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PREFACE TO THE FOURTH EDITION

The book has been thoroughly revised and is now offered to
students as a comprehensive and up-to-date treatise on Advanced
Economic Theory. Fresk matter has been added to Chapters IV,
V, VI, VII, V111, X, XI, XII, XIII, XIV, XV, XVIL, XVII, XVIII,
XIX, XXI, XXII, XXIV, XXV, XXVI, XXVIII and XXXI.
Besides, the coverage of the book has been widened by the addition
of five new chapters on Demand Theory and Indifference Curves,
Development of Backward Countrics: Causes of Under-growth,
Process of Development: Capital Formation, The Problem of Ewm-
ployment in  Classicel and Keyncsian Economics and  Growth
Through the Multiplicr and the Accclerator.

Studies in Advanced Economie Theory differs from ordinary
text books in that, besides stating and explaining the views of other
economists, it offers in every chapter the author’s own contribution
to economic theory. Students are advised to read ecach chapters
several times, beginning with a rapid reading and ending with a
slow and intensive study.

Allehabad University, J. K. Menra.
April 1964.






PREFACE TO THE FIRST EDITION

In this little book I have discussed some of the problems in
pure Economics that have interested modern economists. Kach
chapter takes up oue particular problem and is therefore complete
by itself. I do not know to what extent the views expressed by me
here can be claimed to be my own. It is difficult for one to be
original in a field that is not the private property of any single
economist. What I can therefore claim to have done here is to
have indicated the views of modern economists and critically examin-
e¢d the same. Yet there are chapters in which I believe my views
will be found to differ considerably from those of other economists.
Chapters falling in this category are: The Scope of Economics, The
Philusophy of Wants, Price tn Relation to Prime and Supplemen-
tary Costs, The Dciermination of Price in Short and Long Periods,
and Risk, Rent and Profit. In other chapters the reader will have
to find out for himself where and to what extent I differ from
-others.

As the title of the book indicates, the present work is confined
to the treatment of some selected problems in advanced theory. It
is not a systematic exposition of the fundamentals of the science of
Economies. Students coming to the post-graduate classes do not
need to go over the familiar ficld once again. They are acquainted
vith the standard doctrines in pure Economiecs, and all that they
need to learn at this stage is to think for themselves, compare diver-
sent views on various topies and finally, co-ordinate them all.
Knowledge is imperfect and the ultimate truth always attainable.
There is for that reason no particular view on any aspect of theory
that can claim to be perfect. Truth lies fragmented and scattered
through the entire field of economic literature. The student must
learn to gather these bits of truth and put them together. In this
art he needs the help of others. A teacher who does not thus help
the student at the post-graduate stage does very little that the stu-
dent cannot do for himself. It is my hope that the few problems
T have treated here will be of immense help to students in this
direction.

The work of every author who does not nferely reproduce the
ideas of others must possess some distinctive feature of its own.
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And the students will find that my writing possesses a psychological
tinge. In the chapters on the scope of Economics, The Philosophy
of Wants, Co-ordination of the Theories of Interest and Risk, Rent
and Profit, for instance, they will find Economics treated from the
psychological rather than the business point of view. 1In the study
of advance theories such a point of view is, in my opinion, most
essential. But while I thus prefer one point of view, 1 do not dis-
parage the other; and it has been my constant endeavour to accom-
modate the divergent points of view wherever such an accommoda-
tion was possible.

There are many other problems that T should have liked to
discuss in this book. But I think 1 have perhaps been wise in
Yimiting their number and thus making the book convenient to
handle.

1 thank the Indian Journal of Economices for permitling me to
incorporate in this book some of my articles published in 1t I have,
however, mwade liberal changes in many of them.

Thete sre many to whom T have to acknowledge my debt. To
my post-graduate students who for years have kept on pressing
me for a book on pure Economics T owe this my final decision to
produce this work. To my colleagues I am indebted for their con-
stant encouragement in my work and I am particularly grateful
to Mr. P. C. Jain for his criticism and valuable suggestions some
of which have hecen incorporated in this work. He bay further
Lelped me in typing the manuscript and arranging the matter for
the press. Mr. R. N, Bhargava is another colleague of mine whom
T wish to thank for his stimulating comments on some of the topies
I have dealt with in this volume. To my mother and wife 1 owe
much. The sacrifices which my preoccupation with this work have
imposed on them are many and great. Without their encourage-
ment at home the completion of the book would have been very
nuch delayed.

January, 1948. J. K. MEHTA.
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CHAPTER I
THE SCOPE OF ECONOMICS

Human behaviour, which is the subject matter of the science of
economics, is in general the result of a state of disequilibrium of
the mind. The reason why our mind is in such a state is that it
ds influenced by the forces acting upon it from without. It is
because the world without is able to arouse a reaction that our
mind is in a state of unrest. A mind that could not react to stimuli
would be at perfect rest and would consequently be in equilibrium.
Disequilibrium of the mind 1is, as it were, the consciousness of the
protest of our mental self against the world that surrounds it.

There are different ways in which different minds react to
external stimuli. In some cases a given set of stimuli gives rise
to one kind of activity, in others to another kind. There are cases
azain, in which these very stimuli fail to arouse any activity. Such
cases are, however, rare and it is only in infinitesimally small num-
ber of cases that external forces do not stimulate even mental acti-
vities. In the case of those who have attazined the highest degree
of spiritual development the reaction is at times altogether absent.

It is the law of the human mind that it dislikes disequilibrium
and strives, therefore, to attain the state of equilibrium. Our acti-
vities, both of the body and the mind, are the means that we adopt
to attain equilibrium. The consciousness of the state of disequili-
brium is called pain, while the consciousness of the fact that dis-
equilibrium is being reduced or that equilibrium is being approach-
ed, is called pleasure. Thus, pleasure is merely the removal of
pain. The greater the initial pain, greater is the pleasure that
follows its removal. !When the maximum amount of pleasure is
obtained the pain is reduced to the minimum

So far we have made no use of the word want. When the mind
is in disequilibrium and strives for equilibrium it can be said to
be ‘‘wanting’’ equilibrium. Thus the presence of ‘‘want’’ and that
of pain are concurrent phenomena. So long as a want remains
unsatisfied there is pain and the process of its removal or satisfac-
tion yields pleasure. When the want is entire® removed there is
no further pain left to be got rid of and consequently there is me
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further pleasure. The state of the mind
in such a situation is one of equilibrium. There is no pain, no
pleasure, but ‘‘happiness’’ Happiness is then, we might say, the
consciousness of the fact that our mental self is in equilibrium.
Pain is the consciousness that the self is in disequilibrium. Plea-

sure is the consciousness that the disequilibrium is being fought

and redueed.

Our one ultimate want is then that of equilibrium. To satisfy
that want we have so to manipulate the gituation that our mind
ccases to protest against environments. There are two ways in
which that ecan be done. Either the environments can be changed
so as to suit the mind or the mind can be put in such a state that
it may not get ruffled by the environments. The adoption of the
former method which is so persistently adhered to by all of us, con-
gists in the rearrangement of matter around us. Ordinarily it is
described as the use of resources. Such a usc of resources requires
effort; it necessitates the undertaking of so many activities. Such
activities are the manifestation of the reaction of the mind to
environments. Our mind reacts through the body. ‘When, there-
fore, the mind is in disequilibrium it causes certain changes in the
body (ihe brain included) that result in the so-called usc of

resources.

The second method of establishing equilibrium consists in so
changing our own inner self that the mind finds itself unruffied by the
envirouments, that is, it does not have any protest to make. It no
more reacts to external forces. It continues to be in equilibrium.
This method is the more difficult to apply. Most of us do not know
what part of our self can educate the mind to submit, as it were,
to the forces working on it. There has to be no repression. The
mind has not to be prevented merely from reacting: it has to be so
changed that it does not react at all: Religion and philosophy have
much to teach us here.

Economists, as a rule, have considered only the first method
of securing the equilibrium of the mind. It has beem supposed
that we can remove disequilibrium by making a proper use of our
resources. It is true that the disequilibrium of the mind is re-
moved for the time being by the appropriate use of resources.
But, it is not possible to attain complete or perfect equilibrium,
even for a short while, by adopting the first method of controlling
or changing the emvironments. For, the forces that the mind

possibility of getting any
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generates in order to change the environmental effects, themselves
cause some disequilibrium of the mind. In ordinary language,
every activity undertaken to remove some existing wants creates
some new wants. For instance, if a man is hungry, he walks up to
a tree, plucks some fruits and eats them. His want of food is satis-
fied but the want of rest is created. For, the encrgies put forth
to satisfy hunger causes a tired feeling. The satisfaction of one
want creates another.

Nor is it possible to remove fully all the wants that we have
at any moment of time. In other words, it is not possible to attain
a position of perfect equilibrium even for a while. However, in
the absenee of the second method available, or in so far as only the
first method is considered, cconomics becomes a study of human
behaviour involving the use of resources for the removal of wants
or the attainment of equilibrium. Human activitics of the mind
and body then constitute the subject matter of our science. And
we look upon these activities as means to the attainment of equili-
brium. It is as means (to this end of equilibrium) that we are
concerned with them. Now, sinee it is not possible for us to attain
the position of perfect cquilibrium by the adoption of the first
method, all those who know this will realise that the actual object
of behaviour is the attainment of a position as close to equilibrium
point as possible. The activitics that we study then become means
to such a position.

It may be repcated that for the economist activities are means
to the attainment of equilibrium through the use of resources. The
study of behaviour, therefore, becomes the study of the manner in
which resources are utilised. Each use of resources is considered
as a means of getting as close to the equilibrium position as possible.
One use differs from another in respeet of its ability to take the
user towards the point of equilibrium. The eclassification of the
various uses of various resources that we as scientists have necessari-
iy to adopt is, therefore, based on this difference in the capacity of
means to take us towards the desired goal.

