As some questions
may yield more than one answer, depending on the assumptions
made, it may help if the relevant assumptions are recorded as
they become apparent.

The book has grown out of work done with University
Tutorial Classes organised by the Workers’ Educational Asso-
ciation. The encouragement and stimulus required to write it were
provided by Professor S. G. Raybould, Head of the Department
of Adult Education and Extra-Mural Studies at the University
of Leeds. Dr. Raybould also made several suggestions for
improving the text and to him I owe a special debt of gratitude.
I also wish to thank Professor A. J. Brown for valuable
criticism of the text, Miss Newell for typing it, and my wife
for incidental assistance,



INTRODUCTION
ECONOMICS

OST people living in Britain to-day would not object to an

increase in their personal incomes. Many of them are
anxiously seeking for ways and means to secure such an
increase. The great majority of us feel that we only need a
small addition to our income to give us contentment. Those who
earn five pounds a week feel that seven pounds a week would
solve their problems, those already earning seven pounds a week
feel that ten pounds a week might be just sufficient. This feeling
that a small increase in income would solve most of their
monetary problems seems to exist in most people no matter how
large their incomes.

Those who earn a relatively small income find it hard to
believe that any decent person receiving ten or twenty times
their income can still be dissatisfied. Many poorer people believe
that the rich could be perfectly happy with much smaller
incomes, and they also believe that many of the existing income
inequalities are unnecessary and unjust. They know from ex-
perience that it is the unskilled workers doing the physically
exhausting and unpleasantly dirty jobs who usually receive the
lowest monetary rewards. It is useless to suggest to them that
there is “plenty of room at the top” because they know that
most unskilled workers live and dic as unskilled workers.

Many people in the lower income groups feel that their
problem can be solved most rapidly by a redistribution of
incomes. They see no real reason why the lowest wages should
not be raised, even if it means reducing some of the higher
salaries. Some unskilled workers believe that their wages should
be increased by reducing the difference between their wages and
those paid to skilled workers.

A great number of skilled workers, and of higher paid salary
workers, would agree that the lower paid workers need an
increase in their incomes. Certain of these higher paid workers
would be agreeable to some slight redistribution of salaries and
wages to reduce the severest poverty amongst the lowest paid,
but this does not mean that they are satisfied with their own
standard of life, or convinced that their wages and salaries are
a just reward for their skill and ability. Many of them believe
that the wages and salaries of all workers should be increased,
although some further and more rapidly than others.

8



ECONOMICS

The wages and salaries paid to the workers by their employers
are payments for services rendered. These services rendered by
labour impose a mental, nervous and physical strain; they con-
sume a large proportion of the worker’s waking life and usually
require that he should accept some discipline imposed by the
needs of his employer. In addition he and his family may have
to “set up home” in a drab and unhealthy urban area so that the
worker can be reasonably near to his place of employment.
Because of the inconvenience and strain imposed by work, the
worker not only feels that he needs a bigger income, but also
that society owes him a bigger income.

Many workers feel that the rewards of industry are unfairly
distributed, They know that some people live without working
because they receive unearned income. When the worker feels
that he is not being paid a just reward for his labour he fre-
quently concludes that he is being exploited for the benefit of
people who receive unearned incomes. He knows that some
people who receive unearned incomes not only live without
working, but also that they live at a standard of comfort which
very few workers can ever hope to attain, Influenced by this
difference in the standard of life enjoyed by the wealthier
recipient of unearned income and that of the lower paid worker,
some workers become convinced that if they could only secure
their just reward they would have that little extra income
necessary to contentment.

A large proportion of the people who receive unearned
incomes appear just as anxious to have their incomes increased
as are the workers. Most people who receive unearned incomes
believe that they have every right to receive them. Usually the
income is paid to them for allowing their property to be used
in the service of others, as for example when we rent a house,
ride in a bus, or use a wireless set before paying for it in full.
It seems fair to assume that the property owners accept their
unearned income with the same spiritual tranquillity with which
we receive interest on our Savings Certificates and Co-operative
Society shares. Usually they, like us, have only one regret and
that is that their unearned income is not larger. The individual
property owner may increase his unearned income either by
receiving a higher reward for the use of his existing property,
or by increasing the amount of his property used by others.

9



ECONOMIC THEORY

This latter possibility will strengthen his desire to obtain the
highest possible current income.

The right to, and the desire for, income, are not restricted to
individual men and women. In Britain to-day we have a great
number of companies and societies which also have the right to,
and the capacity to use, income. Many people are paid their
personal incomes for services rendered to such corporate bodies,
but it is usually legally possible for such corporate bodies to
retain some part of their total income for adding to the property
of the company or society. When current income is large enough
to give them any choice, the people who determine the policy of
a corporate body may wish to accumulate reserves for paying out
expenses in a future period of slack business, or for financing
expansion of equipment to increase sales in periods of good
business. Frequently the people who control such organisations
are just as anxious to increase the corporate income as the
individual is to increase his personal income.

Some corporate bodies such as Water Boards are owned by
local committees; others such as British Railways are owned
nationally, Sometimes such corporate bodies incur losses, but to
judge from the public statements of managers and executives
connected with public enterprises, they take greater pride in
making profits and in expanding activities, than in losing
business and incurring trading deficits. In so far as there is
pressure from the outside public it is for better service and
equipment. The total result is that publicly owned enterprise
is under pressure to increase its income as much as possible.

Certain services are provided for us by the local and central
governments, Most of the officials who plan and administer
these services take a great pride in the achievements of their
own departments. Usually they are looking for ways of improv-
ing the service. Experience suggests defects, scientific develop-
ment suggests the need for various extensions in activity. When
the official is fairly certain that improvements are possible, he
has to seek authority to spend the necessary money, from laymen
serving on committees. Usually these committee members are
very proud of the service with which they are associated and
support good officials most enthusiastically. The desire to
improve and extend public services gives us another demand for
increased income.

It seems certain that if we could add together all the incomes

I0



ECONOMICS

which individuals and corporate bodies would like to have, the
total would be much greater than the total value of current
income now being received. But if we add up all the money
incomes now being received for services currently rendered, they
will equal the value of current production. Everybody is paid
for what he sells, everything produced already belongs to some-
body. Consequently there is no surplus of unwanted wealth
available to meet this apparent demand for an increase in
incomes.

If everything being produced already belongs to some person
or corporation, we can only increase our share of that income
by reducing someone else’s share. There are at least two ways
by which we might increase our share of a given national
income. We can persuade those who buy our labour to pay us a
higher price for each service we render, as for example, when
trades unions raise wages more rapidly than other prices rise;
or the Government may take some of the income from certain
groups by taxation and use it for our benefit. But within a
community where almost everyone would like an increased
income, such attempts at redistribution may be resented and
resisted, and this opposition may set a limit to the possible
peaceful redistribution of income,

Despite the resentment and resistance provoked, some
countries may gain in well-being from a change in income
distribution. Even so, however, there may be other methods
available which would give a greater and more certain increase
in well-being. Such information as we have, about economic
development in the western capitalist democracies, suggests that
when national income increases the great majority of individual
incomes share in the increase. It may be that in some countries
the workers would benefit more from an increase in national
income than from intensified pressure for income redistribution.

If our well-being can be improved either by a further redistri-
bution of income, or by an increase in the national income,
which shall we choose? The answer we give will depend very
largely on our social ideals. If we are mainly concerned with
increasing our personal income, or the income of some group in
which we are personally interested, we may support policies
which increase the national income, even though they increase
the income disparity between the very rich and the lower income
groups. If we are mainly interested in income equality we may
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ECONOMIC THEORY

resist all policies which increase inequality. Probably the policy
which would command most support would be one which simul-
taneously increased the national income and reduced income
inequalities.

Having decided what it is we want we must then look at the
obstacles which stand in the way. The easiest solution to our
income problem would be a world in which everybody had
enough of everything, including leisure. But what are the
obstacles which stand between us and that sufficiency which
always seems so near, so desirable and so elusive?

Most of us when we talk about our income are thinking about
our money income, the size of our wage packet, our salary or
dividend cheque. These payments are made to us by individuals
or enterprises in return for the use of our labour or capital.
When we sell our labour, or lend out our property to business
men, those who hire these resources from us are usually selling
some product or service. The income of the business comes
from the payments made for this product or service.

The employer who organises and controls a business usually
hopes to derive some monetary benefit. He can only do this if
his income from selling the product exceeds the cost of making
and marketing it. The day to day conduct of the business will
require outgoing payments for raw materials, for light and heat,
for labour, for use of property. There may also be bank charges
and payments for the use of money lent to the business. Over
a long period of time machinery and equipment will have to be
repaired and ultimately replaced. A business man who con-
tinually fails to cover these costs will be heading for
bankruptcy.

When those of us who supply labour or capital to a business
man try to make him pay us more, what choices are open to
him? If he has been making a large profit he may accept less,
if his profit has not been large he may seek to increase the
selling price of his product, if he expects better prices shortly
he may reduce the amount he scts aside for replacing wear and
tear of machinery, and if he is very hard pressed he may use
up raw materials without adequate replacement. Most soundly-
based businesses will cover current running expenses out of
current income. Businesses which fail to do this can only
continue their activities by borrowing and consuming other
people’s capital or by using up the capital already in the business.

12



ECONOMICS

The economic system of a country is mfade up of a great
number of productive enterprises. These enterprises use labour,
equipment and raw materials to produce goods and services. The
flow of goods and services thus currently produced provides
the National Product. If we so desired we could, by exporting
the products of our machine-making and similar industries and
accepting consumer goods in exchange, use the whole of the
National Product for current consumption.

By using all current production to meet consumer needs
directly we could raise our standard of consumption imme-
diately, but throughout the country businesses would be wearing
out machinery and equipment without making any provision for
replacement. If this continued year by year we should in time
ccase to have aeroplanes, ships and locomotives; hand-filing
would replace machine-grinding while crane-lifting would give
way to man-handling. We should find that we were producing
less and less per man-hour and that our National Product was
decreasing.

Since very few of us prefer a world in which man instead
of the machine does the hard work, we would not deliberately
creatc a situation in which worn-out machinery could not be
replaced. If it is agreed that we would not deliberately create
such a situation, is there any danger of one arising by chance
or through thoughtlessness? Whenever current consumption
exceeds current net production (that is after adequate allowance
for depreciation), we reduce our capital resources. We can do
this by reducing stocks of material and finished goods or by
failing to replace machinery. Decisions to increase or decrease
the quantity of machinery and stocks are not made directly by
the community but by the controllers of private businesses. The
economic influence exerted on the controllers of private industry
by the community in general consists of pressures which
increase or decrease outgoing and which increasc or decrease
income from sales. Simultaneous pressure for reduced selling
prices and for increased wage and dividend payments, if suc-
cessful, could force the individual business controller to reduce
his provision for capital maintenance.

There are three possible ways for the community to safeguard
its capital resources. Individual businesses may keep a certain
amount of current income within the business and use this to
maintain and increase the capital resources of the enterprise,

13



4 ECONOMIC THEORY

Private individuals\who save a part of their income and allow
it to be used for capital purposes also help to maintain our
capital resources. The same is true of central and local govern-
ment authorities when they accumulate excess income from
taxation or from public enterprise and allow it to be spent on
capital equipment.

The capital resources of the country are in danger whenever
the total desire to spend on current consumption cquals or
exceeds current production. If it is true that most of us have
consumption demand that we cannot satisfy out of our present
income, there must be continuous pressures threatening to
deplete the capital resources of the community. This pressure
expresses itself in the desire to increase real personal income
out of a given National Product. We increase our real personal
income when we can buy a more valuable group of articles.
We can buy more whenever our money income rises faster
than prices or when prices fall faster than our money income.
But if production is not increased and we increase total con-
sumption, less will be left for other purposes.

We increase real personal incomes when private individuals
can buy a more valuable supply of goods and services. This
can result from successful pressure on employers by individuals
and organisations to increase wage and salary payments
chargeable against a given output. Or distributed dividends, or
the personal expenditure of business men, may be increased
without any compensating increase in the income of the enter-
prise. Real personal incomes can also be increased if the central
and local authoritics take by taxation some of the income
intended for capital expenditure and use it to reduce the price
of consumable goods. This reduction of capital accumulation
by taxation may be made directly as when the state takes a
percentage of undistributed profits; or indirectly as when the
taxation of certain incomes causes people to sell investments,
thus converting the new savings of others, which would have
added to capital, into current income to offset taxation.

The capital resources of the country may also be reduced
when an increase in government expenditure for non-capital
purposes is not fully covered by a reduction in private consump-
tion. Private consumption can be reduced by increased taxation,
if this is not offset by reduced savings or the sale of invest-
ments. Increased taxation will not usually be welcomed by

14
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people already unable to buy all they desire., If the government
fails to impose adequate taxation it must cover the deficit by
borrowing, but if all the available savings are already being
borrowed any increase in government borrowing must reduce
the capital available for the other borrowers, including private
industry.

The foregoing brief survey suggests that by trying to secure
an adequate present income for our friends and ourselves, we
may destroy the rcsources necessary to maintain income in the
future. We may do this not because we desire to reduce the
volume of capital, nor because we are ewvil and irresponsible,
but because we fail to appreciate the collective results of our
individual activities.

The kind of repercussions which may follow from the attempts
of individuals to maximise their income and well-being is a
major interest of the economist. During the last two hundred
years economists have been trying to show how these reper-
cussions work themselves out within the Economic System. We
all exert some influence on the Economic System, many of us
are anxious to make the system subject to consciously applied
controls, and most of us are aware of features in it that are
inconvenient for us. For these and several other obvious
reasons many of us ought to try to understand the workings of
the system more thoroughly. This book may assist some who
desire to do so, to obtain a greater knowledge of the way it
works.

ECONOMICS
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ECONOMIC THEORY
QUESTIONS FOR DISCUSSION: ECONOMICS

Do you think productivity in the United Kingdom could be
increased without the people working harder or longer?

Would an increase in productivity (a) reduce the volume of
employment, (b) reduce or increase the income of the manual
workers?

Does a tax gatherer work? Does he make the community
any richer by collecting from the rich to subsidise the poor?

If overtime earnings were tax free would this increase
productivity? If so why do not employers of labour agitate
for the removal of such taxation?

If you wanted to increase the amount saved out of a given
national income would you (a) increase taxation and let the
government save? (b) decrease taxation on incomes and
increase taxation on spending? (c) redistribute income so
that either larger incomes or smaller incomes received a
larger share of total income?



CHAPTER 1

FORCES DETERMINING THE SIZE OF THE
NATIONAL PRODUCT

I
NATURAIL RESOURCES

HERE are certain forces which limit the size of the National

Product irrespective of the kind of society in which we
live. We begin with the forces of nature such as soil fertility,
mineral wealth, climatic conditions, the natural vegetation and
animal life. The combination of natural forces which make up
our local environment may be more or less favourable to human
life, but will rarely if ever present man with an abundant supply
of all the goods and services he wants, in the form and the
place in which he wants to use them. Before he can begin
production man has to recognise the potentialities of his physical
environment. He has to distinguish between favourable and
unfavourable forces; he has to discover which plants and
animals are suitable for food; he has to learn which rocks and
timber are suitable for buildings. Everything he gets that is of
value to him, or that he can exchange for something of value
to him, is real income, and real income is heavily dependent on
the material resources provided by nature.

The great agency for creating real income out of natural
resources is labour. When we live and work in a great industrial
nation we sometimes forget this basic relationship between man
and nature. We are tempted to equate production with process-
ing. Increased production suggests to us workshops and factories
with faster working machines and conveyor belts. But all these
complex processing units are dependent on supplies of raw
materials extracted from nature, without which there would be
nothing to process. These raw materials have to be taken from
nature and this frequently entails hard work under unpleasant
and dangerous conditions. But this price must be paid if we
are to maintain real income, since the volume of production will

17
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ECONOMIC THEORY

be limited at an_ given time by the available supplies of raw
materials.

These raw materials which we take from our physical environ-
ment may be created during our life-time, as with the growth
of trees and grasses. This source of supply may continue indefi-
nitely so long as the fertility of the soil is maintained. The
extraction of minerals from the earth is different. It is a
destructive process impoverishing the earth, and once the
minerals have been extracted the process cannot be repeated.
When we have used up the more accessible deposits of a given
mineral we must then either work the less accessible and less
productive deposits or substitute some more abundant and
accessible mineral,

We help to maximise our incomes by taking our raw materials
from the places where they can be got with least labour. Coal
can be dug in a great number of different places but we get
more per man-hour in some places than in others. Wheat can
be grown in many different places but we get bigger crops per
man-hour worked in some places than in others. We are some-
times told that our income is unnecessarily small because all
the land capable of growing wheat is not used for that purpose.
One test to apply to such statements is to ask what would be
the return in real income per man-hour worked,

When land can be used to grow any one of several different
crops how are we to know what must be grown to obtain the
maximum benefit from it? We can measure its relative efficiency
for wheat production by comparing the yield per man-hour with
that given by other wheat farms, and we could also make com-
parisons for other crops. We might decide that it was second
grade wheat land and third grade pasture. But this would not
allow us to say for certain that its best use for us would be in
growing wheat, since milk and meat might be so much scarcer
than bread that we should be prepared to convert second grade
wheat land into third grade pasture. We would then give up a
relatively large quantity of wheat for which we had little
demand, to obtain a relatively small increase in our supply of
meat and milk for which we had a keen demand.

Man has access to natural resources but these are limited in
extent and differ in fertility. The use of less fertile natural
resources reduces production per man-hour, so we prefer to use
the most fertile, but there are limits to the volume of materials

s 18



FORCES DETERMINING THE SIZE OF THE NA 'IONAL PRODUCT

we can produce from the most fertile source , while still main-
taining high productivity per man-hour. I{ we sow seed too
thickly on the land the plants will choke and smother one
another, if we keep too many cattle per acre they will all go
hungry and lose weight. By trying to overwork the fertile
resources we reduce the producitvity of our labour. We can
avoid this greater loss by using some of our labour on less
fertile land. The productivity of labour per man-hour on the
less fertile land will be less than that of the labour used on the
more fertile, but the total product of the labour force will be
higher than if we had overworked the morc fertile.

1I
LABOUR

Our real income is made up of goods and services, the goods
having been made out of raw materials taken from natural
resources. Both the goods and the services are the product of
human labour. The major cost to most of us in acquiring our
real income is the labour we have to expend on producing
goods and services for our own or for someone else’s use. Most
of the work we do is done not because we enjoy the effort of
creating income but because we hope to enjoy using the income.
The strain of working is less burdensome at some times than at
others ; nevertheless work is usually regarded, by those who do
it, not as a form of enjoyment, but as a sacrifice to be made to
secure further instalments of income.

Human activity becomes burdensome when we must persist
in it even though we are tired or bored. When we are tired we
would prefer to rest, when we are bored we would prefer other
activities. Sometimes we must continue with our work when we
are both tired and bored. Industrial psychologists try to reduce
the rate at which particular jobs create a sense of tiredness and
boredom, but few of us would expect them to remove all strain
and effort from human labour. Yet some of the increases in
productivity achieved by the removal of unnecessary gricvances
and misunderstandings suggest that we are frequently capable
of producing a bigger output with no real addition to the
physical and psychological strain of working.

When we are working to maximise our income we are con-
scious of forces within oursclves which limit the amount of
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work we can do M1 a given time. After we have worked for a
certain time we nved to rest, and the length of time we can
work without resting depends on the intensity with which we
work. The amount of energy the individual can create and use
in a given period of time is linuted. If we try to use more energy
than our bodies can generate we create mental, physical or
nervous breakdowns which reduce our total productivity in the
long run, while in the short run the accident rate and the propor-
tion of faulty work is increased. By trying to work beyond our
capacity we produce less. Capacity for work varies greatly
between individual workers, some being stronger, more intelli-
gent, more energetic or more dexterous than others. If all work
required exactly the same personal qualities some of us would
be at a grave disadvantage, but fortunately production requires
many different capacitics. By organising production so that each
individual can use more fully those physical and mental qualities
with which he is most richly endowed, we can increase the
volume of production without increasing the cffort, but such a
distribution of labour would not necessarily maximise our real
income. We want to use our labour to produce the greatest
possible volume of that combination of goods and services we
value most. The production of this combination of goods and
services will require a certain combination of labour and skill,
but there can be no guarantee that the labour required will just
enable cach one of us to concentrate on the processes we are
best fitted to perform. When we have to accept jobs for which
we are not especially suited, physical output will decrease
because the community has decided to forego a larger quantity
of a good it desires with less intensity to produce a smaller
increase in the supply of a good it desires with greater intensity.
Similarly in a community where there is a greater shortage of
doctors than gardeners, men who can become either first rate
doctors or first rate gardeners will add most to the national
income by becoming doctors.

The intelligent use and development of the human qualities
used in production can help to increase the national product.
Most of these qualities can be increased in productive efficiency
by regular use and this is easily arranged when the worker
specialises on a task or limited range of tasks. The specialisa-
tion which helps us to use the differing ahilities of individuals
facilitates the accumulation of knowledge and judgment about

20



FORCES DETERMINING THE SIZE OF THE NATIONAL PRODUCT

the task, encourages the development of grater manipulative
dexterity, and saves mental and physical .nergy by reducing
movement between jobs. Time and Motion Study experts try to
maximise the productivity of a given labour effort by minimising
the unnecessary movement of men and materials. Specialisation
may not be beneficial 1f it increases boredom in the worker, if it
makes the worker mentally passive, if it increases the incidence
of industrial disease, or if it produces goods the consumer will
not refuse, instead of goods he keenly desires.

[1I
CAPITAL

The production of the goods which satisfy our wants takes
time. We plant seed and in time we reap a harvest. The seed we
sow for the harvest is itself the product of a previous harvest,
so at least two years are needed to crcate a harvest. The
making of tools and machinery takes time to produce the raw
material and to fashion it into tools and machines. The work
of the men who extract the raw material and that of those who
make the machines do not add to the flow of consumer goods
until the machines increase the productivity of the labour
employed on making consumer goods. But the workers have
consumer needs which must be satisfied daily; they cannot leave
these unsatisfied from secd time to harvest or until the new
machinery adds to the production of consumer goods. We can
accumulate the resources to feed and clothe us while we work
on capital projects, and the materials for making tools and
machinery, when our current income exceeds our current con-
sumption, but whenever current consumption is equal to current
production there can be no increase in our capital resources.

We can increase productivity per man-hour by adding capital
to labour and natural resources. With a spade a man will break
more soil than with his hand, more still with a plough, and even
more with plough and tractors. This is not all net gain since
some time during which he could have broken soil was used to
make the spade, plough or tractor, but that there is the possi-
bility of net gain is shown by the increased income per head in
those countries where capital equipment has been increased. If
tools and machinery do not increase the productivity of a given
labour effort it is futile to make them as we may always lose
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ECONOMIC THEORY

the labour embodi:d in them if they break or are superseded.

If by increasing\the proportion of our income that we save
and invest we can increase the future productivity of labour per
man-hour ought we to try to reduce current consumption? The
answer will depend on the adequacy of our present income. The
less adequate our income the more we desire an increase, but
the greater our reluctance to save. If we can only just secure
the necessities of life we shall be reluctant to save. If our
income is comfortably adequate we shall save more willingly,
but what of the people whose incomes are adequate without
being generous?

When we deliberately curtail our consumption to increase our
rate of savings, we hope that the gain in our future real income
will be greater than the present sacrifice. The larger the pros-
pective gain relative to the present sacrifice, and the more certain
we are of receiving it, the more willingly we try to save. When
we expect the disparity between income and the desire to con-
sume to be greater in the future than it is in the present, as
for example when a holiday is impending, or in anticipation of
reduced carning power in old age, we try to save; and if we
succeed, and if our judgment is sound, we increase our real
income, But if the future disparity between our income and our
desire to consume will be less than it is now, we shall lose in
real income by saving, unless we receive some other consequent
addition to our income.

If because of our increased saving we are able to use addi-
tional capital equipment which raises productivity per man-hour,
we should rcceive a consequent increase in our real income,
Within a society containing men of inventive disposition there
may be more possible labour-saving devices than can be produced
out of current capital accumulation, and even with accumulation
at an increased rate some selection may be necessary. Our real
income will gain most if we use our capital where it will give
the greatest increase in production per man-hour of that com-
bination of goods and services we desire most keenly. But if
our savings increase so rapidly that we exhaust the possibilities
of the investments which give the largest increase in real
income we shall reccive a smaller increase in our real income
from further investment. This decrease will make those who
value present income more than future income less willing to
save and invest, but for those who value future incomc more
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than present there will still be the possibjity of an increase
m the real value of their income and an i/ccase in production
per man-hour,

v
ORGANISATION

The real income produced by using land, labour and capital
depends on the efficiency with which these resources are used.
Tf we use them to produce goods and services no one wants we
completely waste the resources used. If we make goods people
accept reluctantly because we failed to anticipate their desires
correctly there is partial waste. To maximise rcal income we
must produce the goods and services people desire with greatest
intensity. Statistics showing increased physical productivity are
no clear indication of economic progress, for to produce a
greater quantity of goods which ncither I nor anyone else
wants will only annoy and frustrate us. Wrong anticipation is
always possible in a world where production goes on ahead of
demand, but it is important to reduce it to a minimum.

Most of the goods and services we produce require the
combined usc of land, labour and capital, and the maximising of
real income depends on the efficient combined use of these
factors of production. The productivity of a combination of
land, labour and capital is influenced by the quality of each unit
of each separate factor and the cfficiency with which they are
combined together. No matter how efficient they may be as
individuals, if we employ too many men on an acre of land they
will impede one another, if we employ too many in a work-
shop each may waste time waiting to use machines and tools.
If we employ too few men the land will become weed-infested,
while in workshops tools and machines may stand idle for part
of the working day. From amongst the many combinations of
land, labour and capital which we can use to produce a particular
good there will be some that make fuller and more productive
use of all the individual factors. The more successful we are
in finding and using the most fruitful ways to combine the
factors the greater will be our real income.

In a country where the size of the working population is
changing, and where the rate of capital accumulation is subject
to change, it may not be easy to find the combination of land,
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labour and capital \which makes the most productive use of the
available resources. If in each industry we combine the factors
so that we maximise the productivity of the employed factors,
we may find that we have an unused surplus of land, labour or
capital. By combining the factors together in a way which
lessens the productivity of some factors already employed, we
may bring into productive use some of the idle factors, and
their combination may more than offset the loss due to the
lessened efficiency of the individual combination. We may find
that the most efficient combination of factors varies from one
product to another and that by making more of some goods
and less of others we can absorb the idle factors while retaining
the most efficient combination. This will enable us to produce
a bigger volume of goods but not necessarily of that combina-
tion of goods and services we value most highly.

When we watch men working in the field or at the bench we
can see the immediate results of their labour, and when they
work faster or slower we can see the result is increased or
decreased production. The contribution made by management is
much more difficult to detect, especially when this exerts an
influence on the productivity of a team of men by the better
integration of their individual efforts, The failures of manage-
ment are usually more obvious than their successes. When the
flow of work between departments is badly organised and men
stand idle, when special trains run half empty, and when promo-
tion within the labour force depends more on social graces than
on any capacity to increase production we know that manage-
ment is not perfect.