The resources at our command consist of both external and in-
ternal objects. As a matter of fact the use of resources, as already
observed, consists in relating the external to the internal objects.
Thus we are said to use sugar when we bring it in.relation to our
organ of the sense of taste.
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There are then certain ways of using the resources at our dis-
posal. If we make one particular use of them we are ncarer the
goal of equilibrium than when we make another use. A man selects
that particular use which takes him nearest the goal. And the
economist studies human behaviour in order to determine the
fundamental laws that govern the selection of sueh a use. It is
possible to determine fundamental laws because they actually exist.
And they exist because there is some uniformity and similarity
between one man and another in regard to the ways in which the
mind reacts to external forces. There is, further, such a similarity
and uniformity in the behaviour of the same man at different
moments of time. It is because there is such an identity, it is because
there is such an uniformity in the universe, that we are able to dis-
cover fundamental laws of human behaviour. Tt is the discovery
of ““the one in the many’’ that is the business of the science of
economics.

The reason why one use of resources is better than another is
that all uses are not equally good. One use takes us nearer the goal
than another because there are conflicts between wants. The use
of a particular resource is said to take us nearer the goal when it
reduces the disequilibrium of the mind to some extent; but it takes
us away from the goal when it increases it. In ordinary language,
the satisfaction of one want creates another. It is because wants
multiply in this fashion during the process of their satisfaction,
that every attempt to reach the final goal thwarts itsclf. However,
all ways of satisfying wants are not equally unsueccessful. Some
ways are more successful than others. Some create less new wants
than others. A man has therefore to think, to reason and to
exercise his choice in the selection of the proper way of satisfying
wants. We all have the faculty to reason and to think. Some
have this faculty in a greater measure than others. The economist
assumes that a man has sufficient reasoning power to enable him to
make the best choice. There are certain fundamental principles
which guide the man in making such a choice. The economist dis-
covers these fundamental principles. These principles or laws
constitute economic theory.

The fundamental fact then is that man wants equilibrium.
And to get tkis equilibrium he has to remove disequilibrium..
Removal of disequilibrium is, as we have already said, the same
thing as removal of pain. And removal of pain is again the same
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thing as getting of pleasure. It is for this reason that economists,
using more familiar words, say that the one end that directs all
human activities is the desire to secure maximum pleasure. Maxi-
mum possible pleasure comes from minimising pain as much as pos-
sible. And when pain is minimised we are closest to the final end
of equilibrium.

o far we have been talking in the most general terms, with-
out making any mention of the important factor ““time’’. Does a man
want cquilibrium in the present or does he strive for full equili-
brium in the end? Does he prefer less equilibrium to-day if that
enables him to secure greater cquilibrium in the future or does ke
prefer to have equilibrium now at the cost of the future? In at-
tempting to answer such questions we have to face problems that
have the time attribute. A man lives in the present. He has thoughts
about and anticipations of the future. But it is in the present
that all mental processes are performed and all the consequent
psychological states of the mind experienced. We are, therefore,
concerned with the present only—not with the dead past or the
unborn future. The future has interest for us only in so far as it
reflects itself into the present. All our caleulus of pleasure and
pain and our study of human behaviour are confined to what is
currently going on. It is obvious, therefore, that what a man aims
at is equilibrium in the present. He utilises the resources at his
command in such a way as to enable him to approach the end of
equilibrium as closely as possible in the present moment. And
since the end of equilibrium can be attained only by getting rid of
all wants, what a man strives for is the state of wantlessness in the
present moment.

That, however, does not mean that a man has no concern for
the future or that he is in any sense sacrificing the future com-
pletely for the sake of immediate gains. As we have already said,
the future might, and almost always does, reflect itself into the
present. We have some idea of the future and the anticipations
of the future do have a place in the present in the case of most of
us. The future is visualised; the enjoyment that one would secure
in the days to come makes some effect on our mind in the present.
The distant is always discounted. But the rate of discount is sel-
.dom cent per eent. In the psychological state of, the mind it is,
therefore, not only the present but also the discounted future that.
§s found to operate. But while the future thus has its part to play,
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it is always subservient to the present. It is not for the future as
future that a man cares; he cares for the future because it has
embodied itself into his present. It is, therefore, his present state
of the mind that he wants to reduce to equilibrium. And in so
doing account is automatically taken of the future to the extent to
wiieh it is able to find a place in the present.

And just as a man lives, feels and behaves in the present, so
also does the economist take account of and study only the present.
He studies the behaviour of a man at a time—naturally the present
time—and assumes quite rightly that the object of the behaviour
is to approach the state of equilibrium as closely as possible at once.
That is the object of every man and the economist observes, classi-
fies and analyses all the actions of men in the light of such an
objective. We are at liberty to say cither that the aim of all beha-
viour is to reach the state of mental equilibrium, or that the object
is to reduce pain to the minimum or increase pleasurc to the maxi-
mum, or even that the one final end is to attain happiness. Dis-
equilibrium is painful. The process of reducing disequilibrium or
approaching cquilibrium is pleasurable. The state of the mind
when absolute equilibrium is reached is one of happiness. Pleasure
and pain are concomitants of disequilibrium. Pain is associated
with disequilibrium; pleasure with the reduction of it. I’leasure or
satisfaction is, therefore, merely the mental recognition of the faect
that certain processes are going on that are taking the mind towards
the end of absolute or perfect equilibrium. Happiness is the end;
pleasure only the reflection of it. We feel pleasure when we know
that we are going towards happiness. We feel happiness when we
know that we have no pain, no wants, no disequilibrium at all.

‘What then is the real object of behaviour? Do we undertake
the various activities, that is, do we satisfy our wants in order to
get pleasure or to get happiness? Do we want merely to satisfy
wants as they are felt or do we want to get rid of them for all
time? Does the man that the science of economics studies desire
in reality to eliminate his wants and reach finally the state of
wantlessness? Or does he merely want to remove one want after
another without attempting to put a stop to the recurrence of any
want? Does a man merely fight the wants as and when they come
or does he try tp prevent them from coming? Does a man, in other
words, merely cure the disease of wants or does he also want to
prevent sueh a disease from coming? Are his actions curative or
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also preventive?! We must know what the real objeet of a man
is. For, we economists study and must study what actually exists.
All men strive to reduce wants to the minimum at each moment
of time. At any given instant a man has a number of wants and
ke plans to remove and get rid of as many of them as possible. He
wants to see himself without wants. At the moment of planning
his behaviour, he has the wish to get himself completely freed from
all wants. And at every moment he plans to see his wish fulfilled.
Whether by so wishing and accordingly planning he is able to
prevent the recurrence of wants in the future depends on what his
wants at the moment are. If the man realises the fact that since a
want onee removed is not for cver removed and that he has con-
gequently to perform his operation again and again, then he will
have the desire to prevent the reappecarance of wants. In other
words, such a man will think also of the future and plan his beha-
viour in such a way as to prevent as far as possible the recurrence
of wants. At the moment of planning, then, such a wise man will
have, in addition to his usual wants, one more want of seeing that
new wants do not arise in the future. Ie then plans his activitics
in sach a way as to satisfy the complex of wants to the optimum
extent. Ie will in all probability satisfy the usual wants to a
smaller extent; for it is by so doing perhaps that he can prevent
to some extent the recurrence of wants. While, then, all men have
the objeet of climinating wants in the present, some men have also
the objeet of eliminating wants in the future. Such an object of
eliminating future wants, as we have said, gets itself embodied in
the object of eliminating all wants in the present. For, the want
of having no wants in the future is itself a want in the present. Tt
can, therefore, be maintained that elimination of wants is the onc
universal aim of all behaviour. .

We cannot all at once remove all the wants. Those who have
the' want of enjoying the state of wantlessness for ever will have
no wants in the future when they are able to satisfy all the wants
in the present. IFor when that is done the want of never having
any want is also satisfied. But those who have merely the want of
removing the usual wants as and when they arise, arc not able
to free themselves from wants for ever. Nor do such people realise
that happiness is superior to pleasure and that the fact that every
time a want is felt it has to be satisfied proves t’hat wants are not
in their very nature welcome guests. They, therefore, remove their
wants in such a way as to encourage their recurrence and help the
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generation of new wants. They do succeed in getting pleasure for
the time being, but are unable to get happiness in the long run.

Sinee it is not possible for either of the two types of men to
remove all Wants at once, all that they can do is to remove their
wants to the optimum extent. This optimum extent is that which
maximises saisfaction or pleasure. Or, in terms of pain, it is that
which minimises pain to the greatest extent. Here the law of equi-
marginal utilities operates. Every man satisfies the wants in such
a way that the marginal satisfaction obtained from the application
of his time and energy to different objects of wants is the same.
When wants are considered and taken account of in their indivi-
duality, the satisfaction of each individual want becomes a means
to the attainment of the final end of gaining freedom from wants.
And then the satisfaction of these various wants in different degrees
amounts merely to the adoption of so many means leading to the
final end of wantlessness. But when the wants are considered col-
lectively then their satisfaction, that is, their removal, becomes it-
self the end. Whatever the composition of the wants, no matter
whether one of them consists of preventing the recurrence of old
wants or cropping up of new ones, the aim and object of behaviour
is elimination of existing wants. And since the wants are consider-
ed collectively the optimum behaviour consists in one that takes the
man closest to the ultimate goal of wantlessness.