Discontent with management in public or private enterprise
usually results in the demand for a reduction in the numbers of
non-producers. The unnecessary duplication of managerial
processes is wasteful, so is any other unnecessary duplication,
but adequate management and co-ordination is a highly neces-
sary function. The most economical production of some com-
modities requires large-scale plant employing an army of work-
people within an intricate pattern of specialised processes. This
large-scale plant may simultaneously increase productivity per
man-hour worked at the bench and increase the need for
managerial supervision and the co-ordination of processes, but
it will look as if more non-productive personnel is living on
the product of labour at the bench.
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Management 1s largely concerned to use equipment and
resources inherited from a previous producti- e period to produce
the goods the consumer will want in the fdture. Managers can
proceed on the assumption that the desires of the consumer are
already known from past experience. They can then use existing
equipment to supply the consumer’s established demand. Imme-
diately managers proceed to experiment and innovate, on the
assumption that the needs and desires of the consumer are not
necessarily being satisfied at the highest possible level of attain-
ment, they will introduce a great element of uncertainty. There
is always the possibility that the goods which give greater satis-
faction will differ in shape and texture from those previously
made, leaving an obvious legacy of unused machinery and
materials. This appearance of waste may hide from us the
increase in real income which comes from the greater satisfac-
tion given to present and future consumers.

FORCES DETERMINING THE SIZE OF THE
NATIONAL PRODUCT
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QUESTIONS FOR DISCUSSION

1. If you were administering funds available for the develop-
ment of backward countries would you give priority to (a)
educational development, (b) the development of manufactur-
ing industries, (¢) the improvement of agricultural stock and
equipment?
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In a country where there is full employment, what effect will
subsidies whic! encourage the use of more less-fertile land
have on the size and composition of the National Product?

. Why do many countries imposc a heavier rate of taxation
on unearned than on earned income? Does this suggest that
earned incomes are socially more desirable than unearned
incomes?

When an amateur footballer becomes a professional does
play become work, and if play can become work can all
work become play?

If in any country we have an increase in productivity per
man-hour and an increase in both real wages and profits,
does this suggest (a) that earlier generations of workers
were lazy, (&) that the workers are now being more severely
exploited by the capitalists, (c¢) that the workers are sharing
in the increased productivity of capital and management?
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CHAPTER 2

EXCHANGE
1

HE size of our real income is determined by the quantity

and the value to us of the goods and services we receive.
Some increases in our real income are difficult to measure and
record, as when we produce with a new usc of land, labour and
capital an equivalent quantity of goods, but goods which because
they are more in harmony with our desires give us greater
satisfaction. For example, a certain craftsman working with
similar materials and with similar intensity of cffort, on two
different days makes two differently shaped articles, onc of
which he gives to his mother and one to his brother. When,
however, the mother and brother compare the two articles they
both find that they would prefer the other. If, therefore, they
exchange, they will each give up something they valuce less, and
receive something they value more, thus increasing their real
income from the gift.

Exchange may be essential if we are to receive any income
of value to us. When individuals specialise they may attain their
highest physical productivity making things for which they have
no personal demand, but the total output of the group may
contain the several combinations of goods which each different
individual most keenly desires. Under these circumstances,
without exchange we should become encumbered with what we
considered lumber, but with exchange this would be converted
into valuable real income.

Even when what we produce is of some value to us, we can
benefit from exchange if our needs and desires are such that
we cannot attain our highest standard of well-being from the use
of one commodity. We may derive great satisfaction from using
a part of our product, but after we have used that amount we
may derive less and less satisfaction from the use of similar
additional amounts. The desire for other things, originally
sought with less intensity, may thus come to equal or exceed in
intensity the desire to use further portions of our own product.
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But if the additional satisfaction we derive from additional
quantities of any d1d every good decreases after we have used
so much of any one, we may need many different goods to attain
our highest standard of well-being. Consequently when men
specialise there is great scope for exchange, and everytime we
succeed in exchanging some portion of our product for some-
thing else that will give us greater satisfaction we increase our
real income.

We can rarely make the exchanges which benefit us without
some inconvenience and effort. To make a direct exchange of
something we produce for some part of another person’s
product, we must find someone who wants what we have and 1s
prepared to give in exchange something we want. If we want a
hundred different things it may take a considerable time to make
all the necessary exchanges. Sometimes we can reduce the time
and effort involved by exchange if we are willing to make do
with goods that are something like those we really want, but
these goods being less suited to our desires will have less value
for us. The more time it takes to effect the necessary exchanges,
and the greater the risk of not getting the kind of things we
really want, the less willing we shall be to specialise.

The physical quantity and the quality of product can be
increased by specialisation, but the higher the degree of
specialisation the greater the number of exchange transactions.
The increased productivity of the specialist is partly dissipated
by the time consumed in making the necessary exchanges, and
when as much time is consumed in making the necessary
exchanges as is saved by specialisation there is no net gain.
An efficient method of exchange, combined with the efficient use
of our productive resources, will enable each one of us to secure
out of the goods being produced that combination which will
give us individually the greatest satisfaction.

1f different people desire different things, and if some desires
are subject to change, provision must be made for choice; and
we can only have choice if there are more goods and a wider
variety than we wish to buy. If five people want hats and only
five hats are available they will have little or no choice. When
a number of people live relatively close together some people
can specialise in arranging the exchanges of goods, and they can
gather together in one place an assortment of exchangeable
articles. This will enable specialist producers to make their
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exchanges with the minimum use of their time, and enable
the exchange organisers to acquire considc’able knowledge of
consumer taste in the neighbourhood. g

People who devote their time to organising exchange trans-
actions will have less time to work at the production of goods
and services, while specialist producers will have more; conse-
quently we cannot necessarily increase the volume of production
by transferring men from the task of exchange into produc-
tion. We can have more men working in production but each
one may spend less time in production, and work less efficiently,
when he has also to engage in exchange. The provision of goods
for the consumer must be seen as the result of the joint labours
of those who work in production and of those who work in
distribution. We can only justify transferring labour out of one
occupation into another if there is some net gain in well-being.
If the same quantity and variety of goods can be distributed
with equal satisfaction to the consumer with the use of less
labour, then well-being can be increased by transferring men
from distribution into production. An increase of efficiency in
distribution may be far more difficult to measure than increased
efficiency in production, because we may unwittingly sacrifice
some well-being by accepting goods less in harmony with our
desires.

MONEY
II

No matter how skilfully we organise direct exchange,
problems will arise, as when, for example, a man is prepared
to exchange ten small pigs for a pony, but the owner of the pony
wants one small pig and several other things. This transaction
could only be completed when nine pigs had been exchanged for
the other goods desired by the owner of the pony. The things
men wish to exchange are not all equal in exchange value, and
consequently one party to the exchange, if it is made directly
by barter, may have to accept something for which he has little
or no use, and which may not be easy to exchange for anything
he desires more keenly. The obstacle to exchange here is the
difficulty of converting the things we accept into the things
we would prefer to have.

If there were some commodity in such regular and widespread

29



ECONOMIC THEORY

demand that men would accept it because they were confident
of being able readily to exchange it for any other goods avail-
able for exchange, we could divide the complex direct exchange
of barter into the two separate transactions of selling and
buying. When we had something to exchange we would then
look for a buyer, when we wished to buy we would seek out a
seller; the task of finding someone who would buy what we
had to sell, or of finding someone who would sell what we
wished to buy, would be easier than that of finding someone
who both wanted what we had and offered what we most wanted
in exchange. We would accept anything men used as a means of
exchange not because it had specific value in use for us, but
because of what other men would give in exchange for it.
Providing enough men would accept it as a medium of exchange,
it need have no specific personal value for anyone.

Of the many different things used as a means of exchange
some have, and some have not, had a use value apart from
facilitating the exchange of other goods. Men have used as
exchange media consumable commodities such as tobacco, salt
and smoked fish, ornaments of gold and silver, and tokens made
out of stone, base metal or paper having little if any other use
value. The important consideration is that whatever is used
should be generally acceptable. This requires that each man
should believe that other men now and in the foreseeable future
will continue to accept the medium of exchange, and that the
quantity of other goods they will give in exchange for a given
quantity of it will remain constant or increase.

The medium of exchange most of us are familiar with is the
monetary token of coin or note issued with government approval.
All this money issued with government approval is held by some
person or group of persons. When we hold money we forfeit
the services we could have derived from the goods the money
would have bought. Why then do we hold money? We hold
money because of certain payments we know must be made in
the future, or to cover part of the expenditure that may be
necessary if we encounter some misfortune such as an accident,
breakdown, or breakage, or to enable us to take advantage of
any good fortune such as an exceptional bargain that may occur
in the future. In making provision for probable expenditure in
the future, we visualise a certain quantity and combination of
goods, the various articles included each having a price. When
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we decide that we ought to buy more goods or goods of better
quality, or when we decide that although pfices have risen we
ought to buy just the same goods as before, we shall require to
hold a larger sum of money to sustain our intended expenditure.

When the money used has no value except as a medium of
exchange we cannot increase the well-being of the community
simply by increasing the physical quantity of money. If there is
no increase in the output of goods available to buy, and if we
try to spend our money as readily as before, the result of
increasing the volume of money will be to raise prices. Whoever
brings the new money into circulation will be able to buy
goods with it, and this will strengthen the demand for goods
relative to the available supply; consequently shortages will
occur and eager buyers will bid up prices. This rise in prices
will cause people who intend to maintain their future volume of
buying at its previous level to increase their holding of money.
Prices will rise less, the greater the ability and rcadiness of
producers to increase the goods available to satisfy the
increased demand, but if we expect to buy more goods with
prices unchanged we shall again increase our holding of money.

Society’s demand for money is the total of our several indi-
vidual desires to hold stocks of money, to meet future payments.
We shall try to increase our stocks of money when we intend
to spend more in the future, but unless more money is put into
circulation, we shall spend less now so that we can accumulate
money. This struggle by individuals to hold money for longer
periods will reduce the speed with which money is passed from
person to person, thus reducing the money value of the exchange
transactions facilitated by a given quantity of money in a given
period of time. For example, if a million pounds which formerly
changed hands twice a week is now held twice as long by each
recipient, it will only transact one million pounds’ worth of
business in a week instead of two million pounds’ worth as
previously. If the sellers of goods were determined to scll the
same output of goods each week as before they would have
to cut prices in half.

We may decide to hold smaller stocks of money even though
we do not intend to reduce our future consumption of goods.
This we can do by holding stocks of the goods we expect to
want in the future instead of holding the money with which to
buy them. When we begin to convert our money income into
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stocks of goods more rapidly the length of time each of us
holds money will be reduced; it will pass from one person to
another more raprily, and perform exchange transactions of
greater total money value in a given period of time. Under-
lying this movement out of money into goods will be the feeling
that goods at present prices are preferable to money, and if
the quantity of goods available to be bought cannot readily be
increased sellers will be able to increase their selling prices.
Sellers who share the general preference for goods over money
will prefer not to sell goods unless higher prices are paid.

If we believe that in the near future prices are going to rise,
we shall prefer to hold more goods and less money, but if we
believe prices are going to fall we shall want to hold more
money and fewer goods. In a community where opinion about
the future movement of prices is equally divided some people
may be increasing their stocks of money while others are
reducing their holdings, the result being no change in the total
demand for money. When a high proportion of the people
believe that prices are going to rise, the demand for money will
tend to decrease, but if it is generally believed that prices are
going to fall then the demand for money will tend to increase.
Consequently the tendency for prices to rise when the supply
of money is increased without any accompanying increase in the
supply of goods, is strengthened by an increase in the velocity
of monetary circulation stimulated by the prospect of rising
prices. If a decrease in the quantity of money relative to the
quantity of goods available to buy creates the prospect of
falling prices, this downward pressure on prices will be
strengthened by the reduced volume of buying as people try to
accumulate stocks of money to benefit from future price
reductions.

At any given time there is a capacity output for a given system
of production. If monetary demand exceeds this output capacity
we shall have rising prices, and if demand falls seriously below
output capacity we shall waste the productive power of
redundant men and machinery. Consequently changes in the
supply of money which create the prospect of limited price
changes, by increasing the irregularity of demand for goods and
services help to reduce the realised volume of production. One
of the principal objectives of monetary policy should be to help
the economy to run for long periods at a high and stable level
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of activity as near to capacity as possible, without impeding
desirable changes of product and method. This level of activity
cannot necessarily be maintained by pursuing .he same monetary
policy all the time, since the attempts of masses of private
persons to increase or decrease their monetary balances alter
the problems which the monetary authorities are trying to solve.

BANKING
I

We use up some of our scarce materials and labour on the
making of monetary tokens because when barter is replaced by
monetary exchange there is a net saving of time and effort after
allowing for the cost of producing the monetary tokens. The
essential characteristic of money is its ready acceptability in
exchange. This is both an advantage and a disadvantage : the
advantage is that money makes exchange easicr, the disad-
vantage is that the tokens are so similar and so readily accepted
that stolen money can be disposed of more easily than many
other forms of property.

If each individual or family tried to prov1de a burglar-proof
safe, or if society tried to employ enough policemen to make
housebreaking impossible, the cost of protecting property in
money would be formidable. The cost in labour and materials
of adequate protection for stocks of money can be greatly
reduced by the provision at banks of strong-room facilities
where customers can deposit their money repayable on demand.

We can reduce the number of monetary tokens we collectively
need, if those holding stocks of idle money can without serious
personal inconvenience lend them to someone wishing to make
an immediate payment. The managers of banking institutions
have recognised the possibility of letting others use the tem-
porarily idle balances deposited with them, and of persuading
the borrowers to pay for the use of such money. When the
banker gives a borrower the right to draw money he can fix a
date on which he expects repayment, and providing those who
have borrowed are able to repay before the depositors wish to
withdraw their money, depositors, borrowers and bankers can
all benefit. The assets of the bank will not consist of a strong-
room full of idle monetary tokens, but of borrowers’ promises
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to repay loans, and of interest-bearing securities which can be
sold for cash.

All or part of he money paid into some banking accounts
can be withdrawn by presenting a cheque. Having opened such
an account, depositors wishing to make a payment can with-
draw the cash by cheque, and take or send the cash in payment;
or they can if they wish, and if the persons to be paid agree,
send a cheque in payment. The advantage of sending a cheque
is that it will avoid a journey to the bank, and save the trouble
of sending coins through the post. It will also be much safer as
the cheque will be payable only to a named person or group.
Because of these great advantages payment by cheque can
become the normal method of payment except for small sums
where such payments would be cumbersome.

Payments made by a person with a banking account to some-
one else who has an account need not involve any movement of
cash. The account of the person or group making the payment
will be' reduced by that sum in the ledger of the bank, and the
amount standing to the credit of the person receiving the cheque
will be increased by the same amount. In a community where a
number of people have banking accounts a great volume of
payments can be made without cash being passed over the
counter of any bank.

Once a section of the community has developed the habit of
making payments by cheque, it is possible for the bank to grant
people the right to draw cheques in excess of the cash deposited
in the bank. When such facilities are granted the customer will
promise repayment, and the bank will try to make certain that
the promise can and will be kept. This procedure will cause no
difficulty so long as a large proportion of the people able to
cash cheques do not withdraw cash from the bank but allow
the extra cheques to increase their deposits at the bank. This
increase in the size of customers’ accounts will allow them to
pay larger sums to one another and so transact trade of greater
monetary value.

If for any reason the customers of the bank decided to revert
to cash payment the bank would not have enough money in
hand to pay everybody out immediately. If, however, it could
persuade all to whom it had granted the right to draw addi-
tional cheques to repay their liabilities to the bank, and if it
could sell all the interest-bearing securities for at least the
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price paid for them, everybody could have all their money back.
There would be a difficulty if the depositors demanded the
return of their money more rapidly than the bank could recall
its loans and sell its sccurities, but this could be met by increas-
ing the community’s supply of the kind of money in demand,
using the assets of the bank as security.

Banks help to enlarge the national income by enabling money
to be stored and payments made with greater security, and by
mobilising temporarily idle funds for use in production.
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QUESTIONS FOR DISCUSSION

1. Would you agree or disagree with the following statement?
“We are told that a planned economy by reducing the
diversity of goods produced would increase productivity per
man-hour, but surely private enterprise will not produce
goods that cannot be sold at some price? If some of the goods
have to be sold at a loss that must be of bencfit to the
community.”
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Would you agree that Spring Sales ought to be stopped as
they force shoikeepers to sell goods at low prices and cause
customers to buy things they do not want?

Would you expect an increase in productivity per man-hour
in manufacturing to be accompanied by an increase, or by a
decrease, in the number of people employed in the distributive
trades? Do you think the two are related in any way?

. Why do prices tend to rise during a war? By what means,
other than a rclaxation of the war effort, can a government
impede the price rise?

What effect will changes in the value of money have upon
income distribution? Who will he likely to benefit most from
an increase in its value and to suffer most from a fall in
its value?

If there were a great extension in the use of cheques, and
no reduction in the volume of legal tender, how would you
expect this to influence the general price level?

In answering the previous question what assumptions did
you make about the rate at which money circulated? What
different assumptions could you have made and how would
they have affected your answer?
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CHAPTER J3
THE PRESENT ECONOMIC SYSTEM

Y the middle of the twentieth century, within many countries

and internationally, the way in which economic activity
could best be organised had already become a controversial
political issue. The economic system by that time was divided
into privately and publicly owned enterprises, with the govern-
ments of the different countries exercising differing degrees of
influence on the organisation and on the level of economic
activity. In the preceding one hundred years there had been
growing dissatisfaction with an economic system based on the
organisation of economic activity in responsc to the motive of
private profit. Critics of this system asserted that private enter-
prise encouraged undesirable inequality of income, introduced
harsh commercial considerations into human relations, used
some productive resources wastefully and made only occasional
use of a portion of the available productive capacity. Most of
the critics suggested that these defects could and should be
remedied by the use of the political power of the state, some
advocating complete state ownership of the means of produc-
tion, while others merely desired some income redistribution or
the legal control of certain commercial practices.

Those who supported private enterprise and opposed public
ownership or control emphasised the need for some powerful
and sustained stimulus to encourage producers to use the means
of production efficiently and in the service of the consumers.
They thought that a high degree of security for the producer
would reduce unnecessarily the intensity with which men pur-
sued efficiency and innovation. In their opinion the waste of
resources by the competitive duplication of products would be
exceeded by the internal inefficiency of large centrally-controlled
corporations intended to eliminate such duplications.

Within an economy based on the private ownership and use
of property, the immediate decisions as to how the available
means of production shall be used are made by business
executives seeking private profit. The business executive incurs
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certain costs of production by using land, labour and capital to
produce some googl or service, and he hopes that his revenue
from the sale of this product will exceed his cost of producing
it, and leave him a net profit. His cost of production will vary
with the amount of land, labour and capital he needs to use to
attain a given product, and the price he must pay for each unit
that he uses. His total revenue will depend on the volume of the
output and the price at which each unit of output is sold. The
size of his profit can be increased by using less land, labour
and capital to produce a given output without any accompanying
reductions in revenue; or by using the same land, labour and
capital and paying less for its use; or by selling the product
for more without incurring an equivalent increase in production
costs.

Success in private enterprise depends on the ability of the
business man to sell his product at a remunerative price. The
people to whom he hopes to sell it will have a great many other
needs and desires, most of them reducing their willingness to
spend money on buying his product; consequently even if no
one else is selling an exactly similar article, his product will
have to compete against other forms of spending. Potential
customers will compare the amount of satisfaction they would
expect to derive from a similar money outlay on other products
and try to select those which promise the greatest satisfaction
in return for a given expenditure. The combination of goods
they decide to buy at one time as compared with another may be
changed if the prices of some commodities arc altered while
others remain unchanged. As purchasers try to select the goods
which offer greatest satisfaction in return for a given money
outlay, the sale of goods which rise in price relative to others
will tend to decrease, and the sale of goods which fall in price
relative to others will tend to increase.

The individual business man can usually increase the demand
for his product by reducing the relative selling price. When only
one firm within an industry reduces prices it may take business
away from other firms producing identical or similar commodi-
ties. If the other firms were producing an exactly similar
commodity, and if the customers knew the goods were similar
and were only influenced by the wish to obtain the best value
for money, the firm that reduced prices below those of its
competitors could secure all the business in the market. Until
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such time as the other firms producing similar goods reduced
their prices, the demand for the product of the price-cutter
would be equal to the demand for the product of the industry.
But if all the other firms within the industry reduced their prices
to the level of the lowest, the demand for the product of the
industry would only increase in so far as buyers now substi-
tuted this commodity for some other, where price had not been
reduced, or in so far as they increased their total spending.
It seems highly probable that such an increase in demand would
be spread over a number of firms and that any one firm would
only have a slight increase in its sales.

A reduction in the price of a firm’s product may increase the
volume of sales without increasing the revenue derived from
sales. If a firm selling 99 cars a month at £200 each
wished to incrcase its sales to 100 a month, it might be
able to do so by reducing the price to £198 each. This would
neither increase nor reduce sales revenue since 99 times
£200, and 100 times £198 both give the same total of
£19,800. Unless the 100th car added nothing to costs the
producer would be poorer. The effect of a price reduction
on the revenue of a manufacturer of nylon stockings may be
quite different, and he may find that when he reduces his prices
from 10s. to 9s. 9d. a pair the volume of sales will double. In
return for a reduction in price of 2% per cent. he receives a
95 per cent. increase in revenue. If in a year when the wheat
crop was exceptionally large, the flour-millers determined to
mill and sell within the year all the available wheat, they might
find their total revenue considerably reduced, since to sell 10 per
cent. more flour they might have to reduce their prices by
30 per cent.

The difficulty of fixing a price which will maximise the volume
of sales, and the revenue from sales, is most acute when the
firm is marketing some product the sale of which is partly
dependent on the consumer’s inability to afford some preferable
alternative. For example, suppose that a firm is manufacturing
margarine, and that some of its customers want six pounds of
butter fat a week without having to spend more than g9s. a
week on this item, although for certain purposes they prefer
butter to margarine. When margarine is 1s. 6d. a pound and
butter is 2s., these customers will buy six pounds of margarine
and no butter, but if the price of margarine is reduced to 1s.
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and that of butter is unchanged, these customers can buy three
pounds of margarine and three pounds of butter for their gs.
outlay. \

Sometimes the business men within a particular industry are
almost powerless to increase the sale of their commodity by
any price action that it is within their power to initiate, since
the use of and therefore the demand for certain goods is
dependent on the consumer having access to some other goods.
The demand for tennis balls is dependent on the accessibility
of tennis courts. Consequently the decision of a local authority
to allow the use of tennis courts, on days when they were
previously closed, may do more to increase the demand for
tennis racquets and tennis balls, than any conceivable price
reduction initiated by local sports outfitters. It may be possible
by reducing the price of tenms racquets to expand the demand
for tennis balls still further, but this may be nullified by a rise
in the price of tennis clothes. The effect of a change in the
price of tennis balls on the total demand for them may be very
slight indeed, and if racquets and tennis clothes rise in price
the demand for balls may decrease despite the reduction in their
price.

In considering the behaviour of the business executive, we can
assume that within the limits imposed by certain social conven-
tions, each will try to maximise his profits, but we cannot deduce
from this that they will all behave in the same way, or that
there is any one form of business strategy that all will employ.
A small business may be faced by keen price competition from
a great number of small rival firms producing similar goods,
and to this may be added competition from alternative forms of
spending affecting total demand for the industry’s product.
Within another industry there may be only a few large firms
and the product of each may differ so much in quality, shape,
etc., from that offered by the others, that the customers may
be unable to make any worthwhile assessment of competitive
values. Total demand for the product of this industry may be
little influenced by what happens to the prices of other goods
consumers may buy. In some industries one firm may control
the entire supply for a particular market, as with a local gas
supply, but there may be a highly competitive alternative such
as electricity.

If at any moment in time we could compile a list of all the
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problems then facing different business men who were trying
to sell goods or services at a profitable price, the diversity
would be impressive. Even then our list would not include many
problems such as those resulting from the process of growth in
some industries and from contraction in others; those caused by
technological change; those which result from changes in income
distribution as between individuals and betwecen income groups;
those resulting from changes in consumer’s tastes, and lastly
the results of major changes in the general level of economic
activity with their accompanying widespread moods of optimism
or of pessimism. The great majority of business men are not
concerned simply with the immediate problems facing the
business to-day, they are in business to stay if possible, and to
make profits for an indefinite period of time. Conscquently much
time and energy must be given to trying to anticipate the effect
on the future demand for their product of forces over which
they can exercise little or no direct control.

Forces which depress the general level of economic activity,
or which alter the buying habits of the public, may reduce the
demand for a firm’s product. No matter how enterprising business
men may be, or how hardened by temporary adversity, most of
them appear to desire some minimum of security. They know
that if the market for a firm’s product depends wholly on that
firm’s ability to sell at lower prices than its competitors, its
future prosperity will be very uncertain, since immediately these
competing firms sell at the same or lower prices the firm may
lose its entire market. The individual business man tries to
reduce this element of uncertainty by encouraging buyers to
develop a marked preference either for the articles he sells or
for buying from his enterprise. By providing good and efficient
service, he may create a fecling of good-will towards his business
amongst a section of the buyers, whom he comes to regard as
regular customers.

The maintenance of this good-will depends on the buyer’s
faith that in the long run he will derive advantages from
becoming a regular customer. This faith may be weakened or
destroyed whenever the service offered by rival firms becomes
noticeably superior in value. Although customers’ good-will can
certainly be lost to competing businesses, while it is retained
it helps to stabilise the market for the business and gives the
business man an increased sense of security. Whether the
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regular customers of a business do or do not benefit from this
emphasis on good-will depends on whether they or the business
executive attach the greater importance to it. The existence of
good-will for individual businesses may hinder the emergence
of larger enterprises capable of producing a given output with
less land, labour and capital, and of reducing the duplication of
partially used equipment within the industry.

When several firms offer for sale goods that satisfy a similar
need, but the competing goods differ in quality and price, many
of the buyers may feel unable to select those which represent
the best value for money. Many buyers try to escape from this
difficulty by restricting their buying to firms with a reputation
for fair dealing. Such firms may not try to offer the best value
for money, but they may strive to maintain certain minimum
standards of quality and value. A firm’s reputation for fair
dealing may be extended through the recommendations given
by satisfied customers, by successful publicity campaigns or by
a combination of both. Whenever the buyers are unable or
unwilling to make a rigorous and exhaustive comparison of
competitive values, there is the possibility that some firms may
increase their sales more successfully by spending money on
advertising than by reducing prices. If a firm increases the value
of the goods it offers for sale without increasing the price
the buyer will benefit, but when money is spent on publicity
there can be no guarantce that the customer will receive better
value for money, or be better able to compare and assess the
relative merits of competing goods. It may even be that some
sales publicity causes some people to spend their money in a
less judicious manner.
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QUESTIONS FOR DISCUSSION

. How do we know when an enterprise is efficient? Who

determines how efficient the enterprise will be, (a) if privately
owned, (b) if publicly owned?

Would it be true to say that all enterprises which make a
profit are conducted cfficiently and all those which do not
make profits are run inefficiently ?

Would you expect the demand for margarine to decline as
the standard of life improved? If more margarine were
consumed per head in the United States than in the United
Kingdom how would you explain that circumstance?
Tabulate in order of importance the things which may affect
the attendances at any given cinema in any wecek. Distinguish
between those which the management can, and those which
it cannot, influence.

Try to tabulate the things bought for your home, and give
the reasons why the present sources of supply are patronised.
How do you know that these purchases represent the best
value for money offered by the available market ?
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CHAPTER 4
OF WHAT VALUE IS ECONOMIC THEORY?

USINESS men, workers and reformers frequently unite

together to criticise economists who write about economic
theory, for not being interested in the problems of the real world
in which men live and work. The answer of the economist to
such criticism is that he is mainly interested in the reasons for
and the results of changes in price, and that the forces respon-
sible for and those hberated by such changes are vitally
important to all who derive incomes from the sale of goods
and services as well as to all with money to spend.

Probably the most important divergence of interest between
the economist and the business man is that the economist is
interested in certain general conditions exercising an influence
over large parts of the economic system, while the business man
is interested in knowing how to act within a specific local
situation. The situation facing the business man will usually
consist of a combination of local conditions permeated and
influenced by the general economic forces. From the economist’s
view-point the local conditions may be a hindrance to the clear
perception of the way in which the gencral economic forces
work, and therefore in the interests of greater clarity he may
deliberately separate them from the local conditions so that he
can consider them in isolation. Immediately we begin to ignore
the local conditions we can follow out the action and inter-
action of the economic forces until we have created a working
model of the economic system, but this will not be an adequate
guide for action in the real world by either the business man
or the economist.

One of the most important economic forces at work in the
world is that of competition. If we agree that most people wish
to use more things than they can afford to buy, we can almost
certainly say that they will try to maximise the purchasing
power of their money by endeavouring to find the best value
for it. By assuming that the buyers are able to compare the
price and quality of all the goods offered in a market, that it
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is equally convenient for them to buy from any supplier, and
that none of them has any tendency to develop a personal
loyalty to any supplier, we can consider the effect of a com-
petitive reduction in price by one supplier. The first consequence
will be that all the buyers will prefer to buy from him because
his prices are lower than those of his competitors.

If we now assume that a large number of reclatively small
businesses supply this market, that there is no agreement of any
kind between them for fixing the price or the volume of supply,
that each one of them knows the price asked by every other
supplier, and that businesses can enter or leave the industry
easily and quickly, we can show that prices within it will yield
neither exceptionally high nor exceptionally low profits, because
high profits will attract additional producers into the industry
and low profits will make firms move out of it. Under these
circumstances the volume of supply will depend on the ability
of the firms at least to recover the cost of making plus normal
profits on each article made, out of the price paid for it.
Clearly there will be no incentive for any firm to make any
article whose production cost exceeds its selling price, and every
incentive to produce any article whose production cost plus
normal profit is less than the selling price. If we assume that
the firms within the industry have rising costs when output
expands beyond a certain point, once every firm in the industry
has reached the point where the cost plus normal profit of any
additional output exceeds the selling price, any further increases
in output will depend on the willingness of buyers to pay higher
prices. But if these higher prices enable firms to make abnormal
profits on that part of their output where production costs are
lower, other producers will be prepared to enter the industry
until demand can be met without using the more costly pro-
ductive capacity of any firm.

In this economic system the goods will be produced for us if
we are prepared to pay the necessary price. The price any
individual will pay rather than forego the goods will be deter-
mined by the intensity of his desire and the size of his income.
If we assume that intensity of desire and size of income differ
as between individuals the quantity demanded will increase as
the price falls, but we have already assumed that price will not
fall below the cost of production plus normal profits. Under
these circumstances all who desire the goods sufficiently to pay
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a price equal to the cost plus normal profit will be supplied,
and we can say that supply and demand at this price will be
equal. This is not te say that all who wish to use this particular
good will have an adequate supply, since if production costs
and price were lower more would be made and sold.

In a situation where income and intensity of desire differ as
between individuals, it is probable that some people would be
prepared to pay a price higher than that at which demand equals
supply, rather than forego the commodity. The demand for this
commodity therefore consists of people who would pay a higher
price if need be, people who will buy at this price but not at a
higher price, and others who would buy if the price were
reduced.

We now have a system in which two forces are pushing one
against the other from opposite directions. To increase supply
we want an increase in price, but this will reduce demand. If
we reduce the price demand will increase and supply will
decrease. The interaction of these forces will push the price
towards the point at which supply and demand are equal.

We have considered the inter-relationship of supply and
demand for one product. Let us now assume that every other
commodity is produced and sold under exactly similar condi-
tions, so that supply is equal to demand in every industry and
the supply of any product would decrease if the price were
reduced. Within this system men would use privately owned
land, labour and capital to produce goods for sale, and out of
the revenue from the sales the owners of land, labour and capital
would be paid for allowing these resources to be used in the
production of these goods. The income received for helping with
production would enable the recipients to buy all that had been
produced, to use either for consumption or as capital. In such
a system buyers could have the things for which they were
prepared to pay a price at least equal to the cost of production,
and the income of producers would be determined by the value
placed on their product by the user.

We have now constructed an economic system which shows
how competition would work under conditions perfectly suited
to it, but does this system of perfect competition truthfully
reflect what happens in the real world? Clearly there is com-
petition in many industries although it is not necessarily price
competition, and although it may vary in intensity as between
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different industries and from time to time in any one industry.
In some industries the intensity of price competition may be
greater than would be experienced with perfect competition,
as for example when so many producers try to remain within
an industry that their total product can only be sold at a price
which gives the producer a lower reward than could be obtained
in most other industries. The struggle to remain in a relatively
overcrowded industry may be perpetuated by the belief that,
sooner or later, the prevailing intensity of competition will cause
other firms to leave the industry, thus reducing its productive
capacity, and that when this happens the price of the product
will rise and the rewards of the remaining producers be
increased. If the demand for certain products is decreasing and
there is no compensating demand for other goods, the business
man may prefer to stay and struggle where he is rather than
incur the greater uncertainty of moving into some other industry
whose problems he does not understand, and the future of which
is uncertain.

In our model of perfect competition we also assumed that
productive capacity could be easily and quickly moved out of
one industry into another, but the world ‘of reality contains
many forces which impede the transfer of productive capacity.
The attainment of high standards of productivity is frequently
dependent on the use of plant and equipment especially designed
for the processing of one or a narrow range of materials, and
such equipment can often only be used for purposes other than
those for which it was designed at the cost of great sacrifices
in productive efficiency. Consequently producers established in
an industry in which some productive capacity cannot earn
normal profits may only be able to dispose of their equipment
by accepting heavy capital losses; indeed some equipment may
not even be worth dismantling and moving for recovery as scrap.
Under such conditions producers will be more concerned with
minimising losses than with earning normal profits, and the
industry may work under relatively unremunerative conditions
for a considerable period of time. These tendencies will be
intensified if the labour employed in the industry uses highly
specific skill and knowledge of little value elsewhere, and if
movement out of the industry also involves the cost of movement
to some other town or village. Even the land itself cannot
always be easily and quickly transferred from one use to
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another, as we would soon discover if we tried to convert old
building sites into arable land.

We must conclude that a model economic system based on
perfect competition, logical though its structure may be, does
not give a realistic picture of the world in which we live; but
this does not necessarily mean that we can dismiss it as useless
and misleading. Structural changes do take place in the indus-
trial pattern of this country, with some industries declining and
other industries expanding. Some productive capacity is trans-
ferred from its original use, the industries which lose it being
those which cannot use it so profitably as those to which it is
transferred. In his study of perfect competition the economist
draws our attention to certain tendencies at work in our present
industrial system, and although these tendencies frequently
encounter forces which impede or frustrate their influence, they
remain powerful and significant.
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QUESTIONS FOR DISCUSSION

1. If every worker were equally capable of doing every job,
and every job were equally unpleasant to the worker, what
would happen if the workers in only one industry raised their
wages by trades union action?

2. When we say there are too many firms in an industry, what
do we mean?
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3. Would you say that an employer who failed to reduce his
labour force immediately demand contracted was ignoring
economic realities in (a) the short run, or (b) the long run?

4. When structural changes are occurring within an economy,
that is, when some industries ar¢ declining and others
expanding, should the trades union movement try to speed
up or to slow down the rate of change?

5. How would an ideal socialist socicty differ from the
economist’s model of perfect competition?

6. Does a philanthropist ignore economic realitics, or does he
simply organise his scarce resources to achieve ends different
from those of most other men?



CHAPTER §
WHY NOT PERFECT COMPETITION?

NE characteristic of the present economic system which

the economist trics to explain is that of competition. The
great majority of goods are bought and sold in markets. In
most markets there is more than one person or enterprise trying
to sell goods which serve similar purposes and more than one
person or enterprise trying to buy goods of the same kind. Those
who come into the market as scllers can increase the income
they derive from selling their product, if they can sell the same
quantity of the article at a higher price without incurring an
equivalent increase in the costs of production and distribution.
Those who come into the market as buyers will increase the real
value of their money income when they can buy the same
quantity of goods for less money without experiencing any
corresponding decrcase in their own money income. If the
income derived by the sellers is less than adequate to meet their
desired expenditure, they will endeavour to increase their income
from sales by trying to sell a given quantity of goods at the
highest possible price, but if the income of the buyers is inade-
quate to meet all their desired outlay, they will try to buy any
given quantity of goods at the lowest possible price.

If we can consider our own personal behaviour as buyers,
most of us would prefer lower prices for the things we wish to
buy, and when we act as sellers would prefer higher prices for
the goods or services we have to sell. This is not to suggest
that every buyer always exploits to the full any power he may
have to reduce price, or that every seller always pushes prices
up to the highest possible level. All kinds of human considera-
tions influence the market behaviour of the individual. In some
markets the relations between buyers and sellers are more
impersonal than in others. If we attend an auction sale of
miscellaneous goods, usually we know nothing of the personal
fortunes of the seller, and we match our wits against those of
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the auctioneer and of the other bidders quite ruthlessly. At
another time we may buy from a seller, who must clear some
stock to meet pressing demands from creditors, and we may
deliberately refrain from pushing him down to the lowest level,
that he, in order to avoid immediate bankruptcy, would accept.
The more impersonal and transitory tlc relationship between
the buyer and the scller, the more ruthlessly will the conflicting
pressure of scllers agamnst buyers, and buyers against sellers,
be expressed.

When the individual buyer trics to assess the price he will
have to pay to secure a given quantity of any commodity within
a particular market, he is conscious that the chief immediate
limitation on his power to fix his own price is the price that
other buyers offer to secure the same supply. The power of the
seller is limited by the possibility that other suppliers may offer
similar goods at a lower price. Consequently if we scll motor-
cars, the most immediate limitation on our power to fix a price
we consider reasonable is the behaviour of other manufacturers
of similar motor-cars. If we are long distance lorry-drivers,
the main threat to our wage rates and working conditions comes
from the behaviour of our colleagues in the same occupation.
If this competition within the industry or occupation can be
reduced, the bargaining strength of the sellers relative to the
buyers can he increased, and the charge per unit supplied also
increased. But it is also possible by reducing competition
amongst buyers for them to increase their bargaining power
rclative to that of the scllers. The question naturally arises: if
the competing members of a section of the community can
increase the selling price of their product, and with it their
personal income, how long will effective competition survive?
Even if we agree that therc are competitive elements in our
present economic system, can we say with any certainty that
competition is the dominant characteristic?

A cursory cxamination of a few different industries soon
suggests that some industries are more competitive than others,
and that few, if any, markets are characterised by perfect
competition. The world in which we live is not characterised
by the rapid movement of productive resources out of one
industry into another that would be necessary to equalise factor
rewards and the pressure of competition over the entire field of
production. In some industries the volume of production may
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be such that it can only be sold at a price which gives rewards
per unit of output to the producers far below the average for
the whole economy, while in others output is much lower relative
to the demand, and the producers receive relatively high prices
and rewards above the average.

When producers have resources available, such as labour and
capital, they will prefer to use these in an industry where there
is a good prospect of earning large profits, rather than to invest
in an industry where the prospects are much less hopeful. This
ought to give us a constant tendency towards the equalising of
competitive pressure and of factor rewards, if we can assume
that it is no more difficult to enter one industry than any other.
Profits and factor rewards might never be the same in all
industrics but there would be a constant tendency towards
equality. The differences in the profitability of different
industries persisting for long periods of time, suggests that it
is not equally casy for new producers to enter into competition
with the established producers in any and every industry. Each
industry has its own distinctive record of development, and
some have a period of high profits followed by very low profits,
which suggests a radical change in the relationship of the
demand for and the supply of the product. In another industry
output may remain much smaller relative to the demand, giving
high profits for long periods of time, and in another a period
of low profits may bc followed by a long period of relatively
high and stable profits.

The world in which we live is characterised more by imperfect
competition than by perfect competition, and the degrce of
imperfection varics from industry to industry. In an economic
system permecated by imperfect competition, the size of the
income accruing to any individual may be determined more by
his bargaining strength in the market than by the contribution
he makes to the welfare of others. Under certain circumstances,
given imperfect competition, he may increase his personal
income by deliberately reducing the amount of service he renders
to others. This is not to suggest that men who restrict output
to maximise their own profit derive any sadistic pleasure from
impoverishing their fellow men. Doubtless the great majority
of people who decide to restrict output do so to try to secure
what they consider to be a fair and just price. If the policy they
pursue presses heavily on others, the advice they would give
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to them would be “go and do thou likewise”, Here we cncounter
the unpleasant possibility, that each section of producers may
scck to increase its income per unit of output by restricting its
total product so that higher prices may be charged. The total
result of such a series of local restrictions on output would be
to impoverish the community.

When we look at the structure of the economic system we see
that it contains a great number of scctional interests, and that
between some of them there are varying degrees of common
and of conflicting interests. The members of any one group,
selling a particular good or service, have a vested interest in
maximising the real income they receive in exchange for the
service they scll to socicty. This gives them an intcrest in
maximising their bargaining strength relative to the rest of the
economy. They can increase their bargaining strength by
reducing the number of competing substitutes on offer to the
buyers of their product or service.

It is probably true to say that within the existing economy
there is no occupation or industry where freedom of entry and
of exit is as great as it would be under perfect competition,
but it also scems certain that no group of scllers in existence
has the power to determine both the price at which their product
shall sell, and the quantity the buyer will buy. A careful
analysis of the naturc of the demand for a product may enable
the scller to forecast, with a high degree of accuracy, the
demand at specific prices for his product under given conditions,
but there is an important diffcrence between the power to measure
demand and the power to determine demand. Most scctional
groups within the cconomy have to manceuvre in a market
situation where they are neither completely at the mercy of
the market, nor complete masters of the situation. At any given
time the distribution of power differs from section to section.
In so far as changes occur within the economy, any and every
change may alter the bargaining power of some groups relative
to others. The possibility of any such redistribution of bargain-
ing power will cause some people to resist certain changes but
it will also stimulate other groups to support such changes.

Within this imperfectly competitive cconomic system, output
and human welfare are almost certainly less than they would
be in a perfectly competitive system, and the waste which
undoubtedly occurs within the <ystem is a challenge to our
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creative powers. But we must recognise that probably every
degree of imperfection that exists appears justifiable and neces-
sary to some sectign of the community, and that consequently
the resistances to any large and rapid movement towards perfect
competition may be formidable and probably insuperable. The
gains resulting from a movement towards perfect competition
will tend to accrue to the community as a whole, while the loss
from the reduction of sectional bargaining power will strike
at a more cohesive group with a greater sense of community
of interests.

We have said that the bargaining strength of omne sectional
interest may be greater than that of another. What forces
influence sectional bargaining power? 1f we consider the power
of a seller to fix any price, clearly that is limited by the alter-
native forms of spending open to potential buyers. A rise in the
price of one commodity relative to that of others will tend to
change the buyers’ pattern of spending as they try to find substi-
tutes for the commodity that has risen in price. Custom and
habit give a certain stability to customer outlay, but within
the limits set by these, a number of adjustments are possible;
we may buy less sweets and spend more on cigarettes, spend
less on the cinema and more on travel. The great majority of
sellers know that they will sell less at a higher price, and that
therefore they may derive no net gain from an increase in price.

Most spenders have some freedom of choice but this is Iimited.
We may resent a particular increase in price, but when we
consider the alternative forms of spending open to us, a certain
article, although now dearer, may still provide the most satis-
factory outlay for us. If the same is true for the great bulk of
purchasers, then the seller will have considerable freedom to
increase price without seriously reducing the demand. We shall
be less willing to alter the direction of our outlay when the
alternative forms of spending satisfy quite different needs or
desires. A boy who would substitute marbles for a whip and top
might regard toothpaste as an undesirable substitute for either.

The seller’s power over the market is limited by the existence
of alternative forms of spending, and the more easily the buyer
can turn to these substitute purchases, the smaller the amount
by which the seller can raise his price without reducing the
demand. Most sellers are surrounded by competing goods, some
of which may be identical in every way with the first com-
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modity, forming pertect substitutes, while others are more and
more imperfect substitutes, and beyond these there may be other
goods which are relatively distant and insignificant competitors.
The seller who is surrounded by an easily lcreased number of
perfect substitutes will have to organise his business to serve
a market over which he has little or no control. The seller who
faces competition from products which the purchaser can only
substitute at great inconvenience will have much greater control
over the market for his product.

There is a great incentive thercfore for the sellers to try to
establish unified control over the supply of perfect and near
substitutes. If we have a small competing supply of near substi-
tutes, followed by distant and insignificant substitutes, once we
have control of all the near substitutes we shall be able to make
a significant addition to price without causing any scrious reduc-
tion in the volume of demand. If we control the supply of elec-
tricity our freedom to raise price may be limited by the use of
gas as an alternative, but if we control both gas and electricity
we may disregard competition from the use of candles.

Given unified control over the supply of perfect and near
substitutes our bargaining strength can be greatly increased, but
we can never hope to decide both the price that shall be paid,
and the quantity that shall be bought. We can try to ascertain
the probable demand at different prices within the market on
which we scll our product, and these estimates may determine
the volume of goods we try to sell at a particular price. The
last word, however, will be with the potential purchaser, who
can always decide to buy less of our product, providing he is
willing to suffer the subsequent inconvenience. Most producers
find that they sell less of their goods when they increase the
price relative to the price of other goods. Usually thercfore in
order to increase the selling price we must reduce the quantity
we try to sell. If this means that the available productive
capacity is not being used beyond a certain point, and if there is
more than one productive plant each owned by a different person
or firm, producers may each be tempted to produce individual
outputs, the total of which will exceed the demand at the price
fixed. Under these conditions any agreement aimed at strength-
ening the power of the sellers will be in constant, danger of
breaking up with a return to competitive conditiéns. We have
here two elements of conflicting interests, firstly the self-interést
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of a group conflicting with the good of the community, and
secondly a conflict within the group, because any one producer
may benefit from dishonouring the agreement so long as the
others continue to restrict their sales in accordance with the
terms of that agreement.

Are we to assume that the great majority of scllers throughout
the cconomy would prefer to sell as monopolists, and that the
real reason for the continued existence of competition between
sellers of close substitutes is the failure to create and maintain
a unified control? If this is so, the different degrees of competi-
tion throughout the economy would appear to reflect the greater
strength of the conflicting forces within the different sectional
groups existing in the cconomy. But we may ask why should the
forces which hinder the emergence of a unified control of selling
operations be stronger in some groups than in others?

It seems fairly certain that the smaller the output of the
individual business, and the greater the number of sellers, the
greater the difficulty in replacing competition by agreement. The
smaller the individual business, and the smaller the necessary
expenditure on capital and equipment, the greater the possi-
bility that new firms will enter the industry whenever profits
begin to be abnormally high. To this we must add the greater
difficulty and cost involved in attaining agreement amongst a
larger number of scllers and of supervising and cenforcing the
agreement once it is made. Within an industry where the
individual enterprises are small, one would expect to find more
owner-managers, concerned with their personal prestige and
independence almost as much as with adding to profit.

We usually find that the average size of the firm varies from
industry to industry, and that within every industry therc are
considerable variations in size as between one enterprise and
another, Clearly a number of forces are influential in deter-
mining the size of the enterprise, one of which is the size of
the market served by it. Since we cannot assume that every firm
has a national or international market for its product, these
variations in the size of the productive unit do not necessarily
indicate the intensity of competition within an industry. The
important consideration for the seller is his bargaining strength
in the market where he sells his product; for a cycle manu-
facturer this significant market may be a world market, and for
a gas company the town where it is situated, Usually each gas
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company has a monopoly of the supply of gas within its own
market area because of the great amount of fixed equipment
required to produce and distribute even a minimum quantity of
gas throughout the arca. Not only is it much cheaper to send a
given quantity of gas through one sct of pipes than to send half
that quantity through each of two completely different scts of
pipes serving the same area, but there is in addition a gain in
general welfare from the elimination of the road-breaking that
would be necessary whenever a consumer transferred from one
supplier to another. When the most cfficient output capacity of
the fixed equipment necessary to provide a service is sufficient
to meet most of the demand for that service, this will give a
strong impetus to the development of a monopoly.

The costs incurred in running a business may be divided into
fixed costs and variable costs. This is a convenient and useful
division although it may sometimes be difficult to divide the
costs of a particular business sharply into these two categories.
By fixed costs we mean the costs that must be incurred, with
any given plant, whether the plant is working below capacity
or at full capacity. It will include items the cost of which does
not vary with output, such as the rent of 'a shop, the cost of
window lighting, and the payments made for keeping the
premises clean and attractive.

Variable costs behave quite differently : they vary as output
varies. For example, if we employed shop assistants and paid
them on commission, our payments to them would increase as
our sales increased. If we were taxi proprictors we would
increase our income by running more passenger miles, but the
amount we spent on oil and petrol would incrcase as our vchicles
were driven more miles.

Assume that we buy one taxi vehicle which we intend to
drive ourselves. We must live, therefore we debit our expected
wage to the business at, say, £8 a weck. The motor vehicle will
lose in market value as it gets older, say at the rate of £100 per
annum, and this we must also debit and in addition we must
garage the vehicle. Our total fixed cost would be about £10 a
week. Besides this fixed cost we have our variable costs for
petrol, oil and tyres; probably we could say that our variable
costs were 3d. a mile. We now have two costs to recon-
cile, one of 3d. a mile and another of £10 a weck. At
the beginning of any particular week we should never be able
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to give a completely accurate forecast of what our total costs
for the week would be or our total cost per mile.

We can only say what our total costs will be when we know
how many mmles we have run in the week. Immediately we know
the number of miles run, we can add that number of three-
pences on to our £10 of fixed cost. The more miles we run the
greater the total cost of running the business. We know how to
calculate total cost, but how shall we calculate cost per mile
of running?

If in one weck we ran one mile, our total cost for running
that nile would be £10 os. 3d., but if we ran two miles the
cost per mile would be £5 os. 3d., and if we ran 200 miles the
cost would he 1s. 3d. a mile. To arrive at the cost to us per
mile, we must divide the fixed cost by the number of miles run,
and then add this amount on to our 3d. variable cost.

The variable cost of 3d. a mile which we add to our total
cost every time we do another mile, can be called the marginal
cost, since it is added on at the margin. The actual cost to us
of running a mile can be called our average cost, since if we
multiplied it by the number of miles run, we should have the total
cost of running the business.

There is a connection between this additional or marginal
cost and average cost. If I earn £5 one week, £10 the next and
£15 the next, my total carmings for the three weeks are £30
and my average wage is £10 a week. My average wage for the
first week was £5 a weck, and for the first two weeks £7 10s.
Why was my average wage rising? [t was rising because the
marginal earnings 1 added on in the second week were greater
than the average for one week, and hecause the marginal earn-
ings added on for the third week were greater than the average
wage for the first two weeks. The important relationship
between marginal units added on and the average for any total
is, that when the marginal unit added on is the same as the
average, the average will ncither rise nor fall, and the average
can only rise if the marginal unit added on is greater than the
average. For example, the total revenue of a business man who
sells 50 cricket bats at £2 each will be £100 and his average
revenue £2. If he sells one extra cricket bat he will add on a
marginal revenue of £2 and his average revenue will remain £2.

In any business we conducted we would usually have as our
minimum objective that total revenue should equal total cost.
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If we were selling a uniform product at a uniform price, total
revenue would equal total cost, if average revenue cqualled
average cost, and under these conditions average revenuc and
price would be the same. This would be truc’in the case of the
cricket bats sold at £2 each if the average cost of making them
was £2 each with an output of 5o a week. The distinction
between marginal cost and average cost will help us to under-
stand one reason why some services are much easier to organise
into monopolies than others. If the most efficient output capacity
for the plant necessary to provide a good or service 1s sufficient
to supply all or the greater part of the demand for that good
or service, the entire output for that market will tend to be
concentrated on one productive umt. The total cost of producing
and distributing a given quantity of gas mn a town will equal
the sum of (variable) or prime costs plus fixed cost, and the
average cost per therm will be found by dividing the total cost
by the number of therms generated and distributed. [f our
prime cost is 3d. a therm this will set a nunimum to our averace
cost, but the amount of fixed cost to be added on to prime cost
per therm will depend on the quantity being produced. As we
increase output we divide our fixed cost by a. larger and larger
output figure thus reducing the amount charged to cach therm
generated. For example, with an output of 1,000,000 therms
per annum the fixed charge per therin may be 4d. and the total
cost per therm 7d.; when output from the same plant is
1,250,000 therms per annum the fixed charge per therm may be
only 3d. and the total cost per therm 6d. If at a charge of 6d.
per therm the local demand for gas is for about 1,250,000 therms
and if more than this can only be sold at a price around 3d.
per therm, there will be a strong incentive to supply the local
demand for gas through one plant with a 1,250,000 thermal
capacity.

As the output of this particular gas plant increased from
750,000 therms per annum to 1,250,000 hy adding output on at
the margin, the extra cost of producing the additional therms
would be the prime cost of 3d. a therm, since the fixed costs
do not increase with output. The cost per therm of these extra
therms must be less than the average cost per therm of the first
750,000 since that consisted of prime cost 3d. per therm plus
fixed cost 4d. Our marginal cost per therm therefore was less
than our average cost, and as we increased output we added
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on marginal quantities costing less than the existing average cost,
and this reduced the average cost.

When by increasing output we reduce our average cost, we
have a strong in.ucement to increase output. If we can sell
any output we wish without having to reduce our selling price,
then clearly we shall desire to produce that output which gives
us the lowest average cost. But with competition the producers
may find that the share of the market won by each of them is
too small to enable any one of them to attain an output large
enough to minimise his average cost, and that the competitive
market price is such that average revenue is only equal to lowest
average cost. The competing suppliers will then find that
average revenue, although in excess of prime cost is not suffi-
cient to cover fixed costs as well, and that therefore profits and
depreciation allowances will be less than the producer had
expected to receive.