Let us explain this point with the help of a diagram. In the
picture on page 9 there is a rest house representing the final end of
wantlessness. The roads stretching out in all directions from the
starting point represent the various means to the end, or what
appears as such to the tired traveller, This traveller represents
the person whose activities are under consideration. Ile can reach
the rest house in any one of the several ways. But there is only
one route which takes him continuously towards the rest house
without at any moment taking him unnccessarily away from it. In
the diagram this route is shown by thick lines. It is this route
and no other route which can be regarded as the means to the end.
At every crossing there is a right way as well as a wrong one of
proceeding to the rest house. Even by taking the wrong way the
rest house can be reached ultimately. But it can be reached only
by passing on eveptually to the correct road. Hence for the travel-
ler there is only one right way to the rest house regardless of the
starting point. The man at the position marked A has to take the



THE SCOPE OF ECONOMICS 9

dotted course before he can get to the right road. For him there-
fore the dotted path is the right path. For a man at the position

B it would likewise be necessary to travel backward along the dot-
ted path before he could get to the correct road. Retracing his
steps backwards is neccessary for him and must be considered as
the correet means to the end.

The rest house represents either the final elimination of all
wants or the mere elimination of wants at the moment, according
&s the man under consideration has or has not the want of prevent-
ing the appearance of new wants or the reappearance of old wants.
The best behaviour is that which takes the man as close to the rest
house as possible. In economies we study human behaviour as a
way of approaching the rest house. And we study it in order to
find out what laws it obeys.

The conclusion then to which we reach is that economies is
4a science that. studies human behaviour as a means to the end of
wantlessness. This end, it may be repeated, consists in the total
elimination of all the wants existing at the moment under con-
sideration. If one of these wants is the want of eliminating future
wants then the end of elimination of present wants becomes the end
of elimination of wants in all future periods as well.

There are few amongst us who realise thal real happiness is
obtained by eliminating for all times all our wants. What almost
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all of us think is that real bliss consists in getting as much pleasure
as possible. Without wants we think there would be no pleasure;
for there would be no want to remove and no pain to get rid of.
We have actual experience of pleasure only. That is, we have
enjoyed the agreeable feeling that is experienced when a want is-
removed. We, therefore, think that all that is possible for us to
have is pleasure. Pleasure must therefore be increased as much
as possible. We should, therefore, have as many wants as wc can.
If there are a few wants only there would be very little pleasure
also. When wants are many and intense there is correspondingly
greater pleasure, provided of course we can satisfy them. What we
fail to realise is that if we have no wants at all there is no pain
either. And it is the absolute absence of pain that is called happi-
ness. It requires imagination to be able to think of a situation in
which one would have no wants at all. We have always thought.
that it is impossible to eliminate all wants. A man cannot exist
without wants. He has always had wants and he will always have
wants. This belief has prevented us from trying to imagine a state
of wantlessness. But those who are preparcd to reason and to-
think will realise that pleasure is pleasure only because some want
s eliminated. Unfortunately wants keep on recurring and, there-
fore, fresh nccessity of getting or trying to get pleasure arises again
and again. If the wants were not to recur, the enjoyable feeling
obtained from the complete satisfaction of a want would continue
indefinitely. The very fact that we remove wants as they arise
shows that we do not like wants. It may be recalled that human:
mind wants equilibrium and that it cannot be attained unless all
wants are removed. The process of satisfying a want gives satis-
faction or pleasure only because the mind becomes conscious of the
fact that such a satisfaction of the want takes it towards the goal
—it takes it nearer the state of equilibrium. There would be no
pleasure obtained from the satisfaction of a want if it was not to-
take the mind closer to the point of equilibrium. It is because equi-
librium is desired for its own sake, it is because a state of wantless-
ness is the desideratum, that the satisfaction of a want yields a
pleasurable sensation. The satisfaction of a want is not desired for
its own sake. It is desired only because it is a means to an end—
the end of equilibrium or the end of a state of wantlessness,

A person wanting satisfaction of want is, therefore, wanting-
also the non-existence of wants. Concealed behind the desire tor
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satisfy a want is the desire never to have it. It is logic that helps
us to realise this fact. An appeal to common experiences of life
does not help us to realise it. For, as already said, we refuse to think
on these lines because there is the firm conviction that a state of
wantlessness is an impossibility. And for most of us it is no argu-
ment to be told that the fact that a thing appears impossible is no
proof that it is not desirable.

We have not discussed so far how the final end of freedom
from wants can be attained. One has first to have the conviction
that happiness is the rcal end of life and that it can be obtained
only by gaining absolute freedom from all wants. To win such a
freedom what is required is control over our body and mind. The
mind has to be prevented from reacting to external stimuli in the
usual manner. The seience of economics is perhaps not concerned
with the technique of giving up wants. It is one thing for the eco-
nomist to say that since the final end cannot be reached by satisfy-
ing the maximum number of wants one has to learn to give up some
wants, and quite another to point out ways that might be adopted
in ecrder to be able successfully to do so. Nor does the economist
always assume that a man has the object of winning a permanent
freedom from wants. He knows that every man desires such a
freedom at the time of planning the use of the resources at his com-
mand, without necessarily realising the fact that such a freedom
should in his own interest be a lasting one.

It is sometimes said that a man is faced with an economic prob-
lem when there are many ends to secure. In cases in which there
is only one end, with a number of possible means to it, there
is only a technical problem. This distinction between economic
and technical problems is interesting but it is doubtful if it can
stand the test of logic. For one thing, we economists have to take
one end as determining the conduct of a man. That end may be
viewed as the attainment of equilibrium or as reaching the state of
wantlessness or again as the optimum satisfaction of wants. The
end may be expressed as the pursuit of happiness, absence of pain
or maximisation of satisfaction. But howsoever one may express
the end of conduct, there is only one end. One can, if one so
chooses, consider the problem as involving a number of sub-ends.
And if such sub-ends are taken as ends, wo do certainly have in
economics a number of ends to reckon with. But without also re-
eognising the existence of some one end it is not possible to offer-
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any solution of the problem. And all economists have taken maxi-
misation of utility as this one end. We would prefer of course to
describe it as freedom from wants.

What happens then to the distinction between technical and
economic problems? If technical problem is defined by the condi-
tion that there should be only one end, then all problems that
economists are concerned with become technical problems. And in
that case what they call economic problems (problems with many
ends) become really means to the technical problem of maximisa-
tion of satisfaction, minimisation of pain or eclimination of wants.
It will, therefore, be realised that the distinction between technical
and economic problems is hard to make. The economic problem is,
as a matter of fact, a technical problem. Every problem whether
economic or not has a solution. And there is a technique of arriv-
ing at the solution. The term economic problem points to
a certain end of conduct. And the term technical problem suggests
ihat there is a certain method—a technique—of solving the prob-
lem. The problem of gaining freedom from wants is regarded as
an economic problem. There is a way of carning or securing that
freedom. That way is called the technique of eliminating wants.

There is one point that remains to be considered now. We
have seen that a man satisfies his wants—whatever their composi-
tion may be—to the optimum extent. And optimum extent is
generally understood as one that maximises satisfaction. In our
terminology optimum extent is defined by the nearest approach to
the state of equilibrium. Talking, however, in terms of the com-
monly accepted aim of maximising utility, the question can be
posed whether a man satisfies certain wants because he knows that
their satisfaction will yield maximum utility? Does a man first
think of the utility that he would derive from a certain type of
behaviour and compare it with utility that he would obtain from
a different kind of behaviour before deciding upon what to do?
Or does he somehow decide to do certain things without having a
previous idea of what utility he would obtain? Is, in short, utility
the guiding forece or merely the consequence of an act? If his
choice of action is not determined by the anticipated utilities from
the satisfaction of various wants, then what is it that helps him to
make a decision?

Man is said to be a rational being. He thinks and reasons
before he acts. He calculates in advance the consequences of his
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behaviour. That is why he is said to be rational. It is the result,.
as anticipated, of possible alternative activities that helps him to-
make his decision. Of two wants confronting him at any moment
he satisfies that which he thinks will give him more utility. It is,
therefore, the expectation of utility that determines his conduet.
This view is not incorrect but it needs to be stated and understood
properly. To explain human conduet in terms of utilities is to
ignore the motive force exerted by wants. As we all know, our
physical and mental activities are ordinarily caused by the presence
of wants. When we have a want we do something. We should,
therefore, be able to explain our behaviour in terms of wants. In
time-sequence wants come first, then activities and last of all utili-
ties.) Wants should, therefore, be considered to be the cause of
action, and action the cause of utilitics. To say, therefore, that
utility is the cause of our behaviour is, at least in form, like putting
the horse before the cart. And it cannot be denied that we often, if
not always, do what we think would yield the highest amount of
utility. We have, therefore, to reconcile the two views and find
the real truth.

The reconciliation has to be sought in the fact that it is the
expectation of utility that determines our behaviour through the
medium of wants. A man has, say, two wants at a particular
moment of time. Whatever action he performs must satisfy either
of the two wants, assuming that they are of such a nature and the
resources so limited that both of them cannot be satisfied. It is
obvious that in such a case both the wants would exercise a pull
on the man and the stronger of the two would succeed in having
itself satisfied. Whatever anticipation of utility the man might
have must exert its influence first on wants. If he thinks that the
satisfaction of want No. 1 will give him more utility than the satis-
faction of want No. 2 this knowledge will strengthen want No. 1
and enable it to fight successfully the other want.

Utilities then have their part to play. Wants howsoever gene-
rated are constantly being weakened or strengthened by the anti-
cipation of utilities. The mental processes of trying to measure
and compare utilities in advance are merely efforts to strengthen
or measure the intensities of various wants. Now, our anticipa-
tions in regard to the utilities to be obtained fl:om satisfying wants

1. Tt should be noted that even in the absence of wants there would be
activities. See Chapter II.
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are based on our past experience. We recall to our mind past inei-
dents in which the satisfaction of similar wants was involved.
Assuming that in identical conditions identical utilities must be
derived, we calculate the utilities that we are likely to get by satis-
fying various wants. The thought process involved in such caleula-
tions—the process of recalling to mind past incidents and analysing
them—is in a way the outcome of the natural desire to develop,
understand and make fully conscious all our wants. As we have
explained in Chapter III wants are not always fully conscious. A
fully conscious want is accompanied with more pain than another
that is only partially conscious. And, therefore, a more con-
scious want is expected also to yield more utility. The operations
of a rational mind are, therefore, the outcome of a desire to make
all wants as conscious as possible.

To say, then, that the object of all behaviour is to maximise
utility is the same thing as to say that the most intense wants are
satisfied before the less intense ones. The desire to make all wants
as conscious as they can be is itself a want. There is, therefore, in
the case of all of us the want of making wants fully conscious. It
js because this want is normally the strongest of all wants that
some rational mental activity is undertaken before the other wants
are satisfied. The desire to maximise satisfaction is thus an over-
riding want. Our normal activities can, therefore, best be deserib-
ed as the outcome of wants. The strongest wants naturally get
themselves satisfied first. It would be crude to say that our object
is to maximise satisfaction.

It-may likewise be pointed out that the desire to attain equili-
brium is also a want. We should not, therefore, say that the objeet
of all behaviour is to attain the state of equilibrium. But if we
take this point of view then our bchaviour becomes purely auto-
matic, with our mind and body being driven to activity by certain
forces in the same way as an automobile is driven by the motive
power generated by the internal combustion engine. However, it
is perhaps less incongruous to say that the attainment of equili-
brium is the object of all behaviour than to say that maximising
utility is our object. It has, besides, the advantage that it helps
us to realise that wantlessness is what we are all aiming at. That
our life is an attempt to free ourselves from the bondage of wants
and to attain Nirvaha is the fundamental truth to which this way
of understanding the object of all behaviour draws our attention.



CHAPTER 11
THE MEANING OF WANTLESSNESS

In the last chapter we defined economics as the science that
studies human behaviour as the effort to minimise pain in the long
run or, in other words, as an endeavour to gain freedom from
wants. It is necessary to know what precisely freedom from want
consists in.

We observed in the last chapter that different minds reaet to
external stimuli in different ways and noted that in those who have
attained the highest degree of spiritual development the reaction
is at times allogether absent. Such a statement might create an
impression that those who are spiritually most advanced do mnot
perform any bodily or mental activity, That however is not the
case. To understand this point we must differentiate between
action and rcaction. A mind can be regarded as acting when it
submits to the sum total of external stimuli. It can be regarded
as reacting when it protests against external stimuli. When you
go to a tree, pluck fruits and eat them you are in a sense protesting
against external stimuli. When you, on the other hand, eat fruits
because they have been offered to you to eat you are merely acting
in obedience to the command of the stimuli.

A spiritually developed person acts when he is exposed to
stimuli though he does not react. This way of understanding the
meaning of the word reaction incidentally helps us to realise the
fact that wantlessness is identical with non-violence. However our
purpose is to clarify the notion of wantlessness here.

It was seen in the last chapter that the state of wantlessness is
-one in which there is no pain and consequently no possibility of get-
ting pleasure. It was also seen that in the state of wantlessness
there is, therefore, happiness as distinguished from pleasure.

Now, then, we can say that when the human mind does not
react to external stimuli (which means, when it acts in obedience
to them) there is happiness. But there are at-any given moment
of time a number of external stimuli to which we are exposed. Of
course in making such a statement some danger is‘involved. . For,
it can perhaps be argued that at any one moment of time one can
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only be consciously exposed to one stimulus. And if there is a
group of stimuli such a group must be considered as forming only
one (composite) stimulus. However we belicve much scientific
precision is not sacrificed when we proceed to discuss the probler
in hand with the assumption that it is somehow possible for the human
mind to feel itself exposed to a number of stimuli at the same time.
As a matter of fact such an assumption is involved in all defini-
tions of economics in which man is regarded as a choice-making
unit.

‘When a number of stimuli exert their influence at once it becomes
in most cases impossible for the human mind to obey their com-
mands. For, some stimuli want the mind to do onc thing while
others want it to do just the opposite thing. Since wantlessness
consists in yielding to the force of external stimuli, it is necessary
to determine the net result of the various and contradictory com-
mands of all the simultaneously acting stimuli. This is at once
a difficult and an important thing to do. It is here that a man,
even when he is absolutely wantless, has to take decisions or exercise
choice.

In such situations, if his choice has nct to amount to the satis-
faction of a want, he has to follow the dictates of his conscience.
But how is one to find out what one's conscience says? In faet,
what is conscience and where does it reside? These are questions
that take us into the realms of metaphysics. But it suffices for our
purpose to note that a man has simply to do his duty. For, the
voice of conscience consists in the call of duty. When there is a
difficulty in finding what conscience has to say, we must go to our-
Guru—our spiritual master—and take his advice. Our spiritual
master has the charge, as it were, of our conscience.

When we do according to the dictate of our conscience we do
not satisfy our want: we just satisfy the want of environments as
it were. And when we yield to the wishes of our environments or,
what comes to the same thing, when we follow the dictates of our
conscience, we do not feel any pain, we just experience happiness.
This point needs some explanation. But at this stage it may be
noted incidentally that, if what is just said is correct, we suffer
(pain) only becguse we do not want to fall in line, as it were, with
the rest of the elements in our natural environments. We suffer
because we want to act on our own—because we want to do what
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we want and not what the entire machinery, of which we are a part,
wants.

In brief, then strict obedience to the orders of your (which
js the same as any body else’s) conscience constitutes a state of
wantlessness. Do not do what you want to do; do what conscience
wants you to do. Do not be driven by the individual self ; be driven
by the universal self. Do not be selfish; be selfless. In allowing
oursclves to be driven by our conscience we allow ourselves to be
driven by what we might call the cosmic forces. These forces ema-
nate from the Ultimate, the Absolute, the one supreme power—
God.

Witness here what Dr. Radhakrishnan says, ‘‘When we re-
nounce our attachment to the finite ego and its likes and dislikes
and place our actions in the Eternal, we acquire the true renunecia-
{ion which is consistent with free activity in the world. Such a
renouncer acts not for his flecting self but for the Self which is in us
all.”” Placing our actions in the eternal in the above passage means
doing things according to the dictates of our conscience.

The above explanation of the meaning of the word wantless-
ness serves to make one point clear, namely, that wantlessness does
not imply actionlessness. Activities, therefore, do not cease when
we adopt the policy of wantlessness. A society can adopt an eco-
nomic policy based on the objective of wantlessness without having
to alter its basic pattern of production. The production of goods
and services and their consumption would only change (but not
cease altogether) in conformity with the ideal of wantlessness.

We repeat, wantlessness is not the same thing as actionless-
ness. It means action as directed by the cosmic conscience. You
should not act as you, you must act as an agent of the higher
power. Witness here what Dr. Radhakrishnan says while explain-
ing Karma-marga: ‘‘For the wise sage who lives in the absolute, it
is contended that nothing remains to be done. The seer of truth
has no longer the ambition to do or to achieve. When all desires
are destroyed, it is not possible to act. Uttaragita states the objec-
tion thus: ‘For the yogi who has become accomplished as the result
of having drunk that nectar of wisdom, no further duty remains,
if any remains he is not a real knower of truth’. Sankara admits
sthere is.no objection to the performance of Work until one reaches
‘Geath; ‘even -after the attainment of wisdom. .. "Though strictly
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spcaking there is nothing that remains to be done by the wise sage,
as by God, yet both of them act in the world, for the sake of world
maintenance and progress, lokasamgraha. We may even say that
God is the doer—God acts through him and the question of right
and wrong does not arise, though it is impossible for such a one
to do any wrong. Poised in the serenity of the self he becomes
the doer of all works. He knows that he is only the instrument for
the work of God....The individual intelligence, mind and sense
function for the great universal purpose and in its light.”’

So when we say that in economies we study human behaviour
eonsidered as the effort to gain complete freedom from want, we know
what that means: human behaviour is to be regarded as action in
obedience to the dictates of conscience. For, in such obedience lies
happiness. All our desires spring from our challenge to our
environments. If we wish to be truly happy we must give up this
challenging attitude. The desire to own things and have
worldly possessions is the outcome of this challenge and it would
disappear when we yield to our environments. In that way we
fall in with the universal, cosmic scheme.

Wantlessness then consists neither in not eating and drinking,
nor in not earning income. All that is required is to do all such
things with a selfless motive: to earn not for our own use but for
the use of all those whom our conscience would like to be served.
Such a wantless attitude to life would secure, therefore, not only
onr own happiness but would enable us to contribute to social wel-
fare. The welfare of an individual would be identified with that
of society. Such an identity has been emphasised again and again

in scriptures. Here in our definition of economics it stands vin-
dieated.

I1 all of us were to follow the correct path to our happiness,
the work of the State would be greatly, if not completely, reduced.
It would not be necessary then to tax the rich for the benefit of
the poor. Nor would it be necessary to prevent anybody from
earning wealth beyond a certain limit. Mahatma Gandhi believed
in the trusteeship of the rich. He wanted the rich to earn and keep
their own wealth; he only wanted that they should use the wealth
for their own benefit as also for that of the poor. He, in other
words, wanted the people to be wantless. He drew our attention
to the fundamental identity of individual and social welfares. The
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solution of all our problems consists in following the path of want-
lessness. An enduring social structure can only be built on the
foundation of wantlessness. So long as wantlessness is neither
understood nor preached and practised, a society cannot relax its
efforts to force people to do what is in the interest of general good.
The best results can, therefore, be secured only by the adoption of
the methods of the true seeker after happiness—by following a
policy of wantlessness.