This unprofitable kind of situation may be perpetuated for
some time by scveral different considerations. The different
producers may face such heavy capital losses if they scrap
equipment that they will struggle to minimise losses by con-
tinuing the business so long as total revenue exceeds total prime
cost. Attempts to preserve the prestige of the owner-manager
may also perpetuate such a situation, but as a permanent
arrangement this is untenable. One producer may pursue a
price-cutting policy which pushes the others into a position
where they cannot cover prime costs, or one producer may
combine such pressure with a policy of buying up the others.
The odds are that in the long run a monopoly will emerge and
the price charged for the service may be reduced nearer to
prime cost than would have been possible with competition, while
at the same time the wages rate paid to the employed labour
may be increased and higher profits earned.

It will be much more difficult to create and maintain a
monopoly if the least average cost output of the individual
productive plant is small relative to the demand for the product.
We have seen how average cost falls as larger outputs reduce
the amount of fixed cost chargeable to each unit of output, and
the logic of this appears to suggest producing more and more
within the individual plant. It is true that the larger the output,
the smaller the fixed cost per unit of output, but the saving
in fixed cost per unit is less and less with cach increase in
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output. With a fixed cost £50 and an output of 50 articles, fixed
cost equals £1 per articlee If we produce 100 articles
instead of 5o, the fixed cost per unit is 10s. By producing
50 more we save I0s. per unit. If we incre.sc production from
100 to 150, fixed cost will fall to 6s. 8d. per unit, and the
saving per unit will be 3s. 4d. instead of 10s. per unit. With an
output of 1,000, fixed cost would cqual 1s. per unit of output
and an increase of output by another 50 to 1,050 would only
reduce fixed cost per unit to 103d, a saving of 1id. per unit.
The saving per unit falls as we continue to expand output.

But within the buildings which house our machinery, space
is limited, and as we try to produce more and more with the
same equipment, men begin to jostle one against the other.
Their output per man-hour worked will decrease, and to stabilise
their earnings we shall have to incrcase picce-work rates. Two
opposite and conflicting tendencies will now be at work; fixed
cost per unit of output will decrease at a decreasing rate as
output cxpands, while prime costs will increase at an increasing
rate as the congestion and muddle are intensified. We shall
reach a point where thc increase in prime costs exceeds the
saving in fixed costs and forces up our average costs per unit
of output. When the increase in prime costs exceeds the saving
in fixed costs, marginal cost will exceed average cost and average
cost will begin to risc.

When the average cost for a particular firm rises above its
lowest average cost of output, it may be able to increcase its
charges to cover the increased cost. But if it does so, it may
pay another firm to open up in competition. If this new firm
can produce enough to reach its lowest average cost output,
it may undercut the price of its established rival and still cover
depreciation and carn normal profits.

In face of this competition the established producer will tend
to contract output back to his lowest average cost output.
Under these circumstances there are strong influences working
on the side of competition and although many producers may
win a share of the market, the compectition may not be suffi-
ciently irksome to stimulate any attempts to replace competition
with monopoly.

Because certain technical considerations favour the contin-
uance of competition in some industries, it does not necessarily
follow that competition will persist in these industries. If we
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bring under the same ownership several plants each with a
similar organisation of production, we may reduce sales costs
per unit of output by umficd advertising, and if the market 1s
dispersed and thet separate plants are situated in different
sections of the market we may save on the total transport
charges. But all this pre-supposes that a manager can be secured
whose organising and co-ordinating capacity is sufficient to
supervise the activities of more than one plant at any given
time without any loss of internal cfficiency. There should be
some net gain in efficiency within the organisation, or some
power to gain from increased bargaining strength, if the salary
of our super-manager is to be paid without any increase in
average cost per umt of product. But this is on the assumption
that net gain 1 money terms is the motive. Tf our super-manager
is mainly animated by the desire to be a super-manager, the
structure may be created and sustained although his salary
represents a net addition to costs and the return on capital is
consequently less than it otherwise would have heen.
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QUESTIONS FOR DISCUSSION

1. What are the main obstacles which hinder the movement of
productive resources within the economy?
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Is all collective action to secure a “fair and just price”

monopolistic?
What forces favour a growth in the size of.the productive
unit? ’

What difficulties would you encounter if you tried to com-
pare the cost of carrying passengers on a railway with
the cost of carrying them in buses?

Under what conditions would you have constant average
costs?

Would you expect the iron and steel industry to be more or
less competitive than the window-cleaning industry? Why
would you expect there to be more competition in one
industry than in the other?
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CHAPTER 6
THE NATURE OF IMPERFECT COMPETITION

E have competition when a number of sellers are offering

perfect or near substitutes for sale in the same market,
but with some commodities there is much less selling competition
than with others. For the development of competing supplies,
several producers must have access to the raw materials and
the equipment essential to production. But the supply of natural
resources is subject to physical limits and the supply of some
is much more restricted than that of others. On the one hand
we have a mineral of use to man the supply of which is limited.
On the other hand we have man’s desire to use the mineral.
The degree of scarcity is determined by the supply relative to
the size of the demand. When a mineral is very scarce the
development of competition in products which need this mineral
for their construction may be limited. We have two possibilities :
one is that the mineral shall be monopolised and its rate of
exploitation and marketing restricted; the other that a group of
processors shall control all, or almost all, of the mineral and
refuse to supply competing processors. Under these circum-
stances the monopoly will only have to fear the development
of near substitutes, but this can be a very real fear in view of
the achiecvements of modern science.

When a socicty tries to safeguard the rights of inventors by
patent laws, another powerful stimulus to monopoly may be
introduced. Usually the patent law gives the owner of the patent
control over the construction, sale and use of the apparatus he
has invented. This may encourage people to try to improve the
material apparatus available for use by man, but it may mean
that for some years the bulk of the gain from the invention goes
to one man or a small number of men associated with its
exploitation. The actual amount of power conferred on the
owner of the patent will depend on the demand from society
for its services. There is always the possibility that specialist
companies may be created, interested in marketing patented
devices associated with the manufacture of some product, as
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for example with machinery for the manufacture of boots and
shoes. If such a company comes to control a number of key
patents, it will have formidable power relative to the buyer.

Other examples of power resulting frofn the inability to
provide substitutes for something in great demand can be taken
from the demand for and the supply of human ability. In
almost cevery kind of human ability there is, at any given time,
a small number of people who are exceptionally gifted, and it
1s the ability of these people at the top of their own particular
vocation on which demand is most heawvily concentrated: the
sporting cnthusiasts want to se¢ the champions, and the music
lovers the outstanding performers of their time. By the very
nature of things the number who can be the best is limited
absolutely, and perfect substitutes cannot be supplied; the
power of supply over demand 1s expressed in incrcased charges
for admission and high fees for the performers.

Often combined with and supplementing great ability we have
great acquired skill. If particular skills are very scarce relative
to the demand for the services they perform, the posscssors of
such skill will be able to sell their services at relatively high
prices. The outstanding practitioner may earn much more than
his colleagues, but the average earnings of all the members will
also be higher than they would have heen had their acquired
skill heen i more plentiful supply.

Although the forces which favour the development of
monopoly differ in strength from one industry and occupation
to another, we cannot regard this as a full explanation of the
differing degrees of monopoly or of competition that exist. Tt
may be that the opportunities for restricting competition have
been more fully exploited in some industries than in others, so
that in somec industries where one would expect monopoly we
have mperfect competition, and in others where we would
expect keen competition we have monopoly. We may find that a
particular industry which had been keenly competitive and
relatively unremunerative for many years was then transferred
into a tightly controlled monopoly. Certainly the organisation
would be easier to create because of the unprofitable trading,
but even so we might find that the decisive new eclement had
been the emergence of an industrial leader able to persuade
traditional rivals that they had a common interest which could
best be served by increasing their bargaining power as against
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the purchasers of their product. The creation of such an
organisation need not nccessarily reduce the welfare of the
community any further, since a profitable industry may secure
new capital and p:oduce more efficiently than an impoverished
over-crowded industry incapable of earning attractive profits.

Free competition can result in some industries becoming over-
crowded and impoverished, using relatively obsolete equipment
and unable to accumulate or attract new capital. This situation
may persist because the managerial personnel can see no alter-
native, and even after it has been modified by agreed restriction
on competition, individual producers may be willing to risk
the return of severe competition by secretly breaking the agree-
ment. The organisers of agreements to restrict competition try
to deter firms from breaking the agrcement by systems of
deposits out of which fines for infringement can be deducted
automatically. If one assumes that all competition is good and
the more the better, then all such devices will appear as unmiti-
gated evils, since they prevent firms that would otherwise do so
from increasing their sales. Those who believe that resources
are relatively immobile, and that the decisions affecting their
distribution in production are made by imperfectly informed
men, may believe that such agreements represent one way of
mitigating some of the consequences of a maldistribution of
productive resources in the immediate past.

The power of any group of sellers to exert pressure on the
buyer, and the keenness of their desire to organise marketing
to do so, will be partly dependent on the nature of the demand.
For example, if the demand for a product is highly inelastic,
so that a 1 per cent. decrcase in price will increase the amount
sold by much less than 1 per cent, the total income of the
producer will decrease although more is sold. The intrusion of
additional firms into such an industry will generate an intense
struggle to take trade one from another, and if a price war
results the total income of the industry will fall. The older
established firms may find that they now sell less at the lower
prices, and all the firms may realise that by reducing the output
capacity of the industry they could all have a larger income.

Similar difficulties arise when the size of the product over any
given period is not wholly under the control of the producer,
and these difficulties may be especially acute if the product is
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perishable. When several trawlers are out fishing who can
predict the catch? If a big proportion of the trawlers make large
catches on the same day, and an attempt is made to sell all the
fish in the same market on the same day, prices will tend to fall
steeply. The demand is rclatively inelastic and the amount
coming on to the market is uncertain. Much the same problem
exists with vegetable products when the size of the crop is
influenced by climate and pests. If the demand for such products
is inelastic, the producers as a whole may receive more revenue
by marketing less, and may bencfit from destroying a part of
their product in the years when crop yields are high, as for
example when by destroying 1 per cent. of the total they can
sell the rest at a price more than 1 per cent. higher.

When we consider restrictions on competition most of us
think immediately of restrictions imposed by sellers at the
expense of the buyers. We know that day by day millions of
people each buy small amounts of goods at the retail end of
trade, and feel that anyone of them is powerless to exert an
influence on price. It is not denied that if a great number of
users unexpectedly refused to buy fish on a particular day, that
the retailers would accept lower prices rather than allow it to
waste, but it is felt that such general movements would be spon-
taneous and difficult to organise or sustain. We shall also
distinguish between a movement away from one fishmonger to
another because of a difference in price, and an attempt to
compel all fishmongers to reduce their prices. We would expect
the movement away from one shop to be fairly strong and
rapid. Sellers may cause the buyer to pay a price higher than he
would wish to pay, but they have no power to compel him to
pay a price that he is determined to resist by refusing to buy
the product.

When we shift our attention away from customer purchases in
retail trade and begin to consider buying and selling in whole-
sale trade, we are concerned with markets where the size of
transactions between the seller and the buyer are much larger.
Organisation amongst buyers is less difficult than in retail trade
because fewer people are involved ; the buyers are keener to force
price concessions since a small reduction in price may make a
big difference to the amounts carned in reselling large quantities;
besides which the buyers are specialists with a much fuller
knowledge of the market conditions within which they operate,
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Markets for wholesale trade are many and varied, ranging
from those in which a number of small buyers on credit are
practically tied, to onc supplier, to those in which there are
some large buyers, any onc of which by transferring its orders
from one firm to another can seriously influence the trading
activity of those firms. Within such a market we may have sellers
offering onc sect of terms to the smailer traders, and the larger
buyers trading on a different and more advantageous footing
with the same suppliers. Any one of thesc large buyers may be
able to bargain with a number of sellers cach one of whom
feels that it is vitally important to secure this particular custom.
We then have competing sellers under pressure from a large
and powerful buyer.

A similar unequal distribution of bargaining power may exist
when a product passes through several different hands on its
way from the raw material stage until it reaches the user of the
final product. Suppose that we successfully prospected for oil,
but before the oil was ready for the consumer it needed refining,
and that almost all the oil refining plant was owned by com-
panies with an agreed buying policy, what could we do other
than accept their price or go out of business? What if we are
cattle ranchers in an area where most of the cattle are sold for
canning to one large firm? Clearly they cannot prevent us from
selling to another buyer if we can find one, but what if we can’t?

Suppose that we manufacture shoes which we sell to whole-
salers who secll them to the retail trade. Although the value of
our product will be an important influence, our ultimate chance
of success will be heavily dependent on the trading ability of
other people over whom we have little or no direct control.
There is always the possibility that one particular sales outlet
may become so important to us that if we lose it we shall have
great difficulty in securing enough trade to work at an output
of least average cost. Consequently the threat to close this outlet
to us may be sufficient to compel us to accept orders designed to
minimise losses rather than to make profits. We may try to
avoid this dependence on others by selling our product with a
registered trade mark popularised by sustained large scale
publicity. If we succeed in creating a customer loyalty to and
preference for our branded goods, we can sell these through
recognised agents selected by us. In this way we escape from
buying pressure, but competition is not necessarily less imperfect
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since we have ourselves created a monopoly because only we can
make our branded goods, and only our recogmsed agents can
sell them, usually at prices fixed by the manufact 'rers.

In many countries including our own therc 1s a strong body
of public opinion which believes that the limitation of competi-
tion by private business men is a bad thing. Many critics of
private enterprise believe not only that such restrictions are evil
but that they will increase both in cxtent and rigour. Private
monopoly is considered undesirable because it places great
economic, social and political power in the hands of a few
private individuals, hecause it will use the cconomic resources
of our society with less than optimum efficiency ndefinitely, and
because it will tend to increase the share of the national income
going in earnings on capital.

If we consider the question of power in the hands of private
individuals, it is clear that one person owning an industry will
have far more power than would the owner of one of several
competing plants. In particular he will be able to spend far more
effectively on publicity, and may use publicity to combat sug-
gested developments of public policy which might have an
adverse effect on his particular industrial interests. A propa-
ganda conflict between industrial monopolists and the advocates
of social change is put forward as a distinct possibility by the
critics of private enterprise. Such a possibility cannot be ruled
out if we believe that the organisers of restriction on competi-
tion believe that their organisations represent improvements
within the industrial order.

Much attention has been given to the way i which imperfect
competition might affect the value and distribution of the
national product. The yard-stick by which the adverse effects
of imperfect competition have been measured is that of perfect
competition, and the contrast is rather disturbing. It seems quite
clear that an economy working with the mobility of resources
which characterises the perfect competition model would he
more productive and rational than any of the existing economic
systems. It would respond more readily to changes in consumer
demand and changes in productive techniques, and it would use
the productive resources fully all the time. If we make an
unstated assumption that the rest of the economic system is
characterised by perfect competition, we can make a devastating
criticism of the restrictive practices pursued by any person or
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group, but such a procedure is clearly unfair if we are examin-
ing the behaviour of a section of an economy riddled with
imperfect comnetion. Nevertheless the contrast between perfect
and imperfect con.petition is of use if only for judging the value
of legislation intended to improve the working of the economic
system. The aim of such legislation should be to push the system
nearer to the conditions that would exist with perfect
competition.

Why are the productive resources used in a less satisfactory
manner with imperfect competition than with perfect competi-
tion? With perfect competition no single buyer is able to
influence the market price by increasing or decreasing the
volume of his purchases, and no scller is able to influence the
market price by selling more or less of his product. The result
is that the marginal revenue of the seller will be the same as
the selling price. The selling price will be the average revenue,
and anyone willing to pay this price will be supplied. The indi-
vidual producer will maximise his profits when marginal cost
equals average cost, and average cost equals price. When
marginal cost equals price, the rewards paid to the productive
resources employed to produce the marginal unit will be just
sufficient to attract and reward them, and thus the cost to
society will equal the benefit derived by society. Under these
circumstances anyone willing to put productive resources at the
service of the community, for a cost not exceeding the value
the ultimate user places on the product, would find remunerative
employment,

With imperfect competition the seller or the buyer, or both,
may be able to influence price by increasing or decreasing the
amount which they individually sell or buy. If when the seller
increases the volume of his sales he has to reduce the price of
every unit he sells, including all those he was selling before, his
marginal addition to his total revenue will be less than the price
he charges for the marginal goods added to total sales. If he is
selling 100 cars at £200 each, and to sell one more he must
reduce the price of all the cars he sells by £1, his marginal
addition to revenue will be £199 less £100 deducted from his
previous sales revenue. Although the marginal purchaser is
willing to pay £199 the car will not be made unless the marginal
cost is not more than £99.
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If the car manufacturer was the chief employer in some
town he might find that as he increased the number of his
employees, he had to pay higher and higher wages to attract
additional labour. His demand for labour relqtive to the supply
would be so large that an increase or decrease in the volume
of his demand would raise or lower the local price of labour.
If we assume that when he made 100 cars he had 500 employees,
giving labour costs of £100 per car, he might find that to
secure five more workers to increase output by one car, he must
pay 1s. in the pound more in wages to these extra workers.
The labour cost of this extra car would then be £100 plus 100
shillings—a total of £105. But as he already employed enough
labour to make 100 cars, and to preserve the good-will of his
labour he must pay them all the same rate for the job, his extra
labour cost for making one more car will be £105 labour
employed on that car, to which must be added £5 on each of
the other 100 cars—a total extra labour cost of £605 instead
of £100.

All this may sound very unreal, but what in fact do we
suggest when we say that to increase the output of coal we
need more miners, therefore we must make, the industry more
attractive by paying higher wages to coal miners? The extra
men who come in will receive more per week and give us a
few million extra tons of coal. But the cost of this extra coal
will be the wages of the new recruits to coal mining, plus the
increase in the wages of all the other miners, and the total bill
to the community for the extra coal might be quite formidable.

The important result of imperfect competition is that although
the cost of making one extra car may be £205 instead of the
£200 each when the output was smaller, it will be no use
offering to pay £205 for this car when the manufacturer’s total
labour cost has risen by £605. To secure the extra car everyone
else must also pay £205 instead of £200, or we must pay some-
thing like £750 for a car previously sold at £200. We have two
forces here hindering the use of the productive resources to
produce what the customer would demand and receive with
perfect competition. On the side of the demand price offered,
if £199 was offered for the extra car added on to an output
of 100, and if this covered the full cost of all the plant, material
and labour used in its production, it would not be made, if the
price of all the others had to be reduced by £1. The extra cost
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to the car manufacturers would be £199 and the net addition
to his revenue £99.

On the side ~f supply, 1f the employer bought his labour in an
imperfect market, the extra labour cost of each addition to
output would exceed the payments made to the additional labour
employed to make the extra unit of output. Under the influence
of rapidly rising marginal costs, as output is increased, and of
sharply falling margimnal rcvenue, as sales are increased, the
output at which margmal cost is equal to marginal revenue will
be less than under perfect competition. Consequently, consumers
prepared to pay the cost of producing the extra umt (ignoring
the increased cost of the previous output), will not be served,
and factors which could produce at a cost less than the customer
would pay will not be employed on that product. Even if we had
full employment with imperfect competition therefore, it would
not mean that realised welfare was as high as it would be with
perfect competition, since the goods produced, if sold at uniform
prices, would not be so idcally rclated to the tastes of the
consumer.

The difference between the combination of goods that would
be supplicd to the consumer under perfect competition, and
those supplied under imperfect competition, may be reduced by
taking a further step away from the market behaviour relevant
to perfect competition. The difficulties under imperfect com-
petition arise, because some will sell at a lower price than others,
and because some buyers will only buy at a lower price than
others are prepared to pay, but only one buying and one selling
price are allowed in the same market. If we could divide up the
market and charge each person the price he was willing to pay,
and pay each seller the price he was willing to accept, the point
at which cost and price were equal would occur with a much
larger output. Suppose, for example, we assemble motor-cars
mainly by hand, the cost per car being £200 and an output of
three cars; suppose also that the demand for these cars is £400
(if only one car on the market), £300 per car (if two cars on
the market), and £200 per car (if thrce cars on the market).
trowever many cars are sold the price per car will be uniform,
e.g. if we sell two, each must be sold at £300 so that we receive
£600 for two instead of £400 for one; thus the marginal
addition to income and the marginal addition to cost are the same,
namely, £200. If we sell three cars, all must be sold at £~00
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per car; thus we have no more revenue from selling three cars
than from selling two. But if each customer were charged a
different price our total revenuc would be £goq (£400 + £300
+ &£200) mstead of £600, and the marginal revenue for the
third car £200 would be equal to this marginal cost.

Most of us have a deeply rooted objection to different people
heing charged different prices for the same thing at the same
time, If there is a uniform charge our marketing is made much
casier, but given certain clasticities of demand, and certain
conditions of supply, we must either accept price discrimination
or make 1t impossible for private enterprise to supply the service,
Suppose for example that our motor-car business had a fixed
cost of £600 and our variable cost was £50 a car, and that
we could sell one car for £600, a second car for £300, and a
third for £240. Our manufacturing costs would be one car
£650, two cars £350 each, and for three cars £250, We could
not afford to supply one car at £600, two cars at £300 each
or three cars at £240 cach, because costs would exceed revenue,
But if we could sell onc car at £600, onc at £300 and one at
£240, we should have a total revenue of £1,140 to set against
production costs of £750. '

The great difficulty with price discrimination is that if
precisely the same article is on sale in the same place and at
the same time, few buyers if any will pay the higher price.
Some way would have to be found to segregate buyers into
low price and high price buyers. Immediately we introduce
administrative safeguards we hegin to increase the real cost of
distribution to society and thus dissipatc some of the gain derived
from discrimination. Such problems would not arise if the goods
sold to each huyer were different. If, for example, field-glasses
were sold at different prices, transfers would be possible, hut
with spectacles made to suit the individual, beneficial transfers
would be far more difficult to arrange.

We have seen that the general tendency with perfect com-
petition, or with any kind of imperfect competition, is for the
producer to expand production to the output at which the cost
of the marginal addition to output is as great as the marginal
amount added to revenue by its sale. This does not mean that
the total earnings of capital are the same irrespective of whether
production is organised under perfect or imperfect competition.
In some industries working under imperfect competition, the
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earnings of capital would be greater with perfect competition,
and with a different degree of imperfect competition the earnings
of capital woul! be higher than with perfect competition. It is
no doubt impossibie to calculate the effect of imperfect com-
petition on total capital earnings in our present society. One
difficulty is that when busineses are resold the market price will
include payment for profit-earning capacity attained. When the
business has been sold, therefore, any abnormal profit-earning
capacity which previously existed will only suffice to pay normal
profits on the present capital. Monopoly profits would not
necessarily express themselves in high dividends on the capital
invested.

When some degree of imperfect competition is deliberately
organised as with a sales agreement amongst the producers of
some commodity, there is always the possibility of a public
outcry. Public anger tends to be greatest when such agreements
threaten to increase the share of current income going to the
owners of capital. This is partly due to the belief that capital
ownership is concentrated in relatively few hands, and because
of the large size of some unearned incomes. The emphasis in
most public discussions of these problems is on the effect on
income distribution : the same person will support legal restric-
tions on the output of small producers such as farmers, while
demanding that certain large scale monopolies should be legally
disbanded. A distinction should be drawn between changes which
increase the total income and changes which reduce the total
income. Even when our main emphasis is on income distribution
it is important to maximise the total income, and that requires
us to use our resources as efficiently as possible.
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QUESTIONS FOR DISCUSSION

1. If a monopolist cannot determine both the selling price of his

product and the quantity bought, how do the members of a
monopolistic organisation, such as a cartel, allocate output
quotas?

2. If an industry of small producers, say agriculture, bought
its supphes from monopolists and sold its product to a single
buyer (monopsonist) how might the government try to
increase the income retained by the farmer?

3. When, if ever, would the community benefit from a monopo-
listic organisation paying some producers to closc down?

4. If some years after the formation of a monopolistic organisa-
tion the price of the product were reduced and both wages
and profits were increased, would this enable us to say
whether monopoly was or was not desirable?

5. Would you agree or disagree with the following statement?
“If the trade umon movement can divert some part of
the profits of monopoly into the pockets of the workers a
monopoly can help to raise the worker’s standard of living.”
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CHAPTER 7

CAPITAL AND BANKING
I
THE UTILISATION OF BANK DEPOSITS

ITHIN an economic system we have a great number of

markets each concerned with the buying and selling of a
specific good or service, and the price ruling in each of these
markets is determined by the distribution of bargaming strength.
Besides the sense of wmity which may exist amongst the buyers
or the sellers 1n any one market, it is suggested that there also
exists a sense of umty amongst the workers as sellers of labour,
and amongst the employers as buyers of labour. This conflict of
interest between labour and capital, 1t is further suggested, may
manifest itself in local conflicts between the employees of one
firm and one employer, between the employees and the employers
within an mdustry, and more generally in the sense of a conflict
between all workers and all employers. There 1s a fairly wide-
spread assumption that, in a private enterprise economy where
large quantities of capital are used, the suppliers of capital
will usually be stronger than the workers. When it comes to
bargaining in the market the suppliers of capital begin with
the great advantage that individually they possess larger stocks
of money and goods than the workers, and are therefore able
to engage in prolonged bargamming even if it involves some
immediate loss of income.

It seems highly probable that many of us overestimate the
solidarity of the so-called capitalist class, if we include within
it all who receive the greater portion of their income from
returns on capital. There must be many investors who have
never exerted any direct influence on the conduct of any
business, people who wait patiently year by year hoping that the
companies in which they hold shares will pay a dividend. The
alternatives open to them as individuals are that they sell one
investment and buy another, or that they keep their money
uninvested with no prospect of any dividend and little interest.
When the individual decides that the yield on his shareholding
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in a particular enterprise is unsatisfactory he can only get his
money back by sclling the shares to someone else, so that he
does not necessarily reduce total investment when he decides
to hold his money uninvested. But we must d-stinguish between
investment transactions which merely transfer existing securities
from one ownership to another, and transactions which add to
the total of invested capital ; between decisions which will reduce
the quantity of capital already in existence, and decisions which
reduce the rate at which the existing stock of capital is being
increased.

So far we have been concerned with the influence of indi-
viduals using their own wealth, but what of the power and
influence of individuals and institutions when they control the
use of other people’s capital i addition to their own? What
shall we say about the power of bankers, of msurance com-
panies and investment trusts? Tf all these nstitutions advised
against the supply of capital to an enterprise, what chance
would that enterprise have of securing new capital? Could we
say that these institutions along with the press are the main
forces influencing the decisions made by the mvesting public?
We cannot discuss these questions adequately without knowing
far more about the means whereby capital is mobilised, but we
can sce that the suppliers of capital may exert a monopolistic
pressurc on the market if the great majority of them try to keep
their individual investment programmes mn step with the policy
pursuced by the more important financial institutions.

When we consider the way an individual may employ his
capital we see that he can invest 1t in an enterprise, or lend it
for use by an enterprise. Capital used for the purchase of
durable equipment must be invested in the enterprise for a great
number of years, usually for the life-time of the enterprise.
Once the equipment is purchased the enterprise will need capital
to pay the current expenses of using the equipment productively,
such as payment of wages and for raw material; this capital
may be borrowed for short periods of time or with a promise
of repayment at short notice. The continued activity of the
enterprise may require that when one short-term loan is repaid
another can be secured. From time to time an enterprise may
try out some experimental development which may take from
one to five years and for this they may use capital horrowed for
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a fixed period of from one to five years. An enterprise may
therefore require long-term capital for periods over and above
five years, short-term capital for periods of less than one year,
and medium-term capital for periods of between one and five
years. Almost every enterprise requires long-term and short-term
capital, the demand for, and the supply of, medium-term capital
being quantitatively less important.

At any given time we have a mass of fixed capital equipment,
the product of long-term investment made in earlier periods, we
have some enterprises engaged on medium-term experiments,
and we have a great flow of materials and energy helping to
drive, or being processed with the aid of, the existing fixed
equipment. Out of the product which emerges from this creative
activity, a part may be used to add to the capital resources of
the society as long-term, short-term or medium-term capital.
For this to happen, two decisions are necessary. Firstly some-
one must decide to leave part of his current income free for use
as capital by not consuming it, and someone must decide to
use this unconsumed income for capital purposes. If within the
economy there is a great multiplicity of enterprises and of
potential borrowers with differing capital needs on the one
hand, and on the other a great number of individuals refrain-
ing from consuming some part of their income to maximise
their personal convenience, there is always the possibility that
we may have more short-term capital than borrowers require
and not enough long-term, or vice versa. There is also the
possibility that the amount of current income not used for
consumption may be greater or less than the amount needed to
finance the intended increase in capital resources. We are back
now to the problem of elasticity and substitution. What is the
elasticity of demand for capital, and how far can one kind of
capital be substituted for another? In a society where the
increase in the amount of current income not consumed exceeds
the desired increase in the use of current income for capital
purposes, the total effective demand for the current product
will be reduced and some business men will find their goods
selling at a slower rate, and their stock of unsold goods accumu-
lating. Consequently the efficiency with which the capital market
works may seriously influence the total of effective demand and
the volume of employment.

The geographical centre of the capital market in England is
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in the City of London. In the City we have a great concentra-
tion of banks and financial institutions some of which are com-
petitive one with another, but there is also considerable speciali-
sation of functions as between one group of institutions and
another, so that many of them are complementary one to
another. For cxample, a firm of exporters may wish to secure
cash immediately against a customer’s written promise on a
trade bill of payment in sixty days. If they get this money in
the City they will require the services of one out of the many
Accepting Houses to guarantee the bill, and onc of the Discount
Houses to buy the bill for cash. The Discount House will
probably use money lent to it by some banking institution. If
the firm had gone to the City for long-term capital, then it
might have acted through its bank giving an introduction to an
Issuing House, the House in turn secking aid from Under-
writers, and finally the shares might have been resold on the
Stock Exchange by the original subscribers.

The City of London is the geographical centre of the capital
market in England, but the investing public and the borrowers
of capital are dispersed over the country, so that the task of
mobilising and lending capital requires a natian-wide system of
contacts. So far as short-term capital is concerned, the develop-
ment of banks with national networks of branch banks has
made possible the transfer of funds from one centre to another,
Primarily a bank is a place where money can be deposited,
repayable on demand, but to this basic function the English
Banks have added many other functions, and important amongst
these is the ecase with which their customers can benefit from
the financial organisation of the City.

The customers of a bank henefit from the financial organisa-
tion of the City as depositors. As depositors they are more
concerned with the safety of their money, and with the ability
of the bank to pay on demand than with the interest paid on
the deposit. Generally speaking, the greater the industrial and
geographical dispersion of bank loans within the national
economy, the less the risk of the banks being unable to repay
deposits on demand. If a bank had to use all of its resources
within the industrial region in which the depositors lived there
would always be the possibility that the peak demand for the
withdrawal of deposits would occur when the local borrowers
were least able to repay their bank loans. A bank using its
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assets on a national scale by making minor reductions n its
loans to widely dispersed borrowers may secure the cash to
meet deposit withdrawals in one area which would have com-
pelled a purely tocal bank to denude local industry of its
working capital. When the loans made by a bank can be spread
over a national cconomy, which contains several distinct and
specialised industrial regions, there is always the possibility
that the peak demand for loans in some regions may coincide
with the period of lowest demand in other regions, The largest
deposit banks consist of immense chams of branch banks
extending into almost every corner of the national economy.
Such a chain of branch banks is better able to meet any abnormal
local demand for loans or withdrawals than a purely local bank
because of its ability to move money into such areas from
other localities where deposits exceed the immediate local need.
When banks also use a part of their resources in the, City
some of them may securc additional money to meet a sudden
withdrawal of deposits by recalling some of this cash from
borrowers in the City. The existence of banks having a nation-
wide system of branches and able to use some of their funds
in the City means that with highly skilled management the
danger of loss or of inconvenience to the depositors is practi-
cally non-existent.

If we are gomng to walk to the strect corner and open a
banking account, we shall want some compensating gain.
There should be a gain in sccurity against burglary, and if we
accept certain conditions limiting the speed with which unlimited
amounts can be withdrawn we may also receive interest on our
deposited money. If the money we pay into the bank is part
of the working capital of a business, we may be less concerned
with carning interest on this money than with the ease and
convenience with which it can be paid over to those who supply
us with goods and materials, The existence of a nation-wide
system of branch banks makes it possible for the money we
deposit in a current account to be transferred to the account
of any other person we indicate. All we need to do is write out
a cheque in favour of some other person and the bank will
either pay cash in exchange for the cheque or credit it to that
person’s banking account according to his personal preference.

In retail trade when “A” sells goods to “B”, money passes
in the opposite direction, going from “B” to “A”. When we
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consider the sale and resale of goods on their way from natural
resources to the retailer, there is little physical movement of
cash, but a great transfer of items in bank ledgers from one
customer to another, as cheques are sent to pay for goods
received. A small amount of cash is required Yo pay wages, but
most of this is spent by the wage earners on goods sold by
business men who keep their cash balances in a current account
at the bank. Transfers between current accounts involve certain
costs for cheques and for bank charges, but the great majority
of business men show by their use of current account facilities
that they consider the service worth the cost.

The great bulk of cheque payments between current accounts
in England is concentrated on the Midland Bank, Barclays
Bank, Lloyds Bank, the National Provincial Bank and the West-
minster Bank, often referred to as the Big Five. It is clear that
if “A” had a current account with the Midland Bank at New-
castle, and “B” had a current account with the Midland Bank
at Dover, a payment from “A” to “B” would only move a
claim to cash between branches of the Midland Bank; but what
would happen if “A” had an account with Lloyds Bank in New-
castle and “B” with the Midland Bank at Dover? To the
customer of the banks the fact that they bahk with different
banks is of no significance, and from the view-point of the
bankers, the operation of transferring the claim hetween banks
causes little additional work. The cheque-using banks cach have
a banking account with the Bank of England, and after the
value of the cheques drawn by customers of the Midland Bank
in favour of depositors with Lloyds have been offset against the
cheques drawn by Lloyds depositors in favour of customers of
the Midland Bank, the difference can be paid by a Bank of
England cheque drawn by one bank in favour of the other. The
net result of all the inter-bank transactions will then be a
transfer in the ledgers of the Bank of England.

The capital resources at the disposal of a bank consist of the
subscribed capital of the bank and any reserves of capital it
may have accumulated, the monies deposited with it by custo-
mers, and its ability to allow people to draw cheques in excess
of the legal tender at its disposal. Most of the capital resources
owned by the bank will be invested in the buildings and equip-
ment necessary for the banking business; most of the money
paid into the bank by depositors appears to remain there as
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till money, but this till money supports a great volume of cheque
transactions performed within the banking system. If we go to
the bank for a loan the banker will give us the right to withdraw
a certain sum of money, but we may leave this money in the
bank until our outgoing payments are due. If we get an over-
draft we shall be given the right to draw cheques up to a
certain total amount in cxcess of the money we have paid into
our account, and we shall only be charged interest on the
amount we actually use. The great bulk of people who use
overdrafts appear to pay cheques to pecople who themselves have
banking accounts so that the overdraft, when used, goes into
someone else’s banking account. The demand for loans and
overdrafts may fall below the amount which the bankers think
could safely be lent, and they may use this surplus credit to
purchase interest-bearing securities. These securities can be paid
for by cheque, and the seller may pay the cheque into a banking
account.

When a banker makes us a loan and we leave the loan in his
bank, we have left the loan deposited in his bank. Should the
banker try to add up the total rights of his customers to with-
draw money from his bank he must include all the unused
loans. From his view-point there are threc ways of making a
deposit : by paying in legal tender, by paying in a cheque, or by
leaving part of a loan at the bank unused. The Big Tfive have
found by experience that in normal times they can accept deposit
liabilities at least ten times as great as the cash they hold in
the till. One possible result of this is that the deposit liabilities
of the banks may exceed the amount of legal tender in the
country.

We may wonder how a banker can balance his accounts if he
gives people the right to withdraw more money than they have
deposited, and then regards this loan as a deposit. When deposit
liabilities increase because there is an additional deposit of
cash, deposits may rise by £100, but assets also rise by £100
additional cash in the till. Against a loan which creates a
deposit the banker also has an asset; this at the very lowest
will be a fairly reliable promise to repay the loan, and this
promise may be further strengthened by the deposit of securities
which can be sold to reimburse the banker in the event of any
default. Considered purely as a question of balancing the account
there is no problem, since every loan is covered by a promise
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to repay and therefore every additional liability is covered by
an additional asset. If every time a banker makes a loan he
acquires an asset, why does he limit his deposit habilities to a
figure of almost ten times his till money? Th.s limit is imposed
by two considerations, firstly by the nced to maintain the
depositor’s faith in the bank’s ability to repay deposits on
demand, and sccondly by the monctary habits of the community,
for example, the proportion of total transactions requiring legal
tender. So long as the depositors remain convinced that deposits
can be readily converted into cash whenever the depositor
wishes, people will regard deposits as being almost as good as
legal tender; but immediately a bank is unable to pay cash to a
depositor who demands it, faith in that bank will be destroyed.
The British banks are so strong and efficient that any failure
to meet the demands of depositors scems unthinkable, and
this faith in the banks is a tribute to thc skill of those who
manage their affairs.

Success in banking depends on the skill with which the
loanable resources of the bank are employed. This requires the
capacity to sift out the rcliable from the unreliable promises
of repayment, and the ability to strike the most advantageous
balance between investments that can be converted into cash
when necessary, and longer period investments which, because
they are more difficult to convert imwo cash, yield a higher rate
of interest per annum. There is the constant choice between
liquidity and profit. A timid policy of excessive liquidity will
sacrifice profits, and a policy which freezes too high a propor-
tion of the resources in investments which cannot readily be
liquidated without severe capital losses may inconvenience the
depositors or wecaken the bank financially.

The distribution of the bank’s resources will be influenced by
the proportion of deposits repayable on demand. A bank with
75 per cent. of deposits repayable on demand will need to hold
more of its assets readily convertible into cash than another
that has only a small proportion of deposits subject to imme-
diate and full payment on demand. Similarly, a hank which holds
a large proportion of till money to deposits will be able to hold
more long-term relative to short-term investments. It would be
quite wrong to assume that the large cheque-using banks, with
their smaller ratio of till money to deposits, ought to earn more
on the money deposited with them than a savings bank. As a
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rule the savings bank is receiving deposits of money that are
expected to remain at the disposal of the bank for several
months, but 'he cheque-using banks are utilising a highly-
volatile flow of money which the depositors expect to need
shortly. The shorter the period for which the depositor leaves
his money at the disposal of the bank, the greater the amount
of ledger and counter work and the higher the cost of operating
the bank; the shorter the period for which deposits can be
invested the lower the return per annum on the security.

Any generalisation about the pattern of bank investments may
not give an exact picture of the way in which any one bank
distributes its investments. Bearing this caution in mind, we can
say that the clearing banks will usc some of their resources
in the City, and will lend some to business and professional
men working in the neighbourhood of the various branch banks
throughout the country, either as loans or overdrafts. The funds
that are used in the City may be spent directly on the purchase
of securities or may be lent to other persons or institutions for
the purchase of securities. Some money may be lent to money
brokers who will relend it for short periods to others, usually
for use in buying securities. A large amount may be lent to the
Discount Houses operating in the Bill Market, who pay the
trader here and now the sum, less discount, that his customer
has promised to pay him on a specified future date, say three
months hence. These promises are made on trade bills and arise
chiefly out of international trade.

When a Discount House buys a trade bill, the person who
has sold goods on credit immediately receives the sum, less
discount, which the debtor has undertaken to pay him in three
months’ time. When the recipient of the goods discharges his
debt, he will buy back the trade bill and the Discount House
will recover its outlay plus the discount charged. But as trade
bills can be bought and sold in the Discount Market, any one
Discount House can usually repay a bank loan by selling some
of its stock of trade bills either in the Discount Market or to
the Bank of England. New trading transactions involving the
supply of goods on credit are taking place every day, therefore
there is a continuous flow of new trade bills on to the market
and a continuous repayment of discounted bills as they mature.
Between the newly-issued bills and the matured bills, there is
a large stock of discounted bills, some with almost three months
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to go before they mature, and others due for repayment
tomorrow. The existence of a large stock of trare bills, some
of which mature each day, provides a splendid ¢pportunity for
using funds profitably while still maintaining® a high degree of
liquidity.

When the government of a country has a large national debt
it may finance part of this by borrowing for short-term periods,
getting the money to repay one lender at the end of a given
period by borrowing from someone else for another similar
period. If we assume that this money is borrowed for twelve-
week periods, and that some is borrowed every wecek, there
will be a continuous flow of new borrowing on to the market
and a continuous repayment of debt as it matures. Between the
newly-contracted debt and the matured debt there will be an
accumulation of debt maturing at dates ranging from one to
twelve weeks hence. A body of debt maturing in this way
reduces the extent to which invested resources arc frozen, and
if, as with British Treasury Bills, the securities can be resold
before they mature, the degree of liquidity for any one investing
institution will be further increased. In the City there is the
further possibility of reselling these partly-thatured securities
to the Bank of England, thus drawing additional money into
the market and increasing the liquid resources of all holders of
such securities.

A part of the resources invested by the bank in the City may
be used to purchase securities which represent long-term
investments. Some of these long-term securities may be repay-
able by the issuers at a certain future date, but the great
majority of them carry no specific promise of repayment. As
the long-term securities which carry a promise of repayment
approach maturity, they acquire more of the characteristics of
the short-term investment of special interest to the banks. The
loss of liquidity incurred by holding long-term investments is
greatly reduced if the securities can be easily resold to other
investors, and there are many such securities which can be
readily sold on the Stock Exchange on almost any day we care
to choose. There will inevitably be a greater risk that the bank
may have to sell a long-term security at a price which involves
some capital loss, than would occur with matured short-term
securities, but in normal times this may be compensated for by
the higher rate of return earned on the securities.

85



ECONOMIC THEORY

The banker investing his liquid assets on any given day has
to try to vistalise the future demand for legal tender. A study
of the business transacted in past ycars may suggest certain
seasonal fluctuations in the demand for legal tender, as in August
for the holiday season, or at Christmas for the increased shop-
ping cexpenditure. When an increased demand for cash appears
highly probable, the banker will buy a larger amount of
securities which mature just before the increased demand for
cash begins to drain money out of the till. The banker cannot
anticipate precisely either the size of the increased demand for
cash or the day when it will become important, but in normal
times his investment pattern allows him sufficient clbow-room
to meet all the depositors’ increased demands.

Theoretically the banker can repay every deposit at any time,
because every deposit is covered by some asset such as cash, a
saleable security, or a promise to repay a loan, If the bank
could sell all its securities at about their purchase value, and
secure the repayment of all its loans, then all depositors could
be paid in full on any given day. But it can only sell its
securities if there are buyers; and many of the people who have
borrowed from the bank can only repay their bank loans if they
can sell some of the goods in their possession at about the price
they anticipated. An abnormal rise in the community’s desire
to hold larger stocks of legal tender tends to cxpress itself
in a reduced willingness to buy securitics or stocks of goods,
and coinciding with this there is a rapidly increasing withdrawal
of deposits from the bank. Under these circumstances the banks
cannot sell securities at adequate prices, and their customers
cannot sell assets at reasonable prices to repay their bank loans.
The inability of the bankers to meet the demand for cash under
such circumstances does not indicate any inefficiency on their
part, because such an abnormal demand for cash, if maintained
indefinitely, would simply show that that socicty was unwilling
to use banking facilities, and we can hardly expect the banker
to organise his investment policy on that assumption.

An abnormal demand for legal tender may be an irrational
response to a widespread sense of impending crisis, and any
event which strengthens these popular fears will tend to increase
the demand for cash. The remedy consists largely of the restora-
tion of confidence, and the more quickly that it is restored, the
better. Probably the greatest single stimulus to the panic would
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be the refusal by a bank to meet in full the clamour for cash,
and the surest antidote the immediate and full payment of all
claims, but an abnormal increase in demand canyonly be fully
met by an abnormal increase in supply. Ultimatdy the power to
meet this situation is in the hands of the authorities who control
the supply of legal tender, and in England that means the Bank
of England and the Treasury. Providing they are prepared to
issue more legal tender, the bankers can sell securities to the
Bank of England in return for newly printed notes. When the
panic has subsided, the Bank of England can buy these notes
back out of circulation by selling securities to individuals and
institutions who prefer interest-bearing securities to non-interest
yielding legal tender.

CAPITAL AND BANKING

BOOK LIST

Grade 1
Samuclson, P. A.—FEconomics, Chapters 13 and 14.
Cairncross, A.—Introduction to Economics, Chapter 24.
Truptil, R. J.—British Banks, Chapters 2, 6 and 7.
H.M.S.0.—Report of Committee on Finance and Industry
Cmd. 3897, Part 1, Chapter 4.
Benham, F.—Economics, Chapter 22.

Grade 2
Crowther, G.—An Outline of Money, Chapter 2.
Balogh, T.—Financial Organisation, Part 1.
Lavington, F.—The English Capital Market, Chapters 19 to 22.
Ellinger, B.—The City, Chapters 12 to 21.
Sayers, R. S.—Modern Banking (Third Edition), Chapters
1, 2, 9 and 10,

QUESTIONS FOR DISCUSSION

1. What would be the effect on the economic system of making
the use of cheques illegal? How could some of the undesir-
able consequences be mitigated?

2. What changes outside the control of the deposit banks might
make them wish to reduce their deposit liabilities?
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3. State the case for and aganst a municipally-owned bank,

4. I1f a government faced the alternative of either printing
more notcs or borrowing from the banks, which course
should it take? If borrowing from the banks would increase
bank deposits by £1 million would this have precisely the
same potential influence on the total supply of money as a
£1 million increase in the note issue?

5. It was said of one international financier that he borrowed
money by the day and lent it out for periods of twenty years
and upwards. Do you think this would be possible, and if so
how? What advantage would the financier derive and what
risks would he run?

THE SHORT-TERM MONEY MARKET
II

N any great money market like that in the City of London,

liquid funds are paid over in exchange for securities. So great
is the volume of such business that it provides regular employ-
ment for several thousands of people wholly engaged in facili-
tating the exchange of securities for money. The direct result
of a day’s work in the City will be that securities and money
change hands, and that some ledger totals are incrcased and
others reduced. Many people believe that because the City has
no physical product to show for its labour the net result of its
existence is to reduce the income of other people who make
no direct use of the City. Such an approach to the problem
ignores the fact that income consists of services as well as
goods, and that the incomes of many people employed in the
City come from fees paid for facilitating an exchange in pre-
cisely the same way that an auctioneer receives fees for selling
second-hand furniture.

We may say that those who sell securities clearly prefer
money to securities at the ruling price, and those who buy
securities clearly prefer securitics to money at the ruling price,
and that therefore it is in the interests of both those who desire
to buy and those who desire to sell that some mechanism should
exist to facilitate such transfers. This is not to say that all who
sell securities will always be able to sell them at what they regard
as a desirable price. All that is said is that at some price they
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can be sold. Those who sell securities at the ruling price, no
matter how unpalatable the decision may be, clearly prefer
money to securities at that price otherwise they wuld keep the
securities.

When we buy securities for money we usually hope to derive
some benefit. This benecfit may come either in the form of
interest on the securities, or as an increase in their selling
price. To secure this increase in money income or capital value
we have to part with a stock of money we know for certain
we can use when we want, and accept in exchange a less certain
chance that we can secure money for the securitics at a time
convenient to us. The more easily and readily securities can be
exchanged for money and vice versa, the smaller the degree of
inconvenience associated with exchanging money for securities.
This lessening of possible inconvenience will reduce the strain
and tension experienced by lenders and so contribute to their
well-being, and it may also increase the volume of lending called
forth by any possible rate of intcrest or capital gain. An
increase in the volume of loanable funds called forth by any
given rate of interest will mean that a larger volume of borrow-
ing can take place than before without increasing the rate paid
by borrowers. But if any part of the reSources used in an
enterprise are obtained at less cost, this must either result in a
reduction of the selling price of the product or an increase in
the net income of the enterprise, and either of these develop-
ments may increase total economic activity and total real income.

If we decide that it is desirable to minimise risk and incon-
venience, we may find it more difficult to criticise the money
market mechanism than if we ignored this consideration. We
shall still have at least one critical test left because we shall
want to know whether the money market provides a cheap and
efficient means for reducing risk and inconvenience. In par-
ticular we may ask how many financial institutions are necessary
for optimum efficiency? Have we too many separate institutions
in the City resulting in wasteful duplication of buildings and
equipment? How highly specialised must a given financial
institution be to attain optimum efficiency? What effect will it
have on the real burden of risk-carrying if one firm carries it
for a year, or if twelve firms each carry the risk for one month?
What effect will it have if six firms each carry one-sixth of the
risk in any given month rather than one firm carrying the whole?
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Do we reduce the real burden of risk by spreading it over a
greater number of pessons or institutions?

Most peor'c who defend the existing structure of the City
would maintain that a large reduction in the number of institu-
tions would reduce its technical efficiency and increase the real
burden of risk-carrying. They may argue that a Merchant Bank
can only attain a high degree of efficiency in so far as it
functions as a highly specialised institution, having exceptional
knowledge about a particular market. They can see nothing
wrong in the fact that one Merchant Bank’s main activity may
simply comsist in putting its name on the trade bills drawn
against some of the traders living in Denmark, while another
Merchant Bank does the same for bills drawn against some
traders in Greece. But we must remember that when the
Merchant Banker puts his name on a trade bill he can be called
on to pay the bill if the trader defaults. The value of the bank’s
name on a bill will depend on its past record in honestly meeting
the liabilities it has undertaken. In accepting the bill, a bank
well known in London guarantees any holder of it against
default by some foreign trader whose name and credit have no
general standing in the London Bill Market.

When a Merchant Bank accepts the responsibility for ensuring
that a bill will be paid it incurs a risk, and for doing this it
charges a fec. The Merchant Bank is a profit-earning business
and therefore it will try to ensure that the fees it charges are
commensurate with the risks run. Because of its detailed know-
ledge of the credit worthiness of the traders in a particular
country, it can assess the risk of default more accurately than
a general finance institution could, and this appears to enable
more credit to be obtained by foreign traders at lower charges.
It may also be that when one Merchant Bank does a lot of the
acceptance business for a given centre, that the traders will
value the use of these facilities so much that any temptation to
default will be reduced.

Immediately a reputable institution has accepted responsi-
bility for a bill it can be sold on the Bill Market. Here we have
a number of institutions largely concerned to buy bills with
short-term money lent to them by other persons and institutions.
They have to pay for the loan of the funds they use and then
earn expenses and profits out of the charges made for discount-
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ing bills. They do this by carrying a risk. This particular risk
arises from their undertaking to repay loans, if called upon
to do so, before the bills bought with the loan L.ave matured.
If the Discount House overestimates the futuve supply of loan-
able funds, it may have to re-discount some of its trade bills at
figures which seriously reduce its net carnings to securc the
money necded to repay loans. If its estimates arc proved correct,
then it should be able to borrow elsewhere within the market,
to repay any loans that are called, without incurring any net
increase in working costs.

The risk of loss by default on a stock of bills may be
lessened by holding fewer bills drawn on any onc country and
substituting bills drawn on a greater number of different
countrics. Similarly, with acceptance names, the greater the
variety of good names on a stock of bills, the smaller the loss
if any onc should default. These considerations arc more
important for the clcaring banks than for the discount houscs,
and a large part of the clearing banks’ holding of bills is bought
from the discount houses. This cnables the clearing banks to
hold bills which mature at convenient dates and carry the mini-
mum risk of large scale default. These bills -will also carry an
extra name as the selling discount house will also have endorsed
the bills, thus giving an additional guarantee of repayment to
those to whom they have resold them.

When at any given interest or discount rate there is a scarcity
of short-term loanable funds, this will express itself in a demand
by lenders for the repayment of loans made to the hill market,
and the discount houses will be unable to meet these demands
in full by borrowing from other lenders at the existing rate of
interest or discount. They will then find themselves faced with
the alternative of either defaulting or of re-discounting bills at
the Bank of England. As they will usually wish to avoid default
at almost any cost, we can say they are forced to go to the Bank
of England. When they go to the Bank of England they must
cxpect to be charged the Bank Rate ruling at the time, and this
will almost certainly be a higher rate per annum than the discount
houses charged for discounting the bill in the first place. The
possibility of financial loss ensures that the market will only
rediscount with the Bank of England when all other sources
have failed to produce the required cash, and in this way helps
to minimise pressures on the Bank of England which might
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otherwise cause an in.rease in the volume of currency notes in
circulation.

The institucons in the City using short-term capital have to
work under a ceiling fixed by the Bank of England in the form
of the Bank Rate. The Bank Rate is usually the highest short-
term rate, otherwise loanable funds would soon be increased by
the rediscounting of securities with the Bank of England. It is at
rates less than Bank Rate that some part of the legal tender is
accumulated, being gathered up by one of the various saving
agencies and channelled into the City, where it is lent out for
the purchase of securities arising from the ownership and use
of material goods. A Bank Rate of 4 per cent. can be considered
fairly high, so it will be seen that the financial institutions must
work on fine margins, and yet these margins include payment
for both inconvenience and risk.

THE SHORT-TERM MONEY MARKET
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QUESTIONS FOR DISCUSSION

I. What is the cost to the community in real terms of the
existence of the Money Market? What contribution does a
Money Market make to the real income of the community?

2. What movement in prices would make you suspect that the
supply of short-term capital, relative to the demand for it,
had increased more rapidly than that of long-term capital?
Would this movement in prices influence the distribution of
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capital resources as between the fong- and short-term
markets?

3. Which risks would be increased and whicn decreased if
the Discount Market were replaced by a government
corporation?

4. State the case for and against the following expression of
opinion: “All financially-strong businesses should provide
their own short-term capital without borrowing.”

5. If a nationalised concern borrowed money at lower rates
than the average paid for short-term loans by private
business would this prove that the Money Market favoured
nationalisation? What would it prove?