CHAPTER III
THE PHILOSOPHY OF WANTS

In the first chapter reference was made “to unconscious wants.
First, it was stated that the satisfaction of a want merely relieves
pain. Sccondly, it was remarked that the process of satisfying a
want often gives rise to new wants or makes some unconscious wants
conseious. It is proposed to consider here to what extent the gene-
ralisations of the first chapter would need to be modified, if at all,
when full account is taken of the influence and importance of un-
conscious wants.

Sinee in economic litecrature no mention seems to have been
made of unconscious wants let us begin by explaining the mecan-
ing of this term. \If a person has a want for a commodity its pre-
sentation to him should generate a flow of agreeable feelings. And
a commodity is said to be presented to a person when it is so placed
in relation to him as to be able to influence his conscious self. If
therefore the presentation of a commodity gives him pleasure it
proves that a want for it must have existed. | This want may not,
however, have been consciously felt. It is only when a man is
conscious of a want that he experiences some pain. For, he then
suffers the pang of an unsatisfied desire. While it is necessary that
the presentation of a commodity must give pleasure to the person
who has a want for it, it is not necessary that its absence should
always cause pain. A person who has never secen or heard of a
motion picture has no conscious want of secing it, and conse-
quently he experiences no pain. But were he to see such a picture
he would certaindy enjoy it. Pleasure in this casc is not preceded
by pain—the satisfaction of the want does not merely relieve pain.
The presentation of the object of unconscious wants, therefore,
makes a positive contribution to one’s stock of agreeable feelings.

Taking note of this fact we fecl the necessity of re-examining
the arguments of the first chapter. There our faith in freeing our-
selves from all wants rested on the belief that so long as we have
wants we must continue to suffer pain and that we cannot, there-
fore, relieve ourselves of pain altogether. When we take note of
unconscious wants we realise, however, that not all wants cause
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suffering. Our conclusions, therefore, should apply to conscious
wants only and indicate merely that efforts should be made to free
ourselves from the bondage of conscious wants. That is correct.
But should unconscious wants be at all satisfied§ Since their satis-
faction makes a positive contribution to welfare it seems all un-
conscious wants should be satisfied. But unconscious wants can
be satisfied only during the process of removal of conscious wants;
for, no want that has not entered the conscious region of our mind
can give rise to any purposive activity. When, therefore, all de-
sires are somehow given up the unconscious wants naturally remain
unsatisfied. If in order to be able to secure the positive contribu-
tion that the satisfaction of unconscious wants makes we were to
allow conscious wants to maintain their hold on us and make efforts
to satisfy them in accordance with the law of equimarginal utilities
we would be gaining a little at the cost of much. True it is that
with every satisfaction of conscious wants some unconscious wants
are automatically satisfied. But once they are satisfied they conti-
nue to recur as conscious wants for ever in the future. The rational
pursuit of happiness, therefore, consists in following the course of
action indicated in the first chapter in callous disregard of the exist-
ence of unconscious wants. There seems, therefore, no necessity of
modif--ing the definition of economics as a science that studies
human activities as an endeavour to reach the final end of happi-
ness.

It was stated in the first chapter that as far as conscious wants
are concerned their satisfaction merely serves the purpose of reliev-
ing pain so that the fact of experiencing a want and then having
it satisfied keeps us, as it were, at the zero level of feelings. It is
necessary, however, to note the fact that since agreeable and dis-
agreeable feelings last over a period of time the question before
us necessitates the summation of feelings over a time interval
Thus, for instance, a want causes a painful sensation which lasts so
long as it is not removed and, similarly, the process of removal of
a want produces an agreeable feeling which continues till the want
is entirely satisfied. It becomes, then, necessary somehow to sum
up over a period of time the agreeable and disagreeable feelings
and weigh them against each other in order to ascertain whether a
net balance of pleasure or pain has been caused by the presence
and then the removal of a want.

This difficulty is due to the fact that we are dtiven to the neces-
sity of applying the principle of arithmetic to data that do not
easily admit of such an application. It is arguable whether there
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is much sense in attempting to add together the intensities of feel-
ings experienced at two different moments of time. Mathematical-
ly that is possible but the result that such a calculation yields would
perhaps possess no significance from the psychological point of
view. The difficulty of adding up feeling into a total of some sig-
nificance is further increased by the fact that a want might last
for a shorter or a longer period of time than that over which the
process of its removal might extend.

However, it appears that one can safely maintain that if the
removal of a want merely fills the gap, the individual who experi-
ences a particular want and then has it satisfied is in a worse, at
any rate not better, psychological position than the one who does
not experience that want at all.

This statement is not likely to find roddy acceptance on all
hands. But it should be abundantly clear that the warrant for it
lies in the assumption that the removal of a want merely fills a gap.
Consider, for example, the case of a person who loses a shilling and
then finds it. He merely gets what he had lost and, leaving the
other after-effects of getting the lost money back (for that is the
implication of the statement that merely the gap is filled) it can
be said that there is nothing to set against the worry caused by the
loss of money during the interval between losing the shilling and
finding it.

It is essential to be clear on these points if our sympathy for
others is not to be misplaced. For instance, it is always maintain-
ed that an average poor man is not so happy as an average rich
man and that consequently the former is to be pitied more than the
latter. There is, however, no scientific justification for the distri-
bution of pity in such an inverse proportion to wealth. A poor
man has fewer desires than the rich and though his lower income
is able to satisfy fewer wants than the higher income of a rich man,
there are also fewer wants that remain unsatisfied. Since the satis-
faction of desires merely fills the gap without making any positive
contribution, there is nothing, in the case of a rich man, to be set
against the excess of pain caused by a larger number of unsatisfied
wants. It is true of course that the wants that remain unsatisfied
in the two cases are not precisely of the same intensity. In the
case of the poor there are perhaps fewer but more intense wants
left unsatisfied. .Yet when due allowance is made for the intensity
of his wants the balance of advantage still is on his side.
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It is sometimes argued that the poor man has the same number
of wants as the rich and the fact of his having a lower standard
of living does not indicate absence of desire for a better standard.
This, however, is not correct, The rich no less than the poor have
the desire to raise their standard of living. And the rich are, on
the whole, worse off as in their case there are a large number of
‘(unsatisfied) wants most of which in the case of the poor continue
to remain in an uncomscious state. Were there no unconscious
wants the difference between the wants of the rich and those of the
poor would of course have been negligible. For, in that case the
one important source of increase of wants would have been blocked
for the rich man.

It should not be concluded from this, however, that since the
poor man is happier than the rich, he should be able to bear a
heavier tax. In spite of his being happier than the rich the mar-
ginal utility of money for him is greater in most cases. Remember-
ing that the satisfaction of a want does not make a positive contri-
bution to welfare and that the happiness or otherwise of a man is
to be judged, consequently, by the number and intensity of un-
satisfied want, we should measure the burden of a tax by the addi-
tional pain that its imposition inflicts by causing some wants to
remair unsatisfied. A given tax (of a fixed amount), therefore,
imposes a greater burden on the poor than on the rich. The table
given below explains this point. i

POOR RICH
('lil_:ly obtatued from  Cost of satis- . Utility obtained from | Cost of satia-
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Here utilities obtained from the satisfaction of wants are ex-
pressed in terms of satisfaction. The cost of satisfying wants is
expressed in terms of money. The rich and the poor have different
types of wants requiring different amounts of expenditure. It is
assumed, in order to explain the point with the help of numericals,
that the utilities of different individuals can be expressed in terms
of a common standard of measurement. The poor man has only
€4 while the rich has £400. They are able to satisfy three and ten
wants respectively. The poor man is happier because he has fewer
wants unsatisfied. But the marginal utility of money (utility of
the last £) to him is 800 while for the rich it is only 8. In order
to make marginal sacrifices equal the rich would have to be taxed
to the extent of nearly £100 when the poor is made to pay only £1.
Here taxation becomes proportional, but that is because of the parti-
eular figures arbitrarily taken. The purpose of this table is to
prove that the fact that the poor is happier than the rich does not
mean that the marginal utility of money to them is necessarily
lower.

Further, our conception of happiness as the end of living, as-
gigming as it does greater importance to unsatisfied wants than to
those that are actually satisfied, enables us to perceive real differ-
ences between things which are superficially alike. Thus it is some-
times said that people who give up lucrative sources of income in
erder to be able to devote their time and energy to the pursuit of
such noble ends as freedom of their country all make equal sacri-
fices. Likewise it is believed that people who serve the poor deny-
ing to themselves the ordinary comforts and luxuries of life, make
sacrifices such as no ordinarily called self-centred man ever makes.
Such conceptions of sacrifice as underlie the above beliefs are
based on the common practice of judging the welfare or otherwise
of people by the wants that are actually satisfiecd. As a matter of
fact whether the man who spends a major part of earnings on
others in making greater sacrifices than those who spend on them-
selves, depends on the wants that such action leaves unsatisfied in
each case. Of two men, for instance, who take up the cause of their
country’s freedom one may be making far greater sacrifices than
the other in spite of their having given up equally luerative sources
of income. For the sacrifices must be measured by the pain that
unsatisfied wants inflict in each case. In the case of one there
might be more wants than in that of the other. that the lost inecome
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could have satisfied. It is necessary, therefore, to know the entire:
scheme of wants of a man before a correct idea of the sacrifices he-
makes by adopting a particular course of action can be formed..
Politicians, soldiers, philanthropists and the like have in general
greater praise showered upon them than a scientifically correct con-
ception of sacrifice would warrant.