THE STOCK EXCHANGE
III

E have seen that one part of the money market is
concerned with the buying and selling of securities which
mature about thrce months after the date of issue. When these
securities mature they are redeemed at their” face value, and if
we want cash for them before the redemption date, we have to
sell them for less than their face value. The difference between
their face value and their curreut price is the discount rate.
Two of the main forces determining the volume of short-term
securities are the volume of trading activity and the size of the
government’s short-term debt. As one lot of securities mature
others are crcated by the continuous flow of trade and govern-
ment expenditure. Doubtless most of us would agree that there
1s a need for short-term capital, and that as far as possible this
should be financed by mobilising funds that are temporarily idle.
The short-term money market does not exhaust the activities
of the City, and we may ask what useful functions the Stock
Exchange performs? We may already know that although the
London stock exchange is the best-known exchange in the
United Kingdom, it is only the most important one out of a total
of twenty-two in the United Kingdom. What is a stock
exchange? It is a market where certain stocks and shares that
have already been subscribed for, wholly or in part, can be
resold. On relatively rare occasions a small amount of new
capital may be raised when an established company sells a
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block of new shares on the stock exchange, but such business
forms only a very small part of the total business transacted
on a stock exc!'ange. The main purpose of the stock exchange
is to enable peoplc who have alrcady bought securities to sell
them to other people who now want to buy them.

A stock cxchange usually consists of a building where the
buying and sclling of stocks and shares can be transacted; of
stock exchange members who have the right to transact business
within the building; of the listed sccurities that can be bought
and sold there, and finally of the customers of the members,
who, to make alterations in their holdings of sccurities, are
prepared to pay the fees charged for the buying or selling of
stocks and shares. The volume of business transacted on a stock
exchange will depend on the number of sccurities listed, the
number of people with holdings of some of the listed securitics,
and the frequency with which the customers desire to make
alterations in their holdings of sccurities. The income of the
members, and the income of the owners of the building will
tend to incrcase as the volume of business transacted on the
stock exchange increases, and most of the business will result
from the desire of holders of sccurities to alter the composition
or size of their holdings. In a world in which every purchaser
of stocks and shares always secured a permanently satisfactory
combination of sccuritics the first time he bought, stock
exchanges would be dull and empty places.

The owner of stocks or shares can only sell them if someone
else is prepared to buy them, and therefore every time sccurities
change hands we are presented with the fact that at the ruling
market price “A” prefers to sell the securities, and “B” prefers
to buy them; and furthermore, that at some earlier date “A”
had chosen to buy the shares which he now prefers to sell. There
are many possible rcasons for the change in “A’s” attitude
towards ownership of these particular shares, as for example,
the neced for additional cash to meet some unforeseen increase
in domestic expenditure, or a business need for additional liquid
capital. Let us assume that “A” was fortunate, so that when
he wished to reduce his holding of long-term investments, some-
one else wanted to hold an increased quantity of such securities,
and that “A” was therefore able to sell them at a price about
equal to their cost to him.

We put “A” in the fortunate position of being able to sell
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lus long-term securities to meet an urgent need for cash without
incurring a monetary loss, but investors on the stock exchange
know that there is always the possibility that they may only
be able to sell at a time convenient to them 1f th: ) are prepared
to accept monetary losses. The only way w& could be certain
that investors would never suffer a monetary loss when they
liquidated an investment, would be for no sccurity to fall in
price.

Let us look at some of the forces which influence the price of
shares. We can assume that the intending investors have made
certain rudimentary comparisons with other investment oppor-
tunities, and have decided that the purchase of certain shares
at a given price represents the best investment opportunity open
to them. One of the important considerations will have been the
possibility that the price of the shares may rise or fall in the
near future. This consideration may be more important than
the yield per cent. on the capital from dividends, because a
fall in the price by 6 per cent. will convert a dividend yield of
5 per cent. into a loss of I per cent. Under such circumstances
the investor would have done better if he had hidden the money
in some safe and accessible place. If there is a strong probability
that the price of certain shares will rise in the ncar future, the
intending investor may disregard the rate per cent. yielded hy
recent dividends, as a 6 per cent. capital gain when added to a
3 per cent. dividend will give a gross income of 9 per cent.

The income of the skilled or fortunate investor consists of
dividends paid on the shares he holds, and of any increase in
the market price of these sharcs. Given the possibility of an
increase in the price of the shares, dividends could he ignored
so long as prices rose far enough and the shares were sold after
the rise had occurred. If the main motive animating a number
of buyers was the possibility of capital gains, there could be an
active market in a share which never earned dividends. The
number of shares issued by the firm being rigidly limited at any
given time, any increase in the demand will raise the price,
giving capital gains to the holders. Successful buying for capital
gain requires that the shares should be bought before the demand
for them is further increased, and demand will increase when
the price is expected to rise. The individual investor can gain if
he is able to anticipate correctly an increase in demand, which
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will itself result from an attempt by other investors to anticipate
further possible increa~cs in demand.

When money is being used as an income-earning asset we
cannot ignort the possibility of capital gains or losses. The
yield per cent. pe. annum on capital used to buy securities at
market price may vary but little from one security to another,
and yet there may be scope for much larger earnings from the
successful pursuit of capital gains. An investor who, by buying
and selling different shares can secure a net capital gain of
1 per cent. a month, will be earning income at the rate of 12 per
cent. per annum, But the more any given security rises in price,
the greater the possibility that it will rise no further, and any
extensive belief that the future price may be lower will reduce
demand and thus help to bring down the price, causing capital
losses to those who hold the shares. So long as some investors are
prepared to pursue problematical capital gains, no purchaser of
shares can be certain that the price he has paid will remain
unchanged for any considerable period of time.

A large part of the money originally paid for these long-term
securities will have been spent on durable capital equipment.
This equipment is used in the production of goods and services
which the producers hope to sell at a profit. The payment of
dividends on the shares can only come out of any excess of
revenue over variable cost earned by the users of the capital
equipment. But whether any firm will or will not earn any
surplus over variable cost will depend on many forces outside
the firm’s control. Some of these forces may affect earnings
adversely at one time and favourably at another, as for example
changes in consumer income or changes in the general level of
economic activity. A fall in the general level of economic
activity will not have an equally adverse effect on the profits of
all firms, since for some a contraction in output will cause only
a small increase in average cost, but for others the increased
cost may be so large that profits cannot be earned at that level
of activity. The demand for the product of different industries
may fall by different proportions, and both the date when the
recession begins to affect different industries and the date of
recovery may vary from one industry to another. Fluctuations
in the general level of economic activity, in an economy using
large quantities of durable and specialised equipment, may mean
that there will be years when some businesses, because of
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increasing average cost and falling selling price, will earn
little or no profit. But other years may follow when the demand
relative to the productive capacity of the fixed gguipment is so
great that average cost is reduced and the selling price increased,
at the same time.

Firms sometimes encounter problems which increase in
mtensity and which not only prevent the earning of profits but
also push the business into liquidation. Even if liquidation is
avoided, the available profits may only allow of dividends far
below the average for the firms listed on the stock exchange.
The duplication of facilities by the development of road trans-
port was mainly responsible for the reduction of railway'divi-
dends after 1920, and the development of techmques favouring
larger capacity plants in the steel industry forced some of the
less efficient and financially weaker firms to close down. People
who buy shares to hold for the dividend are naturally prepared
to pay more for shares of profitable than of unprofitable com-
panies, especially if the profits are used to increase current
dividends. Shares in a company that is doomed may be sold
if the price is low enough, since it may be possible for such a
company, by not making any provision for depreciation, to pay
some small dividend almost to the date of closure. For example,
if the firm is expected to last about five years, and during that
time it is expected to pay a yearly dividend of 1s. 6d. on each
£1 share, there may be buyers of such shares at say ss. each,
but the nearer the date for final closure, the lower will be the
price at which such shares can be sold.

The two forces we have so far considered which may influence
the price of a share are firstly, attempts to anticipate a rise in
the price of the security, and secondly, the size of the known or
expected dividend. This second force is clearly very powerful
and gives a strong tendency for the current price of different
shares to diverge from the issue price, until the yield per cent.
on the market price of all the shares is about equal. Deviations
from this general tendency may be explained by uncertainty
about the future price of the security, but this uncertainty may
not be wholly due to speculative influences within the stock
exchange. It may well be that the activities of a particular
company are exceptionally difficult to analyse in terms of poten-
tial profits. But when every possible concession has been made
to such uncertainty, it remains true that the financial columns
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contain such phrases as “the market price of this share does not
represent its true value” and “the present price of this share
will be difficult to maintain”. Such statements, however, may
only refer to "t.e exceptions that prove the rule”, the rule in
this instance being, that the market price of a security is
expected to change when there is a change of dividend.

Price movements on the stock exchange can be divided into
movements 1n the price of individual securities, and changes of a
more general character which have a marked effect on the
general level of security prices. A general movement of security
prices is the result of a change in the desire to hold securities
that is not offsct by a change in the supply of securities. Under
such circumstances an increased desire to hold securities will
increase the market price and a decreased desire will reduce
their price. The result of a general increase in security prices
will be to reduce the yield on money used to purchase the
securitics after the rise, and the result of a general fall in
sccurity prices will be to increase the yicld on money used to
purchase securities after the fall in price. These movements in
price therefore reflect a changed willingness on the part of
investors to forcgo the convenmience of holding liquid funds.
This we may call a change in their liquidity or money preference.

We can say that at any given time, all the issued money will
be held by someone, and that the rate of return on money used
to purchase securities is a means of inducing those who have
money to exchange it for securities. So long as securities show a
return, anyone who holds money pays a price for so doing. This
price consists of the return he could have had from holding
securities instecad of money.

The expression “a changed willingness to hold money”
requires amplification. As it stands it may mean that some
people now intend to use and hold for their personal convenience
a smaller amount out of a given total supply of money. But if
we look at a situation in which the quantity of money is being
increased, and the cffect of this change in the quantity of money
is not being neutralised by an increase in commodity prices, we
shall expect individuals to be less and less willing to hold
additional quantities of money as the supply increases. But the
alternative to the holding of money is the holding of securities,
and therefore an increase in the volume of money unaccom-
panied by an increase in the general price structure, or by an
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increase in the volume of securities, will tend to increase
security prices and reduce the yicld on money usgd for the
purchase of securities. "

A decrease in the quantity of money, not accompanied by an
equally rapid fall of prices in general, will make pecople less
willing to set aside any given amount of money for the purchase
of securities. With a reduced supply of money not adequately
offset by reduced prices, people would need to retain a larger
proportion of this reduced supply to carry out their everyday
transactions and for use as a reserve against possible mishaps.
But they could only maintain the money value of their sccurity
purchases if they used less for all other purposes. This could
only be done by the acceptance of some sacrifice of convenience
and of immediate security, and this sense of being mconveni-
enced would grow at an increasing rate as people tried to
perform a given total of monetary transactions with a smaller
and smaller amount of money. The amount of money available
for purposes other than the purchase of securities could be
maintained constant by reducing the amount used for the pur-
chase of securitics. But if there were no reduction in cither the
size of the existing stock of securitics, or in the rate at which
new sccurities were being added to the existing stock, any net
reduction in the supply of loanable funds would force down
security prices. This reduction in the price of securities would
increase the yield on money used to purchase securities, thus
increasing the cost of holding money just when the desire to
hold a larger proportion of the available supply for non-invest-
ment purposes was growing in intensity. The increased yield on
security purchases, by increasing the cost of holding stocks of
money, helps to minimise the reduction in the supply of loanable
funds, but this fall in security prices which raises the dividend
yield on security purchases, also inflicts capital losses, and a
belief that these may continue will intensify any reduction in
the demand for sccurities.

We can say that an increase in the supply of money, if it
increases the demand for securities relative to the supply, will
raise security prices, and a decrease in the supply of money, if
it decreases the demand for securitics relative to the supply,
will reduce security prices. This is not to say that every increase
in the supply of money will raise security prices, or that every
reduction in the supply of money will reduce security prices.
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An increasing supply of money might be accompanied by an
irregular movement in share prices, or after a certain level of
security prices had been attained there might be no further per-
ceptible upward .novement of share prices. The future movement
of prices will be uncertain because any money that is issued can
be spent or kept as an idle balance at the wish of the owner
of the money. We have seen that if money is kept idle there
will be a loss of income from dividends, and that if it is
invested, there is the risk of capital losses should security prices
fall. It seems that decisions about whether to increase or reduce
idle balances must be influenced by the weighing of dividend
losses against the possibility of capital losses. But when
decreases in the volume of money reduce security prices, each
fall below a certain price makes any further fall less likely,
and increases the dividend income lost by holding idle balances.
Increases in the volume of money which raise security prices
beyond a certain point make any further increase less likely,
and they also reduce the dividend losses from holding idle
balances. This suggests that there may be some level of security
prices at which the risk of capital losses would be so great,
and the yicld on securities at market price so low, that the
whole of any further addition to the supply of money, not
required for non-investment purposes, would go into idle
balances and therefore not exert any upward pressure on
security prices.

The combination of circumstances which form the investment
opportunity may vary in complexity and stability from one time
to another. At certain times the main movement of security
prices may be so simple and direct that almost anyone can
make capital gains, or the price fall may be such that almost
every holder of securities suffers capital losses. It appears to be
these simple movements understood by many people that arouse
sufficient general interest to constitute news. But these simple
phases then give way to more complex market situations where
great skill is required to benefit from narrow movements in
security prices, and there is always the danger that investors
who try to exploit a simple situation may find themselves caught
in a market situation where no price goes the way it was
expected to go.

Securities are bought in the hope of monetary gain either from
dividends or from capital gains. For either kind of purchase
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the existence of a stock exchange can be a great help. The
stock exchange provides a gathering ground for pegple who
specialise in the marketing of securities, and sqme of their
specialised knowledge is circulated at secondkuud by the press,
with the result that the security market becomes a better
informed market. The regularly available market with its
umerous customers, provides a greater choice of securities at
any given time, and facilitates the division of blocks of securities
into a number of small parcels, or the accumulation of large
parcels of one security by means of several small purchases. The
increased variety and divisibility of purchascs enables any one
investor to spread his risk by holding several different kinds of
securities. Holdings of sccurities can be sold with less effort,
and the price, although uncertain, will be predictable within a
narrower range of prices than would be possible if securities
had to be peddled privately. The fact that the ownership of a
great quantity of long-term securities is frequently changing
enables a limited substitution of short-term for long-term
capital. The more easily long-term securities can be converted
into money, the smaller the difference between them and short-
term securities. Since interest rates per annum arc lower on
short-term than on long-term funds, any substitution of short-
term for long-term capital will help to reduce the yield on the
market price of long-term securities, and thus tend to reduce
the cost of new long-term borrowing.

The question then arises, does the existence of a stock
exchange increase price fluctuation? It seems highly probable
that in an organised market where prices are finely balanced
there will be a greater number of price fluctuations in a given
period of time, but that each individual fluctuation will be of
much smaller size. Therefore it may be true that share prices
will fluctuate more often when there is a stock exchange than
when there is no such organised market. But this does not
necessarily mean that the fluctuation will cause greater incon-
venience, since a number of small fluctuations may be less
disturbing than a few large fluctuations. Whether or not the
pursuit of capital gains will increase the degree of instability
will depend on the way market opinion reacts. When opinions
are divided about future price so that the quantity of shares
offered for sal= just meets the demand at the price then ruling,
there should be no change in price, but if market opinion moves
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solidly from widespread optimism to widespread pessimism,
price fluctuation may be greater with than without an organised
share market
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QUESTIONS FOR DISCUSSION

1. Discuss the following: “In a private enterprise cconomy the
stock exchange serves a useful purpose by providing a
market where shares can be sold at any time. It is the
gambling on price changes that creates the difficulties and
this could be removed by only allowing shares to be resold
five years from the date of any purchase.”

2. Would you consider the stock exchange price paid six
months ago for some of the shares in an industry a fair
valuation basis on which to nationalise an industry to-day?

3. It has been suggested by some of the opponents of nationali-
sation that when the state compels a person to scll shares he
should be paid more than the market price. Do you agree
or disagree with this suggestion?
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4. Discuss the following statement : “Banks and other financial
institutions by their emphasis on liquidhty increase the specu-
lative element on the stock exchange and so in;}r‘ease the
danger that depositors may lose their money.”

5. Keynes General Theory, Page 159, says: “Speculators may
do no harm as bubbles on a steady stream of enterprise.
But the position is serious when enterprise becomes the
bubble on a whirlpool of speculation.” What does he mean
and do you agree with him?

THE NEW ISSUE MARKET
v

USINESS on the stock exchange consists almost wholly of

the buying and selling of securities subscribed for at an earlier
date. These transactions do not add directly to the total capital
resources, although by enabling sccuritics to be more readily
converted into money they may indirectly increase the willing-
ness of investors to purchase long-term securitics. This will
help to reduce the interest rate on long-term capital, and may
thus increase the total volume of long-term’ funds used in the
economy. The use of long-term funds within an economy will
largely depend on the volume of such funds made available and
the terms on which they are made available. We have to
assume that for any given lender there will be some expected
rate of return which will constitute his minimum lending price,
and that if he is convinced that he is not likely to receive this
minimum return, then the funds in question will not be used
for long-term investment. This is not to say that with an
expected return of, say, 5 per cent., an individual or institution
would make no long-term investment, and that at 6 per cent.
would invest all available funds. It seems more probable that
any single investor would be prepared to invest less long-term
with a lower expected rate of return and more with a higher
expected rate.

The long-tertn funds at the disposal of the individual or
institution may be lent out for a fixed period of years at a
fixed rate of interest, and with a promise that the funds will be
returned intact. In the event of any failure by the borrower to
fulfil these conditions, the lender may be given the right to sell
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some specified asset in the possession of the borrower such as
buildings equipment ér stores. Extensive powers of this nature
are usuall; given to those who make Debenture Stock loans to
companies. Mos. !ang-term borrowing by government is at fixed
rates of interest and with a fixed date for redemption at the
face value; with a stock like Consols, however, the rate of
return may be fixed, but without any guarantee that the goverr
ment will ever redeem the stock.

Instead of lending the funds, the owner may use them in
some enterprise that he controls. One assumes that he will then
debit the enterprise with the rate of return this capital might
have earned if invested in one of the equally safe alternative
investment opporunities. If the controlled enterprise is a com-
pany, the ecarnings on the additional capital, if accumulated by
and employed in the enterprise, will increase the profits available
to be distributed as dividends on the share capital, without
showing any increase in the subscribed capital of the company.
Unless we allow for the cost of using this capital, the declared
dividends will overstate the profitability of capital when
employed in the industry. To take an extreme example, a
company having accumulated capital equal to its subscribed
capital, then earns a dividend of 20 per cent. on its subscribed
capital, but clearly the earnings on the capital employed will
only be 10 per cent. In this example the shareholders have
doubled their investment in the company and to equate employed
long-term capital with share capital, they would have to be
given bonus shares equal in value to their subscribed shares.

The purchase of shares in a limited liability company is one
of the easiest ways of investing long-term funds. Shares may be
bought in a private or in a public limited liability company. The
shares of a public company can be held by any number of
persons, but a private company must not have more than 5o
shareholders. Consequently, the subscribed shares of a private
company may be more difficult to resell than those of a public
company. Public and private limited liability companies have
two characteristics in common. Firstly, the company capital is
broken down into small subscription units such as 1s. or £1
shares, and secondly the liabiliy of each shareholder ends once
the shares he has bought have been paid in full. The working
resources of a limited liability company are not restricted to
the subscribed capital because the company can incur debts,
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but these debts are debts of the company and not the personal
debts of the shareholders.

Most of the shares in companies are either px:cferAce shares
or ordinary shares. The broad differences Sc.ween these two
kinds of shares are easily indicated, but may be misleading
unless we remember that the rights of shareholders in any com-
nany are determined by that company’s articles. The broad
differences between preference and ordinary shares are as
follows. Preference shareholders have a prior claim on any
profits distributed by the company of an amount necessary to
ensure a specified return on their shares. This proposed rate of
return on preference shares, of say 5 or 7 per cent., is made
public when the shares are offered for subscription. Conditions
may be attached to preference shares so that the claims of
some, usually referred to as cumulative preference shares, are
really claims against any future profits distributed by the com-
pany. If in any year the limited prior claim of the cumulative
preference share is not fully met, the deficit is carried forward
and added to the preference claim for subsequent years until it
has been paid in full. Non-cumulative preference shares give a
limited prior claim on the profits to be distributed in any one
year, but if the profits in any year are insufficient to meet this
claim in full, the deficit will not be added to the preference
claim for any subsequent year. Any kind of preference share,
depending on the articles of the individual company, may or
may not give the holder a prior claim on the assets of the
company, if the company should go out of business. Usually
preference shares will not give the holder the right to vote at
company meetings, except when dividends are in arrears.

Because dividends can only be paid out of profits there must
always be some uncertainty about their future size, and in any
particular company the main weight of the uncertainty will be
borne by the ordinary shareholders. Dividends on ordinary
shares will only be declared after the claims of the preference
shares have been met in full, and therefore a decline in distri-
buted profits may reduce the ordinary share dividend, although
it leaves the preference dividend unchanged. Against the risk
of receiving small dividends in the bad years must be set the
absence of restrictions on the size of the dividend which may
be paid on the ordinary shares out of the funds available in the
good years. The ordinary shareholders have voting rights at
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company meetings and anyone controlling 51 per cent. of the
ordinary shares can control the policy and determine the
election of the directors in most companies,

Legally a coin, 1ny belongs to the shareholders, and the major
power of control is in the hands of those carrying the greatest
risk, that is, the ordinary shareholders. The power of the share-
holders to determine policy is more easily used when a large
number of the shares arc held by a few shareholders. By
making a few large investments in a small number of com-
panies, a wealthy investor may increase his influence in the
affairs of the companies in which he does invest, but by
reducing the range of his investments he may also increase the
fluctuations both in his income and in the capital value of his
shareholding. The investor holding shares in a wide range of
enterprises may reduce the risk of violent fluctuations in income
and in capital values if he is prepared to become a relatively
powerless sharcholder in any one enterprise. Some companies
may be so large that no one shareholder could hope to hold
enough shares to give him a controlling interest. The voting
rights of the ordinary shareholder may have more influence in
some companies than in others, but because of the cost and the
inconvenience of attending company meetings in London, and
of the ease with which shares can be sold on the stock exchange,
many sharcholders play little or no active part in determining
company policy. This is not to say that the voting right is of
no value. It is of value when enough people are determined to
exercise it, and this possibility appears to have some influence
on those who conduct the day to day policy of most companies.

When we look at dividends, we know that they are paid out
of profits and that profits may vary from onc company to
another. The fortunes of different companies may vary so much
from one to another that the ordinary share dividends paid by
some companies may be more regularly maintained than the
preference share dividends of another company. This does not
mean that the division of shares into ordinary and preference
serves no useful purpose, because its main purpose is to make
it easier for a particular enterprise to raise the capital it needs,
and within any single enterprise the future income of the
ordinary shareholder is more uncertain than that of the
preference shareholder. If at the time the shares are issued
some investors are prepared to take bigger risks than others,
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the investment demand may be so divided that some will only
invest in ordinary shares and others in preference .hares. By
issuing both types of share, the company can draw .apital from
a larger investing public. The general circun_s.ances influencing
the investment market may be more favourable at one time than
another, but these general conditions and the attitude of the
market towards a particular issue cannot be foresecen with any
high degree of accuracy, and there is always the possibility
that the capital required by an enterprise will not be fully
subscribed unless the interest of different types of investors can
be secured.

The suggestion that the general conditions in the new issue
market and its attitude towards a particular capital issue cannot
be foreseen with any high degrec of accuracy does not mean
that there is no room for informed judgment. Informed judg-
ment can greatly reduce the risk that an issue will not be fully
subscribed, and in the City there are highly specialised institu-
tions such as Issuing Houses whose business it is to persuade
investors to buy new issues. The Issuing House, by arranging
for the issue to be underwritten, can ensure that all the new
shares will be subscribed for by someone. Ih return for a com-
mission, the underwriters will agree to take any shares not
bought by the investing public.

When any shares are left with the underwriters they will
usually sell them out to the investing public at the market
price ruling at a later date. Consequently the underwriter must
set against his commission the possible inconvenience caused by
the freezing of his capital in unsold shares, and the capital
losses that may have to be incurred to resell these shares at a
time convenient to him. When bad mistakes are made and large
parts of an issuc are left with the underwriters, we have an
item of news value. But clearly underwriting facilities would
not continue to be regularly available unless most issues were
largely subscribed for by the investing public.

The willingness of the investing public to buy new shares is
greatly increased when there is the possibility that there will be
a market in the sharcs on the stock exchange. But such a
market can only develop if the stock exchange committce allows
the shares to be dealt in on the stock exchange. Permission to
deal in shares is not granted automatically, and is usually
restricted to issues which are fairly widely advertised in the
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press. The conditions imposed by the stock exchange help to
secure a fairly wide market for the shares, and to increase the
investing tublic’s knowledge of the records and prospects of
the company. (1.~ more widely the shares are distributed, the
greater the possibility of a really active market on the stock
exchange.

There is a three-fold pressure for publicity when a new issue
is being made. Firstly, the law usually requires that certain
information shall be made public; secondly, the stock exchange
committee insists on a certain amount of advertising in the
press; and thirdly, to secure the necessary capital a great number
of individuals and institutions must become intcrested in the
issue. The amount of money that must be spent on publicity to
persuade the investing public to take all or nearly all of a new
issue of shares does not necessarily vary directly with the
capital value of the issue. A large company of national repute
may attract a lot of new capital with very little expenditure on
publicity, whereas a medium-sized firm of local repute may have
to spend as much or more to secure a far smaller amount of
new capital. The general tendency is for the cost of raising new
capital, expressed as a percentage of the total raised, to be
less on the larger issues, and on issues of less than £150,000
for the initial costs of company formation and of raising the
capital to become increasingly formidable as the capital sought
decreases in amount. These initial costs, including legal costs,
underwriting and publicity, may take from 1 to 30 per cent. of
all the money raised by the new issue. It is almost impossible
to pass any judgment on the efficiency of the market because
if we take average figures of costs for all the issucs made, and
these prove to be low, this may only mean that the market is an
efficient means of supplying capital to the companies which
make use of the market. The very serious problem would then
remain as to how many small and medium sized companies were
growing at rates far below their potential rate because they
could not or would not incur the heavy percentage costs neces-
sary to raise capital on the London market. This is not to suggest
that anyone is deliberately trying to impede the development
of small or medium-sized firms. The difficulties and the expenses
follow from the need to persuade a great number of individuals
to invest in a little-known enterprise.

. The difficulties of the small and medium sized companies
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have not been ignored by either the City or the government.
Hire purchase facilities for plant and machinery have been
provided by the United Dominion Trust, and loans/of from
£100 to £50,000 by the Credit for Industry, J2tA. Companies
wishing to cxpand their capital could, subject to permission
from the Stock Exchange Committee, make use of the “Stock
“xchange Introduction”. With this method a company whose
shares had not previously been registered on a stock exchange
obtained permission for its shares to be dealt in. It then sold
the newly-issued shares to some buyer who could either sell
them out privately, or hold them until they began to be dealt
in on the stock exchange, when they could be sold at some
convenient date at the price ruling on the stock exchange. In
1945, certain banking institutions co-operated with the Govern-
ment of the day to establish the “Industrial and Commercial
Finance Corporation”. This corporation was to supply long-
term and medium-term capital, in sums ranging from £5,000 to
£200,000 to small and medium-sized firms. In spirit the
“Industrial and Commercial Finance Corporation” illustrates
the relationship that exists between the City and the Government,
and in structure it illustrates the way in which the existing
facilities are slowly adapted or supplemented to meet some por-
tion of an unsatisfied demand.