There is, however, no possibility of maldistribution of sym-
pathy and praise and consequently of social injustice when it is
clearly borne in mind that happiness depends on the number and
intensity of unsatisfied wants. Economics must therefore be defin-
ed, it further becomes evident, as the science of human activities
considered as an endeavour to reach the state of wantlessness.



' CHAPTER IV
MEASURABILITY OF UTILITY

Consumption is a study of the principles that govern the satis-
faction of wants. And since the satisfaction of a want yields utility
(in proportion to its intensity) consumption can also be defined as
ihe study of the principles that govern the enjoyment of utility. The
phenomena with which we are concerned in such a study arc quan-
titatively and qualitatively different from one another. Unless,
thercfore, we are able somehow to make qualitative distinctions and
quantitative comparisons between them we cannot impart to our
principles the character of scientific laws. Perhaps no science,
unless it tends to be one of a purely metaphysical type, can contrive
to formulate its principles without relying in some mecasure, how-
ever small, on the quantitative measurement of the phenomena
which it studies.

It is not possible, therefore, to build up a satisfactory theory
of consumption without evolving a technique of comparing the
utilities of different objects. And here the question arises whether
it is necessary for us to be able merely to compare utilities or to
measure them as well. It is claimed, or at any rate assumed in
most cases, that comparison and mecasurement are different things.
For it is argued by many that though utility cannot be measured
it is yet possible to compare the utilities derived from different
commodities or different combinations of them. And, further, it is
claimed that for a formulation of the theory of value or of con-
sumption such a comparison of utilities is all that is needed. Let
us therefore take up this question of the difference between the
meanings of the words comparison and measurement and see whe-
ther such difference, as there may be, would justify the modern

.contention that utility is not measurable.

Before attempting to tackle the problem in a rigorous manner
it would perhaps be better if we considered it from the point of view
of a layman. Ordinarily it is believed that utility is not measur-
able for the following reasons:

(1) Utility is an abstract thing. A physical object can
e measured, but how can, it is said, one measure an abstract im-
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material thing? We cannot answer this question satisfactorily
without defining the word ‘‘measurability’’. But without going
4nto the question at this stage let us give to the layman’s question
a layman’s answer, by saying that there are other abstract things
which we are able to measure’. For instance, we measure energy,
electricity, heat, etc. To say, therefore, that utility cannot be
measured because it is not a material object is wrong.

(2) Utility is not constant, it is changing from time to time.
How can such a constantly changing thing, it is asked, be measur-
ed? Heat, weight, height, and such things are also not constant
and yet we are able to measure them. To be able to measure is
one thing; to have the measurement constant is another. The
-utility of a thing at the time at which it is measured is constant.
It can therefore be measured.

(3) Utility has no standard of measurement. Material objects
can be measured with the help of certain standards of measurement.
Thus, for instance, the length of an object can be measured with
the yard-stick. The weight of an object can be measured in pounds.
But utility, it is maintained, has no such measuring rod. To this
the simple answer is that all satisfactions in Economics are measur-
ed in terms of money. Just as_all lengths are measured in terms of
the yard so also all satisfactions are measured in terms of money.
Just as a material object has so many times the weight of a pound,
a commodity or a service has so many times the utility of (a unit
of) money’.

1. Tt is a mooted question in psychology, as also in eeconomies, whether
utility or satisfaction can be measured Whether utility, heat and such things
<an be mecasured depends on the precise meaning of the word measurement.
This word can be defined in various ways. In the widest sense utility and
such abstract things are measurable. Dr. Allen says in The Determinateness
of the Utility Function, Review of Economic Studies, Vol. II, No. 2, ‘‘The
aige of temperature from 0°C. to §°C. has nothing in common, for example,
with the rise from 5°C. to 10°C.’’ Further, ‘‘Without going into details,
it can be statod that temperature is only made measurable by assuming a
connection between temperatures and quantities of heat and so by imposing
an additive property on temperature increments.’’ (Italies ours.) Here Dr.
Allen obviously wses the word measurement in a narrow and, therefore, spe-
<cialised sense.

2. This is true omly if the marginal utility of money is coystant. Whep
dhe expenditure on the object whose utxlity is being measured is small as eom-
(Continued on nmext page)
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Material objects in fact are never measured. When we measure
a piece of cloth, for instance, all that we do is to measure its
length.! And length is immaterial in precisely the same sense i
which utility is.

(Continued from previous page)

pared to the total income aalvaible for expenditure, the marginal utility of
money is constant. It is not impossible, therefore, to express the utility of a
thing as a multiple of the marginal utility of money. Morcover, is it correct
to say that a thing that has no standurd of measurement is not measurable?

1. Do wc or can we measure length? Can abstract things like length
or utility be mecasured in the strict gense? In this conneetion Mr. Harrod
Bernardelli says, ¢ The argument in question is, that the degrees of want, of &
utility, with which Economies is concerned, are essentially immeasurable, since
they are magnitudes of intensity, an intensive magnitude being roughly de-
fined as a magnitude, no parts of which can be distinguished. Now it seems
beyond all doubt, that in general the phenomena with which psyehology is
concerned, have only an intensive magnitude in the sense defined, and, there-
fore, it is indisputable that an objeet can be measured in the strict sense only
4f it is divisible. But these two statements are not yet sufficient to condemn
the classical methods of Mathematical Economies as an arbitrary transgression
of the limits of human reason.’”’ The Revicw of Economie Studies, Vol. 1I,
No. 1.

Now if it be accepted that only those things ean be measured which are
divisible and those things are divisible whose parts can be distinguished from
one another, does it follow that we can measure a material object, say a
table? What we mcasure or claim to measure iy either the length or the
breadth or the height of a table. And are these attributes of a table psycho-
logical phenomena? If they are, can they he considered as divisible? It
would appear to follow from such considerations that all measuremeunts are
measurement perhaps of indivisible psychological phenomena and, therefore, no
measurement in the above sense.

Prof. R. L. Bishop says that ‘‘Davenport...... while insisting on the im-
portance of relative utility in cconomic reasoning, treats utility itself as ap
absolute magnitude.’”’ Prof. Bishop cannot conceive such an entity.

Prof. F. H. Knight commenting on Prof. Bishop’s article in the Journal
of Political Economy, April 1946, says that the fact that a variable is not
measured does not imply that it is not quantitative mn form. We are not, he
gnys, thrown back on mere ranking as the only alternative, implying that order
of differences has mno reality.

Charles Kennedy in his artiele Concerning Utility published in Economica,
New Series, Feb. 1954, agreeing with B. Russell regarding the meaning of ecer-
tain terms, says that measurement used in the narrow scnse should enable us
to say that ono magnitude is double of another. But utilities cannot be add-
ed or subtracted. By adding two utilities we do not get another utility: we
just get two utilities. Utility as a magnitude does not posscss the property

- (Continued on mext page)
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‘What emerges from the consideration of these points is that
there is no radical difference between utility and material objects
80 far as their measurability is considered. For a layman the
difference is due to the faet that in one case, he thinks, it is the im-
material utility that is sought to be measured while in the other it
is the material object itself that is measured. As a matter of faet
in both the cases, as explained above, what is measured or compared
is the immaterial thing. The more significant difference between
the two cases consists in the faet that while such things as the length
of an object cun be expressed as a multiple of the length of another
objeet, utility of a commodity cannot be expressed as a multiple if
the utility of another commodity is not given cqual importance.
Whether the recognition of this difference between the measurement
of utility and that of material objects (attributes of material objects
such as their length or weight) would warrant the statement that
utility cannot be measured depends on the precise meaning of the
word measurement.  But this question need not be taken up here.

If then there is no significant difference between the act of
measuring utility and that of measuring other objects, it follows
that there must be a significant similarity between the two. That
similarity 18 indicated by the fact that in both the cases what is actual-
ly done is comparison of phenomena. Comparison and measurement
might appear to differ in the sense that while one is relative the
other is absolute. When we say, for instance, that a certain table
is two yards long what we mean is that its length is twice the length
of the yardstick. We are not in reality measuring the length of the
table in the absolute; we arc merely comparing its length with that
of the yard-stick.

It is doubtful whether there is possibly any way of measur-
ing things in the absolute sense. This is a question that may be

(Conitnued from previous page)

of divisibility. Hence, he concludes, following Bertrand Russell, that it ie
wrong to use numbers for utility, for that would suggest that we can add and
subtract utilities.

Utility, says Kennedy, is determinate but not measurable, yet ‘‘much can:
be said with definitencss concerning magnitudes incapable of measurements.
The immediate judgments of equality, upon which .(as we saw) all measure-
wments depend, are still possible where measurement fails, as alos the imme-
diate judgments of greater and less.’’
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left to psychologists to answer. For our purpose it is sufficient to
take cognisance of the fact that in all those cases in which we as.
economists arc concerned, the phenomenon of measurement is a rela-
tive rather than an absolute one. It is pertinent to note that in the
case of utility what we do is to compare the utility of one thing with
that of another in precisely the same way in which we compare the
length of one objecet with that of another.

It may, however, be pointed out here that there is a difference
between such two abstract things as length and utility. The first
is divisible in the ordinary sense while the second is not. One has
the attribute of extension while the other has the attribute of depth
or intensity. The length of a thing can, therefore, be measured
in the sense that it can be considered as being the aggregate of so
many units. Such a conception of the whole as being an aggre-
gate of so many units is not quite possible in the case of utility
which has merely the attribute of intensity.

Whether the recognition of this difference between the attri-
butes of extension and intensity justifies the view that utility can-
not while length can be measured is doubtful indeed. Length is
perhaps considered divisible because there is some objective unit in
terms of which the extension is viewed. Cannot we view likewise
the intensity of utility in terms of some unit? When, for instance,
we say that we are willing to pay 25s. for a pair of shoes do we not
mean that the utility of a pair of shoes is equal to that of 23s.¢
And if we do, can it not be argued that a shilling has been taken to
be the unit in terms of which utility is sought to be measured or
expressed? But for the not very material point that the utility of
each of the twenty-five shillings may be different it is perfectly valid
to say that the utility of each of the twenty-five shillings added
together equals the utility of the pair of shoes. Though possessing
the attribute of intensity, utility can still be conceived of as being a
composite of so many bits of utility. We have, therefore, to note
that all that is possible for us to do is to campare utilities and not
measure them in the absolute sense. Material objects have their
attributes length, weight, ete., just as they have utility; and it is
these and not material objects themselves that we compare when in
common parlance we say we are measuring them.!

1. It is, however, worth noting that though utility and length are abstract
things, they are different from each other in one signifieant respect. The

(Continued on next page)
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Let us now see what importance the question of measurability
has in the theory of value. It was perhaps Pareto who first
emphasized the fact of immeasurability of utility.’ What he meant by
saying that utility was not measurable was that there was no-
standard of constant value available for the purpose of measuring
utility. Ile wanted to emphasize the fact that utility was merely
comparable and not measurable in the absolute sense. Of course,
from what has been said above it should be clear that this is true
more or less of everything. However, on the basis of this fact he
maintained that it was desirable to replace the concept of utility
by that of scale of preferences. One could only say, he argued,
that one preferred A to B without being able to say what actually
the utility of either A or B was. If we knew what utilities these-
two commodities possessed we could certainly order them out and
frame a scale of preference. But if we knew only the scale of pre-
ferences we could not from such a knowledge deduce the utilities
of the two things.

Later Professors Iicks and Allen. taking this point of view,
reconstructed the theory of value in terms of preferences. Since,
they maintain, utility or marginal uatility is not measurable we can--
not state the value theory in terms of utility; we can, however,
state it 1n terms of rate of substitution. Marginal utility, they
argue, has no exacet sense but marginal rate of substitution has.

(Continued from previous page)

length of an objeet is an attribute of that objeet: the utility of a commodity
is not the attribute merely of the commodity. It is a function of two variables:
the commodity and the want. The length of an object is certainly perceived
by the mind and there is no coneeption of length unless there is the human
mind to concecive of it. But that is no peculiarity of length; that is true of’
every concept. The difference that is relevant to our purpose is that while
the length of an objeet varies only with the subject (the standard of measure-
ment being given), the utility of a commodity varies with the object and the
want. Although the immaterial attribute of a material objeet thus differs from
utility it does not follow that utility cannot therefore be measured in any
sense similar to that in which length can be.

Graaff, J. De V., takes the extreme view that the weight of an object is-
not really a factual question. In the last analysis, it is an act of faith to-
decide by the verdict of a pair of scales.

1. Manuel 3’ economic politigne. We are told that similar views are
expounded by writers of the school of Lausanne. Professor Bowley states the
same postulates in his Mathematical Groundwork as were used by Pareto i
his Manuel.
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It is not denied by Professor Hicks or by any of his followers
.that utility can be known. By introspection one can feel what
rutility a certain commodity has for one. But one cannot give an
indication of it in terms of an objective, stable thing. All that we
.can, therefore, say in regard to human behaviour is that a person
prefers a certain commodity to another or one combination of com-
‘modities to another and that there is a definite manner in which
changes in (relative and absolute) prices affect his exchanges. The
knowledge of the manner in which a person reacts to change in
prices enables us to determine his scale of preferences and construct
bis indifference curves. And on these indifference curves his re-
actions to price changes can be indicated. Since these indifference
curves show only the rates at which one commodity is substituted
for another (so as to keep the total utility—whatever that may be
—constant), it is maintained, value theory can be built up without
‘knowing what the utilities of the eommodities are. And since it is
perhaps impossible to measure utility this method of stating the
‘value theory in terms of the rate of substitution is claimed to have
.an advantage over the ecarlicr technique.

The question whether utility is measurable or not has in recent
_years centred round the original postulates of Pareto. The import-
_ance of the new way of stating the theory of value (as expounded
by Professors Hicks and Allen) depends on whether utility is
.measurable or not. Pareto made two assumptions. First, that an
individual can say whether one combination of goods has utility
.greater than, equal to, or less than another combination. He can
therefore arrange the various alternatives in the order of their pre-
ference. Second, that the individual knows whether the change in
utility due ‘‘to transition from one combination of goods to another
is greater, equal to or less than the change of utility due to transi-
-tion from this other combination to a third’’. This knowledge does
not in any way affcct his scale of preferences; it only adds to the
significance of these preferences. If any three combinations of
goods are denoted by X;, X. and X, then the assumptions can be
stated as follows':

> >
X3==Xg and X;-—X’ =X1-—-X'
< <

1. It is interesting.to mnotc here what Prof. E. H. Knight has to say.
_Aceording to him a consumer can say whether a second change in bhis:.feeling
(Continued on next page)
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With the use of these two assumptions it can be shown, as Dr. O.
Lange has done, that since not only the changes in utility but also
those in inerements of utility can be compared, the utility is measur-
able in the sense that the utility function can be expressed as
U=A¢ (x,y, 2...... )+B.

1. Dr. Lange who opened this question of measurability of
utility again in recent years, says, ‘‘Any concept based either on
the signs of second derivatives of the utility function or on the
value of its first derivatives is linked to the assumption of measur-
ahility of utility.

2. ‘‘Especially the concept of marginal utility as something
being capable of numerical representation by indices (not a mere
preference direction) and the laws of diminishing marginal utility
are linked to the assumption of measurability of utility.”’

3. “*The two fundamental assumptions used by Parcto and
other writers of his and of the Austrian School (and by Professor
Bowley), are equivalent to the assumption that utility is measur-
able.  This fact has escaped their attention.”’

The conclusion at which Dr. Lange arrives is that when the
1wo assumptions of Parcto are taken together they show that utility
i measnrable. Commenting on this conclusion of Dr. Lange, Profes-
sor Bernardelli says, **Measurement of utility in the striet and
original sense is impossible  But this is only a trivial statement
to which no one necd objeet who claims measurability of utility,
since, correetly conceived, measurement of utility means only sub-
stitutive measurement, effective in the same way as the intensive
nagnitudes in Physies are measured by extensive substitutes.’’
Further, he states, “*Sinee utility can be represented by wutility func-
tions in an essentially unique way, provided we make use of postu-
lates T and II together. the thesis that utility can be measured is
proved.’’

Dr. Allen objecting to this view says that the fact that the
utility function ean be represented in the form of U=A¢ (x, y, z

(Continued from previous page)

is greater than, cqual to, or less than the preceding change. We can not only
say that A is greater than B and B is greater than C, but we can also say,
though perhaps less aceurately, whether A s greater than B by an amount
wreater or less than that by whieh B is greater than C. ‘‘We certainly make
such estimates in economies.”’—¢“Realism and Relevance in the Theory of
Demand”’, Journal of Polstical EBeonomy, Dee., 1944.
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....)+B does not mean that utility is measurable. He remarks,
“‘The important point to notice is the presence of the two arbitrary
elements in the expression of the utility function....It is necessary
to fix both the unit of measurement and the zero mark of the scale
of measurement. The choice of unit is equivalent to allocation of
definite value to A and the choice of zero mark to the allecation of
a definite value to B. Both choices are quite arbitrary.”’

It is true that the fact that utility function can be expressed
in the form given above does not mean that utility is, in every
sense, measurable. TFor though we may know and be able to say
that increments of utility differ from one another by a constant B,
we do not know what B is equal to. But this raises the question
whether an absolute measurc of anything is possible—a question
that we have already discussed. Sinece it is perhaps indisputable
that utility, like everything clse, can be measured in the relative
sense only, the form of the above utility function may be taken to
.prove that utility is measurable. Nor does Professor Iicks, utiliz-
ing only the first of the two postulates of Pareto towards the theory
of value in terms of the marginal rate of substitution, deny the fact
that utility is measurable. 1Ie¢ maintains merely that (and of course
Dr. Allen mentions the same fact) if we study the behaviour of
consumers who appear in the market as buyers of goods all that
we would find is that they give evidence of only onc fact, namely,
that they prefer one combination of goods to another. For instance,
we find that they prefer a certain quantity of commodity (or group
of commodities) A in combination with a certain quantity of money
10 a certain other quantity of A in combination with another
quantity of money. It is not necessary for us to do more than
merely take note of this, which the behaviour of individuals as
buyers and sellers reveals, in order to be able to construct a theory
of value.

All this is correet. But does it follow from these considera-
tions that Marshall’s theory of value rests on the assumption of
some knowledge that we do not and cannot possess t For Marshall price
in competition equals marginal utility for the buyers. It is argued
that since marginal utility cannot be measured we eannot say
what price would be equal to. Now, here again, we have to bear in
mind the distinction between the absolute and the relative concep-
tions of measurability. In the absolute sense utility is not measur-
able (and perhaps nothing is) but in the relative sense it is measur-
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able. All that is necessary to make Marshall’s way of stating the
theory correct is that we should be able to compare the utility of
money with that of the commodily in question. There is equilibrium
at the point where the utility of the amount paid as price is equal
to the utility of the quantity of commodity at the margin. Now,
there should be no objection to this way of describing the tendencies
that work themsclves out to a position of equilibrium’ even if there
could be one to the unqualified statement that utility is measurable.
Without asserting that utility is measurable in all senses it is pos-
sible to state the value theory in terins of marginal utility. Nor is
the necessity, we beliove, of Jthus recognising the measurability of
utility in the relative sense obviated by adopting the technique sug-
gested by Professors Hicks and Allen. In  their technique the
reactions to price changes are indicated on indifference eurves. A
higher indifference curve indicates greater utility but does not pur-
port to say how much greater. The measurability of utility 1is,
therefore, not postulated. That is true, it does not show what the
difference between the two utilitics in the absolute sense is. But it
does show that the utility gained by passing on to a higher indiffer-
ence eurve is equal to the utility of the additional amount of the
commodity represeuted by the distance between the two curves
marked out on the X- or the Y-axis, and on the same curve we com-
pare the utility of one amount of commodity (a combination of
commodities) with that of another. We do not know what the
amounts of the utilities are; but we do know that the utility of such
and such an amount is equal to the utility of such and such other
amount. It is preciscly on such comparisons that Marshall 's theory
is based. It maintains that the marginal utility of the commodity
is equal to the utility of the amount of money paid for it.