THE NEW ISSUE MARKET
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QUESTIONS FOR DISCUSSION

1. What influence will taxation which encourages companies
to accumulw!” undistributed profits have on the distribution
of new capital over the available investment opportunities?

2. Would you agree that most of the complaints against
capitalism could be removed, (a) by the workers buy..g
shares in the industrics in which they are employed, (b) by
the trades unions investing their funds in the industries from
which their membership is drawn?

3. Discuss the following : “Investment would be incrcased and
risk diminished if all shares were cumulative preference
shares.” What are the disadvantages, if any, of cumulative
preference shares?

4. How would you judge whether the market was or was not
likely to subscribe for an issuc of shares?

5. In what sense does capitalism work for profits if the ordinary
shareholders do not determine policy ?

THE BANK OF ENGLAND
A%

OST of the busines transacted in the City is the result of
efforts made by individuals and institutions to maximise
their private good. There is one classic exception to this general
rule and this is provided by the Bank of England. For a great
number of ycars the Bank of England, both as a privately-owned
and as a publicly-owned enterprise, has acted as if the prosperity
of the national economy was more important than the maxi-
mising of its own profit. No doubt many privately-owned profit-
making concerns have some sense of responsibility towards the
national economy, but with the Bank of England this has been
the main determinant of policy. This is not to say that the policy
pursued by the Bank of England has always been successful in
promoting the prosperity of the national economy. The reper-
cussions of any policy pursued by the Bank of England are so
far reaching and complex that errors of judgment may be
inevitable.
The main reason for the public-spirited policy of the Bank
of England is not that its directors are more virtuous than those
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controlling other corporate bodies, but that certain of its func-
tions could not be performed without excrting an excptional
influence on the national economy. Probably the most ‘Mmportant
general influence exerted by the Bank of Englajid’results from
its function of government agent for the issue of paper money.
Even if the final decision about changes in the size of the note
.~~ue are made by the government of the day, the need for such
changes will be indicated by the movement of notes into or out
of the Bank of England, and therefore government decisions
must largely depend on the experience of the Bank of England.

When the communmity wants additional legal tender, money
can be withdrawn from the Bank of England by those who have
deposits with it. Another way in which the community can
draw money from the Bank is by sclling sccurities to it for legal
tender. When the demand for increased supplies of money
begins to draw cash away from the Bank of England, the
officials can advise the government to sanction an increase in
the note issue. The number of additional notes which the officials
may consider necessary will depend on their guesses about the
size of the demand for more legal tender and the conditions
under which they have decided to make sueh extra supplies
available to the community.

If we look at the Bank’s balance-shect, we shall see that the
total deposits greatly exceed the value of the notes held in the
Banking Department, and this may suggest to us that the Bank
will be completely powerless to avoid an increase in the note
issue when the community wants more cash. Some increase of
the note issue may be inevitable, but even so, there are pressures
which the Bank can exert that will help to curtail the demand
for additional legal tender,

Pressure can be exerted on the demand for cash by raising
the cost of holding cash instcad of holding securities, that is
by raising the discount and interest rates. The general pressure
for increased quantities of cash to hold will help to raise interest
and discount rates, and the Bank can strengthen any upward
movement by raising the Bank Rate. Bank Rate is the charge
made by the Bank of England for rediscounting first-class short-
term securities. Since the securities rediscounted will have been
discounted in the first place at a rate less than the lower Bank
rate, which ruled before it was increased, they can only be
rediscounted now at a loss. The prospect of such losses will
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make Discount Houses and Banks desire to minimise the volume
of redi.counting, bu. may have little or no influence on the
demand [ar cash by the general public in the form of with-
drawals froima the Deposit Banks. If the general public is
determined to convert its bank deposits into cash, the Deposit
Banks must recall cash from the Discount Houses, and they
will then have to rediscount securities with the Bank -.
England, no matter what the loss. Any immediate benefits then
derived from raising the Bank Rate will come because the
increased rates of interest persuade people to lend some money
previously held in idle balances.

Will the greater cost of money also reduce the volume of
borrowing within the community? It is difficult to say, because
if an increase in Bank Rate is accompanied by a decrease in
borrowing from the Deposit Banks, this may only reflect a
reduced willingness on the part of the banks to lend because
their till money is being reduced by withdrawals of cash. Even
if more till money relative to deposit liabilities is now held, this
may only reflect a more cautious lending policy. In so far as
there are borrowers who are only prepared to continue in
business on the existing scale so long as the rate of interest is
not increased, the general increase in rates will reduce their
demand for loanable funds. Obviously this will only be true
when there is no possibility of passing on the increased interest
charges in higher prices. Given these conditions the effective-
ness of the increased Bank Rate on the demand for money will
depend, in part, on the amount of business rendered unattractive
by any given increase in Bank Rate.

A decrease in the supply of loanable funds which forces up
interest rates will also reduce the price of securities on the stock
exchange, causing capital losses. The higher interest rates will
reduce the willingness of people holding liquid balances to buy
securities until price reductions increase the expected yield. At
the same time the reduced supply of bank credit, and the higher
interest charges on short-term loans may make it advantageous
for some holders of securities to convert part of them into cash
at prices below those ruling earlier. A general reduction in the
price of securities will reduce the amount of money needed to
buy and sell any given quantity of shares on the stock exchange,
and this will reduce one part of the demand for money. The
increased yield obtained on existing securities at the lower
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market price will make new issues of capital less attractive
unless their prospective yield is similarly,increased. The need
for such an increase in prospective yields will be most .apparent
with fixed interest securities such as debentune stock and
preference shares. But when new capital if *raised at fixed
interest rates, it may be difficult to secure any downward revision
in the future, and therefore the demand for new long-term
capital may be temporarily reduced. A temporary reduction
in the demand for such capital is most likely if interest rates
are expected to fall again in the near future.

The importance of the preceding discussion is that it was
concerned only with the simple and direct results of the Bank
of England raising its rediscount rate as money flowed out. At
no time had the Bank taken any other initiative calculated to
cause the changes which ensued, and the action it did take
resulted almost wholly from its own failure to call for an
increase in the note issue.

The conditions under which the size of the note issue may
be varied are governed by law and can be changed by an
alteration of the law. When a countty is on the gold standard,
the law gives all who hold legal tender the right to demand
gold in exchange from the Central Bank at a rate of exchange
fixed by law. This provision may be strengthened by ordering
the Central Bank to maintain in normal times a stock of gold
equal in value to the whole or some part of its note issue.
Under such laws, when the Bank’s store of gold is reduced it
must reduce its note issue irrespective of the national need for
currency. When gold is leaving the Bank at a rate which
threatens to reduce the note issue so much that the level of
economic activity may be severely reduced, the government may
do either or both of two things. It may suspend or modify the
right to convert notes into gold, and/or it may reduce the size
of the stock of gold to be held by the Bank for any given size
of note issue.

The law regulating the issue of notes may attach more
importance to the local demand for currency than to the need
for gold backing. The note issue may then be regulated by the
setting of a legal limit to the size of the issue or by determining
the procedure by which the Bank may increase or reduce the
size of the issue. When the size of the note issue is not
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determined by the size of the gold stock, the monetary authori-
ties must devise theig own objectives of monetary policy. They
may decide to try to maintain the general price level unchanged;
they may t:-ytto force the general price level down or they may
try to raise the general level of prices. They may try to alter
interest rates and find themselves compelled to accept certain
changes in the general price level as the inevitable result of
any such policy. It may, for example, be impossible for them
to pursue a policy which will both raise the general level of
prices and raise interest rates, or to pursue a policy which will
reduce the general level of prices and reduce interest rates,
since to reduce the general level of prices money must become
scarcer, and to reduce interest rates, moncy must become more
plentiful.

When the Bank wishes to take the initiative in exercising
pressure on the economy by increasing or decreasing the amount
of money in circulation, it can do so by Open Market Opera-
tions. With Open Market Operations, the Bank will buy securi-
ties in the City, thus increasing the volume of money available
for use outside the Bank, or will sell securities for money, thus
reducing the volume available for use outside of the Bank.
Since every note that is outside of the Bank will be covered
by some asset held in the Bank, all the notes could be gathered
in by the sale of the appropriate asset. An increase in the
volume of money caused by the purchase of securities simul-
taneously increases the power of the market to buy securities,
and reduces the quantity available for purchase, and this tends
to increase security prices. A reduction in the quantity of money
by the sale of securities has the opposite effect. Open Market
Operations which reduce the price of securities raise the yield on
securities, and those which increase security prices reduce
yields. This gives us another pressure on interest and discount
rates.

Whether we are on the gold standard or not the national
monetary authorities cannot ignore the possible effect of our
monetary policy on our international economic position. At
almost any time we care to choose there will be people living
in other countries who either own money deposited in London,
or securities which can be converted into money in the City.
There will be many reasons why this money has not been
transferred abroad and one amongst the rest will be the policies
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pursued by the British Monetary Authorities. Broadly we may
say that policies which increase interest rates in Londor 'relative
to those in other countries will increase the foreign balances
held in London, and so will policies which prepid to raise the
value of the pound in the near future. The monetary authorities
can help to raise the future value of the pound by making
Rritish goods more competitive in world markets, that is, by
making nioney scarcer here relative to the supply of goods,
and such a policy will also tend to raise interest and discount
rates in this country. But higher interest rates will cause
capital losses to individuals and institutions holding securities
in Britain, and will also raise the cost of capital to productive
enterprise. In a simple example such as this the Bank of
England may have to choose between a policy which will tend
to reduce the level of activity here, or one which reduces the
size of foreign balances in London. When foreign balances
leave London, the pounds will be converted into gold or foreign
exchange, thus depleting our stock of international money
available for financing international trade. If this stock is
already dangerously low, the Bank.of England may have to
raise the Bank Rate to try to discourage the outward move-
ment of foreign balances, although such a policy may have
other adverse effects on the domestic economy.

Many of us are tempted to assume that once a country has
replaced the gold standard with a managed currency, the
monetary authorities will be completely free to concentrate on
a policy which tries to ensure a high and stable level of activity
in the home economy. What a managed currency may give to
the monetary authorities is greater freedom of manceuvre, but
if the economy has to buy and sell goods on the world market,
the monetary authoritics will always have to keep one eye on
the way in which domestic policy influences the relative value
of the country’s exports and imports.
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QUESTIONS FOR DISCUSSION

1. If you were in charge of monetary policy and there was
serious unemployment heavily concentrated in your export
trades would you try to increase or try to decrease the
volume of money?

2. Is it possible to pursue 1 monetary policy which will increase
the general level of activity without also raising the general
level of security prices?

3. What cffect will falling prices have on the profitability of
business and on the willingness of employers to produce for
stock?

4. Could you reduce the general level of prices by monetary
policy and also maintain full employment ?

5. Discuss the following statement: “If the backing held
against the issued notes consists of interest-bearing securities
surely the more notes in circulation the better.”
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INTERNATIONAL TRADF'

I

""HO BENEFITS FROM INTERNATIONAL TRADE?

EOPLE will try to import goods into a country if there is a

reasonable chance of selling them at a price which would
maximise profits from trade. The export of goods from one
country and their import into another will reduce the quantity
available for sale within the exporting country, and increase
the quantity available for sale in the importing country. One
reason why profits could be maximised by the movement of
certain goods out of one country into another is that the supply
relative to the demand for the product may be greater in one
country than in the other. This is not to say that goods will
only be exported from one country and imported into another
when the quantity of those goods bought per head in the
exporting country is greater than the quantity bought per head
in the importing country. TFor demand at any given price in
either country will be influenced by the size of the national
income, the way in which it is distributed between individuals,
and any differences in tastes which may influence consumers’
choice in either of the two countries. The export of a particular
good out of onc country and its import into another wui be
stimulated by any development which reduces the demand for
it relative to the supply in the exporting country, or increases
the demand for it relative to the supply in the importing
country. If the goods are bought in one country under freely
competitive conditions and sold in another under freely com-
petitive conditions, the sellers in the exporting country must
prefer the payment made for the goods to their continued
ownership of them, and the buyers in the importing country
must regard their purchase as a desirable use of that portion
of their available resources. The transfer of the goods under
these conditions will have benefited the seller, the ultimate
buyer, and the profit-making trader. Under freely competitive
conditions the profit-making trader will wish to maintain or
increase the volume of imports until the relative scarcity of
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that particular good in the importing country has been so
reduced (hat the diffe;ence in its price in the two countries is
only equal to the cost of transfer, including normal profit for
the traders.

We cannot say what effect the movement of quantities of the
good out of the exporting country will have on the sclling
price in that country until we know how quickly output can he
increased and whether any given increase in outpm will or
will not be accompanied by an increase or decrease in its
marginal cost of production. If the export in question is
produced with constant costs per unit, and its production can
be rapidly increased, there may be no rise in price, but if
marginal costs are rising there will be at least a temporary
rise in price until new producers expand the industry, and there
may be a permanent rise in price if production at the margin
is less productive, or if the additional factors needed to expand
the industry raise the cost of factors to the industry. If when
the good is produced under conditions of decreasing marginal
cost, and at a price equal to average cost plus normal profit,
the home demand is not larze enough to allow the most efficient
plants to work at outputs of lowest average cost, then the
addition of an export demand may be accompanied by falls in
marginal cost so great that the home price may be reduced.

In an international economy each nation may produce within
its own frontiers some goods sold only on its home market. It
may produce other goods for sale either at home or abroad,
and it may also produce goods for export for which there is no
demand on its home market. The extent to which any of the
national economies are dependent on the international market
for the sale of their products, may and does vary from one
nation to another, but most nations produce some goods for
home consumption and some for export.

When a nation produces some goods for home consumption
and some for export, the level of economic activity will depend
on the export demand and on the level of demand on the home
market. The export demand will influence the level of demand
on the home market in so far as the incomes received by those
engaged in the export trades are spent wholly or in part on
goods and services produced within the home economy. The
goods exported by one nation must be imported by some other
country, and these imported goods will satisfy part of the
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demand for goods and services in the importing country without
requiring the employment of any local land, labour et capital
to produce them. Consequently an increase in exports not
accompanied by an equal increase in imports wi'l lielp to raise
the level of activity in the exporting country, and an increase in
imports not accompanied by an equal increase in exports may
lower the level of activity in the importing country.

The import of goods that are of better value than the local
product will confer a direct benefit on the buyer of the imports,
but it may have an adverse effect on those who produce the
goods locally. The adverse effects may outweigh the benefits if
those who formerly produced the goods locally become unem-
ployed because the level of activity in the national economy is
reduced. But if the level of effective demand is high enough
to provide employment for these resources elsewhere, but their
owners arc unwilling to move them into these other employ-
ments, a temporary increase in unemployment may be necessary
to push them into employment, the products of which can be
sold on either the home or the foreign market.

When the national economy contains unemployed resources,
the government may try to raise the level of. attivity by reducing
imports. Having decided to try to reduce imports, it must then
decide which imports can be reduced with the least inconveni-
ence to the consumers to secure a given increase in national
employment, If the government examines the various goods
imported it will almost certainly find that there are some which
could not possibly be produced within the national economy
because the natural resources for their production do not occur
within the national economy. There may be other imports which
could be replaced by home-produced substitutes only at much
higher prices than those paid for the imported goods. Further
enquiries, however, may reveal other imported goods for which
perfect substitutes can be produced by the home industries at
prices but little greater than those of the imported goods.

Import restrictions which increase the home production of
substitutes for imports will add to total home employment unless
the effect is cancelled out by some other change such as a
reduction in exports. The exports of a country imposing
import restrictions may be reduced because the reduction in its
imports reduces the exports of other countries, and this causes
them to reduce their own imports. Tho imports of other coun-
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tries may decrease when their exports decrease, cither because
their int-rnal demand for imported goods falls as they produce
less, or because as exports decline they have less foreign
exchange tu ~pend on imports. Their imports may also be
reduced by the imposition of import restrictions by their govern-
ment, either to encourage the home production of substitutes for
imports, or as a reprisal to the restrictions imposed on its own
exports by other countries. This is not to say that import
restrictions will never increase total employment in any country.
We could only say this if every reduction in any country’s
imports was always accompanied by an equivalent reduction
in its exports. Clearly a country which contained the only
deposit of some mineral essential to modern industry might
encourage the development of substitutes for some of its
imports without suffering any significant reduction in its own
exports, whereas a country exporting a good which could be
produced almost anywhere would find that import restrictions
sometimes encourage damaging reprisals.

Before imposing import restrictions the government might
try to estimate the vulnerability of its own exports to any
similar restrictions imposed by other governments. The govern-
ment would probably decide that some exports which were
already difficult to sell because of keenly competitive alternative
supplies would be highly vulnerable; that with certain other
exports the greater cost of producing substitutes in other
countries would make restrictions unpopular in these countries,
and that restrictions were not likely to be imposed on the
remaining exports because the provision of substitutes would
cither be physically impossible or the cost would be prohibitive.
The freedom of the government to disregard the possibility of
reprisals will be greater, the greater the proportion of its exports
covered by the third category of exports, and this sense of
freedom will be strengthened if the world demand for such
goods is increasing, and weakened if the world demand is
decreasing.

There is, it seems, no certainty that every import on which a
trader can make a profit will add to the national income of a
country, because the imported good may reduce the level of
activity in the home economy. Consequently, when the level of
activity in the international economy is so low that many
,productive resources are wholly are partially unemployed, any
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one government may raise the level of employment within its
national economy by any action which raises the domectic level
of demand or which increases exports relative to imports. An
increase in one country’s exports or a decrease in its imports
which increases employment in that country will not necessarily
add to world employment, since the increase in employment in
the one country is achiecved by reducing employment in other
countries. But policies such as government-spending on public
works which raise the domestic level of demand can add to
total employment. Any one government may hesitate to intro-
duce such a policy because one immediate result may be to
increase imports relative to exports, as would happen if a
country imported more food whenever the domestic income level
rose. It would secem that the greater the tendency for the
increased income to be spent on imports, the greater the public
works expenditure necessary to stimulate any desired increase
in the national level of employment. Before we accept this
conclusion we must ask what will happen to the money paid for
imports. It will increase incomes in the supplying countries and
help to raise demand and employmeng there, but as some of this
increased income is spent and re-spent, some of it may be spent
on imported goods or on goods which contain imported
materials. Therefore the expenditure on public works within a
country will increase domestic craployment immediately, and
there may be a further increase later when some of the money
spent on increased imports returns as payment for increased
exports. If the money which leaked out to other countries to
pay for exports stimulated increased spending in the exporting
countries over and above the re-spending of the receipts from
the increased exports, it may happen that in the long run the
exports of the country which increased spending on public
works will increase by as much or more than the increase in its
imports. If this should happen, employment within the country
will be no greater with than without import restrictions, and
the increased income from the increase in activity should be of
greater value without than with restrictions.

If an international economy can have the same level of
activity with or without national restrictions on exports or on
imports, the value of the real income for the whole area will be
greater if there are no restrictions. The real income will be
greater in so far as the absence of restrictions enables the
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individual countries to use more of their resources on the
product'on of goods which can be sold on the international
market. Individual countries will only be able to sell goods
on the intcrrational market when they are cheaper than the
buying countries could produce for themselves. The cost of
producing the goods will be determined by the price and the
productivity of the factors used in their production. The price
that must be paid for the use of factors for the prodaction’of
any one good will be largely determined by what those factors
could earn in other occupations within the national economy.
The amount that factors can earn in other occupations within
the national economy will depend, firstly on the total supply
of factors relative to total demand at any given level of activity,
and secondly on how much employers are able to pay for the
use of the factors in these other employments and still earn
normal profits. We cannot assume that employment opportunities
relative to the available supply of factors will be the same in all
countries, because it is impossible for the factor, land, to be
moved from one country to another, the movement of labour
from one national economy to another is much more difficult
than labour movement within any given national economy, and
even capital is not moved from one country to another with
complete indifference. Consequently, if the rate of increase or
decrease in the size of the working population varies from one
country to another, and if the rate at which the stock of
capital increases or decreases varies from one country to another,
there may never be any two countries with the same amount
of land and capital available for use with each worker.

If there were only one possible combination of land, labour
and capital by which goods could be produced so that every
worker, for example, required the use of three acres of land
and £1,000 of capital to produce anything, the fact that no two
countries had the same quantities of land or capital to use with
each worker could give us a world with unused land in some
countries, unused capital in others, and some with unemployed
labour. The only remedy for this would be the international
movement of labour and capital into those countries where the
shortage of these factors prevented the organisation of pro-
ductive units. Fortunately the proportions of land, labour and
capital used to produce goods can be varied, so that we can use
more and more labour with a fixed amount of capital and land.
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As we in-rease the amount of labour used in the combination
we shall increase total output, but after a certain pomt each
additional worker will add less to the total product than any
one of those already employed. When the emnloy ment of more
labour would result in decreasing marginal returns, and if the
price of the product cannot be raised, increased employment may
still be possible with reduced wage rates. The same considera-
tions wili apply to land and capital. In countries where one
factor, say labour, was relatively more plentiful than land and
capital, we should expect the cost of using it as a substitute
for land or capital to be less than in countries where labour
was relatively scarcer to land and capital. This lower cost would
facilitate the substitution of labour for land and capital despite
falling marginal returns.

If the most efficient method for producing different goods
require the use of land, labour and capital in different propor-
tions, the uneven distribution of factors between different
nations can be partly eliminated by the development of national
specialisation and international trade. The plentiful and cheap
supply of a factor will then constityte a special attraction for
the industry using relatively large quantities of that factor. A
gain will accrue to the nation which specialises if at the national
level of employment attained with specialisation the value of the
marginal product of the plentiful factor is higher, and that of
the other factors is no lower than it would have been if the
nation had tried to be self-supporting.

If we call the factors of production used in making some-
thing its factor content, we can speak of the factor content of
imports and exports. A country where labour is plentiful and
cheap will tend to produce goods with a high labour content.
Countries where land or capital is the relatively plentiful factor
will tend to produce goods using larger quantities of these. They
will do this because the cheapness of that particular factor
gives them a price advantage in the production of such goods.
Some of the goods which a country can buy more cheaply on
the world market than it could produce for itself will be goods
heavily dependent on the use of the factor which is particularly
scarce in the importing country. In a country where land is
exceptionally scarce the factor content of the imports will
consist largely of services derived from land. By international
trade man is indirectly redistributing the factors by moving,
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the products of a relatively plentiful factor out of tb= country
where i* is plentiful and taking the products into a couatry where
it is much scarcer.

The total g~in in income from specialisation to the combined
economies of the two countries will come, in part, from the
greater marginal physical product of the plentiful factor by
using it in employments subject to less severe decreasing
returns. The exchange value of this marginal physical return
will be greater than the value of the goods no longer produced
in one of the countries, and which are now acquired through
international trade; otherwise the country would derive no
benefit from international trade. Within the country importing
the product of the factor that is more plentiful in the other,
factors of production other than this will be moved into employ-
ments where they form a larger proportion of the factor
content. For example, if in one country land to combine with
the available labour and capital is scarcer than in the other,
international trade will cause the movement of capital and
labour into non-agrarian pursuits, thus reducing the amount per
acre used in agriculture. The value of the products of these
transferred factors in their new employment will be greater
than the value of the goods they would have produced in their
former employment.

Under the conditions we have assumed, international trade
increases the total income of a two-country area by the better
use of the total factor supply. This better use of the total factor
supply does not necessarily mean that more of every factor
will be used in both countries. It may well mean that in one
the demand for land relative to the supply is increased, and
the demand for labour and capital decreased, while in the other
the demand for labour or capital is increased and that for land
decreased. An increase in the employment of a factor at any
given price per unit will increase the income of that factor,
and a decrease in its employment will decrease its income.
The development of international trade therefore may increase
the income of labour or capital in one country while reducing
that of land, and have the opposite effect in the other. Any
development of international trade which reduces the income
of the owners of a particular factor within a country is likely
to be opposed by them, and any development which increases the
income of the owners of a factor is likely to be supported by
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them, rerardless of the effect on the national income. As the
more productive use of the total factor supply is achieved by
reducing the national scarcity of certain factors, there is
always the possibility of some opposition within bcth countries
to a development of international trade whicn would increase
the national income of both. This opposition will be more pro-
nounced if a reduction in the employment of a factor is accom-
panied by a fall in the price per unit paid for those units of
the factor still employed.

Imports which threaten to reduce the income of the owners
of a factor may cause an agitation for restrictions to be placed
on them. The arguments for such restrictions are usually based
on allegations of unfair competition, or on the suggestion that
there is no net gain in factor productivity from the trade.
Imports may appear to constitute unfair competition and to
add nothing to total welfare, when the output per unit of some
factor in the national cconomy, if used in the production of a
particular good, would be as great as that of the foreign factor
used to produce the goods that are imported. For example, if
an acre of land in the United Kingdom would produce as much
dairy produce as an acre of land does produce in the countries
from which we import dairy produce, or if the output per man-
hour in our textile industry is as grcat as in the countries from
which textiles may be imported, hew do such imports serve any
purpose other than that of transferring income from Britishers
to foreigners? Such international comparisons of the product-
ivity of any one factor will be misleading if the amounts of the
other factors combined with it differ from one country to
another. When production is organised differently in different
countries, precise comparison of the productivity of any one
factor may be impossible, but if this is so, how can anyone
know whether intcrnational trade does or does not increase the
total productivity of the employed factors?

Whether we think of the national economy as an isolated
unit or as a part of an international economy, its income will
depend on the productive use of its factors of production.
Many of these factors can be used in one or other of several
different industries, and the community, by redistributing pro-
ductive resources between industries, can increase the produc-
tion of some goods by reducing the output of others; for
example, it can have more motor-cars and less clothes. When a
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decision is being made to increase the size of some i idustries,
and to rxduce that of nthers, the important consideration for the
community is not the productivity of any one factor but the
productivity of some combination of factors. The movement of
a given amount of land, labour and capital out of the clothing
industry and into the motor-car industry may mean that one
more motor-car can be had by foregoing 100 suits of clothes.

If we have two countries and trade is possible, we may import
either cars or clothes if both are produced in the other country.
In this second country, if both cars and clothes are produced,
they also will have to compare the number of one good they
must forego to secure any given increase in the quantity of the
other. Let us say that they also can produce one more car by
foregoing 100 suits. This can be true, although production in
one country, because of greater efficiency, requires less of some
or all of the factors to produce either commodity.

In either of these countries one more car can be produced
for the loss of 100 suits of clothes, and the price of a car will
tend to be 100 times that of a suit. If in either country a car
is sold for more than the cost of 100 suits, factors would be
moved out of the clothing industry and into the car industry
because of the higher rewards. No merchant would be tempted
to import cars from one country into the other when a car
exchanged for 100 suits in both countries, because the cost of
buying the suits would equal the selling price of the car. Trade
between these countries under these conditions would not
increase the productivity of the factors used, but since there
would be no stimulus to trade there would be no demand in
either country for import restrictions.

Trade between these two countries would increase the pro-
ductivity of the employed factors if in one country they had
to forego either more or less than one hundred suits to produce
one more car. If in one country they only had to forego so
suits to produce another car, the price of a car in that country
would tend to equal the cost of 50 suits. But an enterprising
trader, by taking motor-cars to the other country and exchang-
ing them for anything over 50 and up to 100 suits, would then be
able to secure anything up to two cars in exchange when he
returned with the suits. Under these conditions the imported
suits would ruin the clothing industry in one country, and the
imported cars would ruin the car industry in the other, but
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alternati—e employment would develop simultaneously as the car
industry expanded in the one country, and the clothing industry
expanded in the other. By the time one country had come to
specialise wholly on the production of cars, and the other on
clothing, the productivity of the employed factors would have
risen from 50 suits and one car in the first country, plus 100
suits and one car in the second country, that is from a total
fo. the area of 150 suits and two cars to an output of two
cars in the first country and 200 suits in the second. This
would give a net gain of 50 suits not because of harder work or
improved techniques, but simply because fuller advantage was
taken of the international factor supply.

By means of a simple example we have shown that inter-
national trade can sometimes enable two or more nations to
obtain higher yields from their employed factors of production
than would have been possible if each nation had produced only
for its internal market. The example used has been so simplified
that it makes agitation for import restrictions appear stupid.
It is important to recognise that those who agitate for import
restrictions are usually far from stupid. From their private
viewpoint the restrictions may be desirable even if they do
restrict the size of the national income. Furthermore, the prob-
lems created for factors displaced by competitive imports will
usually be more difficult than we have assumed. Even in our
simple example, where the displaced factors are immediately
absorbed into an expanding industry, as soon as we allow for
some of the imperfections of the existing economic system
there is the possibility that some transferred labour will be
better paid and some worse paid than before. From the
employer’s viewpoint there will be the problem of highly specific
durable equipment maintained by detailed replacements, and
most of which probably could not be transferred from the
production of cars to the production of suits or vice versa.
Within each national economy the industries may be located
in different regions and therefore transferred workers will be
faced with the need to begin a fresh life socially as well as
economically. In the short run these difficulties must exert a
strong influence on human behaviour, but their acceptance is
part of the cost that someone must pay if the economy is to
move forward, whenever there is the opportunity, to higher
standards of productivity, There is always the danger that
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economic behaviour, wholly determined by the narr~west of
short rv4 viewpoints, will provoke such a struggle t¢ maintain
the stutus quo, that economic stagnation will come to be regarded
as the highest possible attainment of economic progress.
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QUESTIONS FOR DISCUSSION

1. In the text it says “an incrcase in imports not accompanied
by an cqual increase of exports may lower the level of
activity”. Under what conditions would it be false to say
“will lower” instead of “may lower”?

2. Assuming wholly favourable conditions, tabulate the
advantages which may accrue to a country that increases its
exports without increasing its imports.

3. Would you agree or disagree with the following statement?
“The benefits derived by a country from reducing import
restrictions will be greater the greater the subsequent
increase in its imports.”

4. Would you say that both of the following statements are
true, and if not is either of them true? “The export of capital
out of Britain by not allowing home rates of interest to fall
reduced the income of the British worker.” “The export of
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capitrl out of Britain by increasing the supply of raw
mater1ils and food increased the income of the British
worker.”

5. Would trade unionists in a young agricr'tural country
increase or decrease the share of the national income
accruing to their members by supporting tariffs on industrial
products? Would you distinguish between the short run and
the lcng run effects?

THE TERMS OF TRADE
II

HE development of trade between nations may enable them

to produce more with any given use of the factors of
production and so increase the income of the area. To say that
international trade will increase the income of the arca does not
mean that the gain in income will be shared out betwceen the
participating nations on some agreed per capita basis, or that
there will be any attempt to distribute the gain according to
any principle of fair shares or mutual benefits. The share of the
additional product received by any one nation will be determined
by supply and demand on the international market. In our simple
example of two countries trading in cars and suits, the demand
for either will equal the home demand plus the export demand.
How many cars will the first country wish to exchange for suits
at any given rate of substitution, and how many suits will the
second country wish to exchange for cars at any given rate of
substitution?

Let us assume that in the first country there is such a keen
demand for suits that the community is prepared to export 19
cars to secure 1,026 suits, but that in the second country when
18 cars have been imported and 9go suits exported there is no
further demand for cars at a price equal to 55 suits each. An
increase in the volume of trade will now depend on whether
there is anyone in the second country who will give 54 suits
in exchange for one more car. If so, the first country will
receive 1,026 suits in exchange for 19 cars, and the exchange
ratio will be 54 suits for one car. Of the increased product due
to international trade, 8 per cent. will go to the first country
and 92 per cent. to the second. This distribution of the increased
product would be altered if the demand for cars in the second
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country rose so that more cars were desired than the first
country would supply at the rate of one car for 54 caits. If we
assurie that the second country now wants 30 cars, but that
the first has a sharply decreasing desire for additional suits
once it has got 1,026, it may be that 75 suits will have to be
given per car to persuade the first country to export 30 cars
in exchange for suits. Trade on these terms would share the
increased product from international trade equally beween che
two countries.

The terms of trade on which a nation exchanges its goods for
those of other countries may be affected by any of a number
of influences. If the country is the chief supplier of some
primary product for which the demand is highly inelastic,
attempts to sell the bumper crops may even reduce total income.
In some years the total quantity of a raw material that can be
sold on world markets may depend more on the general level of
activity than on price, but the value of, say, copra, to a native
producer for any purpose other than for sale on the world
market may be zero, and therefore any price may be accepted
no matter how disappointing. The alternatives open to a country
when the terms on which it can dispose of its exports worsen
will depend on the ease with which its productive resources can
be used to produce other things, but the supply of some of these,
for example, capital, may be so small that the alternative to the
continued export of some primary product at world prices may
be semi-starvation. Within the range of choice open to them
they maximise their income by continuing to export the primary
product, but had they correctly foreseen future changes in the
terms of trade, their allocation of resources would have been
different, and the range of choice of occupation in the present
would have been different.

Similar difficulties may face a manufacturing country, but in
such countries decisions about price may be more complex. It
will be the business man who will decide whether or not to
reduce the price of the product, and he may be able to suspend
or reduce the scale of his operations for a longer period than
the peasant cultivator. But when he does so he will reduce the
employment and income of the factors of production he normally
employs. Whether or not these factors will be able to transfer
to other employments will primarily depend on the willingness
and ability of business men to expand production in other
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industrie~, Under these circumstances the factors of production
may be villing to accept lower incomes, but this will only
increase employment if the demand for exports increases*when
orices are reduced, and if business men believe tha: a policy of
price reductions will be the best policy for them. Sometimes the
business man’s reaction to a deterioration in his foreign market
may leave the other factors of production no possibility of
adaptaticn, and at other times the owner of the other factors
may fail to recognise the need to accept the reductions in income
imposed by the change in the terms of trade and may deter the
business man from reducing export prices. If export prices
are reduced, and the nation favoured by the changed terms of
trade spends all its increased income on imports, employment
in the export trades of the country whose terms of trade have
worsened must be increased if it is to maintain the volume and
composition of its imports unchanged. Consequently, unless there
is a net increase in employment in the country whose trade
terms have worsened, there must be a decrease in the income
available for consumption in that country.

It may be that the change in the terms of trade will not be
expressed in lower prices for exports, but ifi higher prices for
imports. These higher prices may result in a higher rate of
spending in the importing country, and if the increased income
also increases spending on imports by the favoured country, it
may increase employment in the export trades of the country
whose terms of trade have worsened. The country with worsened
terms of trade may therefore find that it suffers a reduction in
real income from higher import prices, but that it offsets this
by increased production in the export trades and that the most
important final result is a changed income distribution accom-
panied by a higher rate of spending. But if the higher import
prices cause a reduction in spending on home-produced goods,
and if the favoured nation does not sufficiently increase the
volume of its imports, the country whose trade terms have
worsened may experience a decrease in both income and employ-
ment. If the higher import prices do not cause either a reduction
in home consumption or an increase in production, and if the
nation with improved terms of trade does not sufficiently
increase its imports, the nation with worsened terms of trade
may also have an adverse Balance of Trade and an adverse
Balance on current account, resulting in a financial crisis.
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QUESTIONS FOR DISCUSSION

What cffect would an unfavourable change in the terms of
trade of a country have on (a) a country with full employ-
ment, (b) a country with considerable unemployment?
Examine the implications of the following statement: “The
government of a country should use tariffs to encourage the
diversification of the economy if that country’s exports con-
sist largely of a commodity subject to violent price
fluctuation.”

Would you expect the terms of trade between primary
producing countries and manufacturing countries to be the
same with a world slump as with a world boom?

If the demand for certain primary products is governed
almost entirely by the level of activity in the processing
countries can the government of the primary producing
country exert any influence on the terms of trade during a
depression?

How might commodity speculation in, for example, wool,
affect the terms of trade for a large wool-exporting country?

THE BALANCE OF TRADE AND PAYMENTS
II1

WHEN people who live in one country sell goods and

services to people who live in aonther, they receive in

exchange either a money payment or the promise of such a
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payment. TLe division into the sale of goods and the sale of
services cvincides with the division intg visible and ¢nvisible
exports. Payments for visible imports are made for ¥oods
~ctually delivered into a country. The people pf g eountry may
also make payments abroad when they travel in®another country,
or for the use of passenger or cargo space on foreign ships or
aeroplanes, or to pay the premiums on insurance policies issued
for them by foreign companies, or immigrants may send money
back to the countries from which they came. There is also the
possibility that some people or the government may make gifts
to the people living in another country. The payments to be
made by a country to satisfy the above items for any given
period of time will constitute its expenditure on current account,
and if we deduct from this any payments to be made to it by
other countries under the same headings, and for the same
period of time, we shall know whether its expenditure on
current account was greater or less than its income on current
account. The balance on current account is not the same as the
balance of trade, since the latter only compares the value of
the goods exported from a country with the value of the goods
imported into that country, and exdludes all other payments.
What will happen if, within any period of time, the payments
to be made on current account by a country exceed the payments
to be made to it? The country with a deficit on current account
may hold some balances of foreign monies and some of this
may be paid out in scttlement; or if these balances of foreign
money are insufficient it may have foreign securities which can
be sold for foreign money, and if it has a stock of gold it may
make some of the payment in gold. If it is unable or unwilling
to meet the whole of the deficit by any combination of the above
methods, it may try to persuade the creditor nations to increase
their holding of its money, or of securities easily convertible
into its money, and failing an adequate response the other
nations must willingly or unwillingly become its creditors.
One country may become the creditor of another by granting
it credit or by making loans to it. The loans may be short-term,
medium-term or long-term. These loans or credits may be the
result of a joint agreement made some time before between
the nations concerned, or they may be the inevitable result of an
unforeseen default by one of the nations. When a loan is made
to meet an anticipated need, it may be used to increase the
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capital resources of the nation, or it may be a first-aia measure
to enabie a nation that is living above its income o avoid a
default. No matter what purpose a loan is intended to serve,
it will enable th: country which receives it to increase it.
imports without similarly increasing its exports, and it will
allow the lending country to increase its exports without neces-
sarily increasing its imports. If such loans are spent on mer-
chandise they will make it easier for the lender to export more
than it imports and thercfore to have a favourable balance of
trade; they will also increase the imports of the borrowing
country relative to its exports and so help to ensure that it has
an unfavourable balance of trade. But when the borrowing
country begins to make interest payments on the loan, or to
make capital repayments, it will tend to have a favourable trade
balance and the country which made the loan will tend to have
an unfavourable balance of trade.

The figures for a country’s balance of trade deal only with
one part of the country’s commercial and financial transactions
with the outside world. If we add the figures for invisible items
on to the trade balance fignres we have the account for current
items, and if to these we add those dealing with the export
and import of gold and foreign exchange, and those for the
granting of credits by one country to another, we have the
balance of payments. Each of these classifications of the items
can be criticised. If we consider the balance of payments for a
country we shall see that the two sides of this must always
balance, because it includes firstly the exchange of goods and
services for goods and services, secondly the payment of money
to meet, wholly or in part, any difference in the value of the
goods and services imported as compared with the value of those
exported, thirdly the granting of credits to cover any unpaid
deficit, and fourthly any increase in the international debts of
a country as an export of securitics and promissory notes to
the country granting the credit. The balance of payments state-
ment is merely a comprehensive statement of the items. We may
criticise the statement of current account items because it omits
the very important items of specie and capital changes, but
clearly if we were given a balance of payments statement, one
of our first steps in further analysis would be to separate off
specie and capital transactions from the items in the current
account. The most vulnerable classification is that of the balance
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of trade, especially because of its ambiguous use of the terms
favourabl: and unfavourable. But it has its uses, if onl> because
the figures for physical trade are available sooner than those
for other items, and so by estimating the valpe pfsthe invisible
items, informed guesses can be made about thé possible balance
on current account. Furthermore, when a country is failing to
earn enough on current account to meet its current liabilities,
it 1s uselul to know which items have changed for the worse so
that the reasons for the change can be discovered and appro-
priate action taken. These figures for the balance of trade, for
current account or for the balance of payments, are really one
part of the national income accounts, and the information they
contain requires supplementing by the accounts for internal
capital development and those for movements in the size of
stocks. Even then we shall want to distinguish between the
stock increases that were planned and those which occurred
because intended exports could not be sold on world markets
at sufficiently remunerative prices.

THE BALANCE OF TRADE AND PAYMENTS

BOOK LIST

Grade 1
Benham, F.—Economics, Chapter 26,
Samuelson, P, A.—Economics, Chapter 16,

Grade 2
Whale, B.—International Trade, Chapters 3 and 4.
Harrod, R. F.—International Economics, Chapter 6.
Crowther, G.—An Outline of Money, Chapter 10.
Sayers, R. G.—Modern Banking, Chapter 6 and Appendices 1
and 2.

Grade 3
Meade, J. E.—Balance of Payments.

QUESTIONS FOR DISCUSSION

1. When world prices in general are rising what effect would
a fixed world price for gold be likely to have on the inter-
national accounts of gold-producing countries?
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2. Discuss the following : “Since a favourable trade balance
increrses employment, the best thing for a count.y threat-
encd with unemployment is a large international debt.”

3. How can a contry which has full employment remove ar
adverse balance on current items ?

4. Is a country with an adverse balance on current items ever
justified in reducing the supply of capital equipment to ts
own industries to increase exports?

5. What are some of the possible consequences of a sharp
redistribution of income, taking from the larger incomes to
benefit the smaller, in a country which imports most of its
food and raw materials and whose exports consist largely of
capital goods supplied on long-term credits?

RATES OF EXCHANGE
v

N international trade, goods produced in one country are sold

in another, and as most countries have their own monctary
systems, this usually means that someone has to translate the
selling price of the commodity from the monetary units of the
seller’s country into the monetary units of the buyer’s country.
An Englishman trying to estimate the cost of a holiday in
France will want to know the charge in francs for accom-
modation, entertainment and travel. Having ascertained these
he will then want to know how many francs the travel agencies
and banks are likely to give in exchange for one pound sterling.
People who trade in commodities for which there is a world
market will make similar calculations most of every working
day. Such traders may use the currency of the country in which
they live to buy that of a second country, and with this buy
the currency of a third country, using this to purchase a
commodity which, when sold in a fourth country, will show a
profit after the proceeds of the sale are converted into the
currency of the first country. The payments involved in the
movement of goods or people from one country to another may
only be possible if one country’s currency can be purchased in
exchange for that of another. This exchange of one currency
for another involves a simultaneous selling and buying of
currencies by each party, since the money of one country is
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bought with that of another. Such transactions are not meant
to reduce .ither person’s stock of money, but to alter the national
composition and the local acceptability of both.

The demand from people living in one covatry for some of
the money issued by another will result, firstly, from the pay-
ments in that money which they know they will have to make
within a given time; secondly, from any decisions to hold a
satety margin against payments which may arise; and, thirdly,
some of them may wish to hold some stock of such money
because they believe that its value in terms of another currency
is going to rise. This foreign demand for a country’s money may
be for its legal tender, or for a banking adcount against which
cheques may be drawn in that currency, or for short-dated
securities for which there is a ready market in it. When one
country makes a loan to another or gives it credit, the imme-
diate result is to reduce the amount of its money that the
borrowing country needs to convert into the currency of the
lending country, to pay for any given volume of purchases. The
granting of loans or credits therefore can be regarded either
as an increase in the supply of, or as a reduction in the demand
for, the currency of the country making the loans or granting
the credits. Any repayment of these loans or credits will increase
the need of the debtor countries to exchange some of their
currency for some of that of the creditor country, without
necessarily causing any increase in the supply.

The supply of a nation’s currency coming on to the foreign
exchange market represents the demand of that nation for other
currencies. The demand for that nation’s currency represents
the willingness of other nations to supply it with their currency.
At any given time there will be a supply of and a demand for
any particular currency, with some tendency for the supply of
that currency to increase and for the demand to decrease when
exchange rates rise and for the supply to decrease and the
demand to increase when the exchange rate falls. An increase
in the exchange value of one currency in terms of another may
cause some of the currency that has risen in value to be used
for the speculative buying of the currency that has fallen in
value, thus increasing the supply of the dearer currency. Those
who have payments to make which require the conversion of the
currency that has fallen in value into that which has risen
in value, may run down their stocks of the currency that has
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risen in value, or postpone payment by obtaining 'anger credit
terms, and this will reduce the supply of the currenc; that has
fallen, in value.

There will always be some rate of exchange at which the
demand for one currency in terms of another will just equal the
supply. This does not mean that there is a rate of exchange that
will exist indefinitely without changing. We could only expect
an unchanging rate of exchange if the relationship bet ween the
forces which determine the supply and the demand remained
unchanged. But we know that a change in the terms of trade
may increase the demand for one currency without increasing
the supply, and that similar changes may occur with some of
the invisibles such as freight rates. Furthermore when it seems
likely that a particular exchange will become less stable, this
possibility may stimulate speculation in the currencies, and such
speculation may intensify the fluctuation in the exchange rate.

The value of a nation’s currency on the foreign exchange
market is determined by the demand for it relative to the
supply. As the demand results from the need to make payments
to a country, and the supply results from the necessity for that
country to make payments abroad, if we exclude the influence
of currency speculation, we can say that an increase in the
value of a country’s export of goods and services relative to the
value of its import of goods and services, will increase the
foreign exchange value of its currency. The value of imports
relative to that of exports can be changed by increasing the
value of exports more rapidly than that of imports, or by
reducing the value of imports more rapidly than that of exports.
But when the international exchange value of a country’s money
is increased, and its internal prices remain unchanged, the cost
of its goods to other countries will increase. Will not this price
increase reduce the demand for that country’s exports, and by
reducing the value of its exports relative to its imports, help to
push the exchange rate back to its former value? Cannot we also
say that an increase in the foreign exchange value of a currency
will, by making imports cheaper, increase imports into the
country where currency has risen in value, and so increase the
international supply of that currency?

An increase in the international value of a country’s currency
will increase imports into that country in so far as the demand
for imported goods increases when their prices fall. The total
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expenditure of its money on imports will increase only if the
price elasticity of demand for imports is greater then unity,
so that a 1 per cent. decrease in price increases the volume
hought by more than 1 per cent.

EXAMPLE

(a) The £ rises in value relative to the dollar by 1 per cent.,
the British elasticity of demand is unity and the American
elasticity of demand is zero.

(b) The goods entering into trade are British stockings at
10s. per pair and American cotton at 50 cents a lb.

(¢) The rate of exchange before the £ rises in value is 3 dollars
to the £ so that £100 buys 300 dollars.

(d) At this rate of exchange £100 will buy 300 dollars and 300
dollars will buy 600 1b. of cotton. Similarly 300 dollars will
buy £100 and £100 will buy 200 pairs of stockings.

(¢) When the £ rises in value by 1 per cent. the Americans
must give 303 dollars for £100 and thc British receive 303
dollars for £100.

(f) America still buys 200 pairs of stockings at 10s. per pair
and so spends £100 or 303 dollars. But Britain increases
the volume of her cotton imports by I per cent. from 600 to
606 lbs. and these cost her 303 dollars or £100.

In this example the balance of payments between the two
countries has not changed.

With a 1 per cent. decrease in the value of its currency the
expenditure of a country’s money on imports will only decrease
if the price elasticity of demand is greater than unity.

L]

ExAMPLE

(a) The £ falls in value relative to the dollar by 1 per cent.
The British elasticity of demand is unity and the American
elasticity of demand is zero.

(b) The goods entering into trade are British stockings at
10s. per pair and American cotton at 50 cents per Ib.

(¢) The rate of exchange before the £ falls in value is 3 dollars
to the £ so that £100 buys 300 dollars.
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(d) At this rate of exchange £100 will buy 300 dol!lars and 300
dollars will buy 600 lbs. of cotton. Similarly 350 dollars
will buy £100 and £100 will buy 200 pairs of stockings.

(¢) When tue £ lalls in value by 1 per cent. £100 will buy 29y
dollars instead of 300 dollars and £100 will cost the
Americans 297 dollars.

() America still buys 200 pairs of stockings at 10s. per jair
and so spends £100 or 297 dollars. But Britain decreases
the volume of her cotton imports by 1 per cent. from 600
Ibs. at 50 cents per 1b. to 594 lbs. at 50 cents a Ib. and these
cost her 297 dollars or £100.

In this example the balance of payments between the two
countries has not changed.

We should have had the same result if the import elasticities
of both countries had been half of 1 per cent.

EXAMPLE

(a) The £ rises in value by 1 per cent., Britain increases her
purchases of cotton bv half of 1 per cent. from 600 lbs.
to 603 Ibs. The dollar cost of this would be 3015 dollars
and these dollars would cost Britain £99 10s.

(b) The American decrease their purchase of stockings by half
of 1 per cent. to 199 pairs and these cost her £99 10s. or
301-5 dollars.

In this example the balance of payments between the two
countries has not changed.

For a 1 per cent. decrease in the exchange value of the £ in
terms of the dollar, to make any contribution to future exchange
stability the decrease in British imports plus the increase in
American imports must be larger than 1 per cent., and with an
increase in the valuc of the £ by 1 per cent. the decrease in
American imports plus the increase in British imports must
exceed 1 per cent.

An increase in the value of a nation’s exports, when more
can be sold at lower prices, will also depend on the ability of
that country to increase its exports in response to the larger
demand, without having to increase the selling price. The
extent to which a country can increase its exports of a small
range of goods without having to increase the price may be
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severety limited in the short run. If any industries were ﬁrevi—
ously working at the point of lowest average cost, every increase
in output may involve rising average costs. If, however, produc-
tion can be expanded with constant, or with decreasing average
costs, the expansion of exports may cause no *special difficulties
for the industries concerned. There are other more general
influences which may increase export prices, as, for example,
if .ae exports contain any of the now dearer imported materials,
or if the increased price of imports results in producers having
to pay higher rewards to factors, or if the increase in exports,
by increasing employment, reduces the marginal product of the
employed factor. If the exchange value of the currency falls
because the country’s exports are not sufficiently competitive,
any internal adjustment which cancels out the price reduction
effected by the fall in the rate of exchange will weaken the
exchange rate still further. Any alternative policy aimed at
preventing a further fall in the exchange rate must prevent
export prices from rising, and this may have to be done when
employment is increasing and some internal prices are rising.

If an increase in the foreign exchange value of a nation’s
currency caused an immediate inc-ease in its imports and a
decrease in its exports, currency values would only be able to
fluctuate within a narrow range. The possible fluctuations would
be restricted, because the rapid change in a nation’s balance on
current account would quickly convert scarce currency into a
plentiful currency. The speed and ease with which a country
can convert an adverse balance into a favourable one are
important factors, because if the movement from an adverse
to a favourable balance is a long and difficult process, a nation’s
stock of gold and foreign exchange may be exhausted before
the change is completed. Once the stock of gold and foreign
exchange is exhausted, a continuance of the adverse balance
will cause a greater demand for foreign currency in exchange
for the national currency than before. This impending increase
in the supply of a nation’s currency, with the consequent threat
of a fall in its value, will make other countries less willing to
hold stocks of that currency. Anything like a complete refusal
to hold a currency, or to give credit against it, could cause a
serious breakdown within a national economy, especially if
the nation’s exports consisted largely of imported materials
made up into manufactured goods.
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The tweutieth century has made us acutely awarc of the
foreign exchange difficulties which may perplex a nation. With-
out vnderestimating tlese difficulties, it still remains true that
foreign exchange rates are not wholly chaotic. In fact, govern-
ments have .ix.d exchange rates and held them fairiy
successfully for more than a year at a time. This suggests that
there may be some tendency for the imports of some nations
to increasc when their exports increase. An increrse i. a
nation’s exports, not offset by any internal decrease in invest-
ment or consumption, will increase the internal level of economic
activity. This increase in activity by increasing employment and
income will make possible further increases in demand if any
part of the net addition to income is re-spent. Whether or not
this increase in the national level of activity increases imports
will depend on the propensity to spend income on imports, that
is, on the preference for imported goods and materials. If
imports increase with every increase in the national income, we
can call this rate of increase the marginal propensity to import.
This marginal propensity to import may not be constant and
we may find that with some countries the rate rises as employ-
ment and income rise, but that with others the marginal propen-
sity to import may decrease as income rises. It is the tendency for
a country to increase its total imports when its exports have
risen, which helps to restrict the size of the fluctuation in the
rate of exchange.

The existence of forces which give some stability to exchange
rates does not justify us in assuming that such rates could be
fixed indefinitely. As we have seen, the factor resources of a
nation may change in course of time, and these changes may
modify or eliminate some of the comparative advantages which
stimulated trade in the past. When such changes occur some
nations may fail to make the internal adjustments that are
necessary to maintain the volume of their exports. There are
two possible adjustments. One is to reduce the factor cost of
their established exports, and the other to re-deploy their
resources to produce different exports. These changes in com-
parative advantage may cause acute problems when the pro-
ductivity gains from current technical developments are heavily
dependent on the increased use of capital, since the rate of
increase in the supply of this factor is largely determined by
the level of income per head and the willingness to invest. If
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some nadons have a larger income per head, a greater willing-
ness to irvest and a greater readiness to apply new technical
discoveries than the other nations, the phttern of international
trade may be subject to continuous change. Thg natjons that are
being left behind may then find that they c&n®only maintain
their traditional exports by a continuing process of price reduc-
tion, and that the easiest way to do this is by allowing some
of wae exchange rates to go steadily against them.

RATES OF EXCHANGE
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QUESTIONS FOR DISCUSSION

1. Why might a country that devalued its currency also increase
restrictions on imports? On what kind of goods would such
restrictions be imposed ?

2. Discuss the following statement: “If the demand for some
exports is not responsive to price reductions a currency
devaluation will only weaken the exchange rate still further
in the future.”

3. Would you agree that the trade union movement ought
always to oppose currency devaluation because devaluation
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only increases the demand for the currency, ralative to the
supply, by reducing real wages?

Ilow can a change of government affect the international
value of a currency?

Is the following statement true and does it prove that inter-
national loans incrcase economic instability? “If the more
developed countries make loans to the less developed. the
only thing we can say about future exchange rates is that,
the weak currencies will be weaker and the stronger cur-
rencies will be stronger than they are now.”
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