The diagrammatical way of representing the working of the
human mind in regard to the consumption or exchange of commodi-
ties by indifference curves is quite correct. But let us see how the
mental caleulus underlying this technique can be expressed in words.
When we observe a man exchanging certain amount of money for
a certain amount of a commodity all that we can infer is that the
last unit of money exchanged has for him the same utility as the
amount of the commodity that it purchases. In other words, we
can say that the last unit of money has the same utility as the last
unit of commodity when the quantity of the commodity that one
unit of money purchases is regarded as one unit. More than that
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we cannot say. This fact, it is true, can be represented by a dia-
gram. But there is no indifference curve that picturesquely reveals
itself to us when we observe the behaviour of an individual. It is
the rational and mathematical mind of the observer that translates
his conclusion into a diagram. Now. what does Marshall’s teeh-
nique postulate?

Marshall says that a man purchases that amount of a commo-
dity at a given price the marginal utility of which is equal to the
price. That is, the last limit of the commodity has the same utility
as the amount of money paid for it. This is an exact translation
of the indifference diagram into words. How does Marshall repre-
sent this fact diacrammatically? He draws a demand curve show-
ing the amounts that a man would be willing to buy at different
prices. The curve slopes downwards to the right. The fact that
he buys at any given price Y the guantity X of the commodity shows
again that the last unit of it has for him the same utility as the
price he has to pay. The curve does not show directly the utility
of the commodity. But it could be taken to represent the utility
of the commodity (in terms of some given constant) when the utility
of money is constant. The utility of money is, however, not con-
stant and so the demand curve cannot be locked upon as utility
eurve unless the amount of money spent on the commodity is so
small that for all practical purposes its marginal utility can be con-
sidered to be constant. But therc is no reason why the demand
eurve should also be considered as representing the diminishing
marginal utility of the commodity. Such a consideration is not
essential to Marshall's technique; though it is convenient to identify
demand curve with utility curve as a first approximation. The
downward slope of the demand curve indicates that in the first place
the utility is diminishing and, in the second, that utility of money
is increasing. Or to be more precise, the demand curve shows that
the utility of the commodity is decreasing relatively to that of

money.

All this does not imply that Professor Hicks’s technique has
no advantage over that of Marshall. But it is certainly worth
noting that (1) utility can be spoken of as being measurable in
more or less the same sense in which all other things are consider-
ed to be measurable and (2) that Marshall’s theory of value docs
not postulate measurability of utility in any sensc other than that
fin which Professor Hicks’s reformulation of it does.
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Recently the question of measurability has been tackled by a
number of economists from various angles. The names of a few
of them may be mentioned here as making useful contribution to
our understanding of the meaning of measurability of utility. They
are R. H. Strotz, I. N. Herstein and J. Milnor, H. Tyszynski, Milton
Friedman and L. J. Savage, F. Mosteller and Philip Nogee, Morgen-
stern and Newman Alchian, S. A. Ozga, D. Ellsberg, D. H. Robert-
son, K. Boulding, Charles Kennedy, Marcus Fleming and J. R.
Hicks." This is not a complete list; there are others who have taken
part in what one might call a symposium on Measurable Utility.

Some of these writers support the view that there is a sense
in which utility can be regarded as being measurable, others regard
the indifference curve technique to be superior to Marshallian de-
mand curve analysis on the ground that utility is not measurable
in that significant way in which material objects are.

In view of what has recently be written on this topie, some
further observations may be made on the nature of measurement.
In its most fundamental sense measurement is a process that is born
out of the relation of the human mind to external stimuli. It is
a process of aequiring knowledge of the external world; and such
a knowledge is symbolised by a notation. What is of the greatest
importance to note here is that in the widest sense the word ‘mea-
surement’ involves no physical activity. And it must be emphasis-
ed that since measurement is a process of acquiring knowledge and
since knowledge consists in grasping the connotation of an external
object, measurement has of necessity reference to properties or
aspects of things. Such an understanding of the meaning of the
word ‘measurement’ enables us to make out a prima facte case for

1. R. H. Strotz, (ardinal Utility, Am. Econ. Rev., May 1953; I. N. Her-
stein and J. Milnor, An Axiomatic Approach to Measurable Utility, Econo~
metrica; M. Tyszynski, Comparisons between Increments of TUtility, Eco.
Journal, June 1944; Milton Friedman and L. J. Savage, The Utility Analysis
of Choices Tnvolving Risk, Journ. Pol. Ecn., Aug. 1948; F. Mostcller and Philip’
Nogee, An Experimental Measurement of Utility, Joeurn. Pol. Eco., Oct. 1951;
A. A. Alchian, The Mcaning of Utility Mecasurement, Am. Econ. Rev., Mar:
1053; 8. A. Ozga, Mcasurable Utility and Probability, Econ. Journ., Sept.
1956; D. Ellsherg, (lassic and Current Notions of Measurable Utility, Econ.
Journ., Sept. 1954; D. H. Robertson, Utility and All That, Econ. Journ., Dec.
1954; K. Boulding, Survey of Contemporary Economics, pp. 10-11. Charles
Kennedy, Concerning TUtility, Economica, Feb. 1954; Marcus Fleming, Quart,
Journ. Econ., Aug. 1952; J. R. Hicks, The Measerubility of Utility, A Revi-
sion of Demand Theory, 1956.
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measurability of utility. Now it may be noted that this is the
widest sense in which the word ‘measurement’ can be understood.
For purposes of the convenicnee of handling this tool, however,
measurement has been classified into a number of groups. For
instance, there is measurement that is correct up to monotonic trans-
formation and that which is so up to linear transformation. And
the latter is of two kinds, one with an additive constant, the other
with a multiplicative constant.

To understand this point let us suppose that there are five
commodities arranged in ascending order of their utilities. Now,
let us say that the utility of the first commodity is 1, that of the
second 3, and of the vest, 5. 7 and 9 respectively. What is then
implied in such a series of numbers? The series brings out one
gignificant fact, namely that the utilities go on increasing as we
pass {rom one commodity to another. But these particular num-
bers appear to tell us more than what the mere order of commodi-
ties suggests. For instance, they suggest that the utility of the
sccond commodity is thrice that of the first. If, however, this rela-
tionship between the two utilities has to be ignorcd, we can scleet
any other series of uumbers such as 1, 2, 3, 16, and 11. In faet,
any scrics that represenis magnitudes of utilities in the sscending
order scrves our purpose. And since such a series of numbers
represents magnitndes of utilities it can be maintained that utility
is measurable. DBut since many series serve the purpose equally
well, utility cannot be said to be uniquely measurable. Mathemati-
cally, utility here is said to be measurable up to monotonic trans-
formation.

Now suppose that the above series represent total utilities of a
:ommodity when consumed in units. Thus, the utility of one unit
is 1, that of two units is 3, of three units 5, of four units 7 and of
five units 9. The marginal utilities are: then 2 throughout. In the
second series the marginal utilities are, 1, 1, 1, 7 and 1. In
all series within monotonic transformation, the marginal utilities
will be positive. More than this sign of marginal utility the mea-
surement up to monotonic transformation does not reveal about
ntility.

If, however, it is known not only that marginal utilities are
positive but that they go on increasing and utility is then to be
represented by a series of numbers, we have to choose particular
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types of series. For example, all the following three series reveal
the same fact of increasing marginal utilities:

3 4 4
8 10 11
15 18 21
24 28 34
35 40 50

Mathematically we can say that here we know the sign of
marginal utility and the sign of the rate of change of marginal
utility. Not all series of increasing numbers but certain series will
give the required information now. The utility now becomes mea-
surable up to lincar transformation. Some cconomists regard utility
to be a cardinal concept when it is represented by a series of num-
bers belouging to a family given by linear transformation.

Whether utility is measurable in one sense or the other (up to
monotonic transformation and up to linear transformation) depends
on the fact whether we can arrange in order utilities of commodities
or also differences between utilities of commodities. It is now
generally recognised that it is possible in most cases to say whether
differcnces in utilities are greater or less. Thus according to most
economists utility is measurable up to linear transformation. It is
further maintained that if we can make a choice between alter-
natives involving some element of risk, as we actually do, it shows
that differences can also be compared and ordered out.

1. Friedman and Savage, op. oil.



CHAPTER V
NATURE AND MEASUREMENT OF DEMAND

The word demand has been defined in various ways. In the
widest sense, it signifies a person’s desire to procure a commodity
or service for the satisfaction of his want. It is only in this sense
that Crusoe can be said to have a demand for a thing. In all other
senses, its use is necessarily limited to the case of exchange economy.
Crusoe, like any individual living and moving in a society, has wants
and the desire to satisfy some of them. In an exchange economy
wants are usually satistied by procuring commodities through acts
of exchange. Thus, satisfaction of wants involves two parties—
the one that demands and the other that supplies the objects con-
cerned. In the case of Crusoe, on the other hand, wants are satis-
fied in a more direct manner. Here the two parties, one demanding
and the other supplying, are merged into one. Crusoe demands
from and supplies to himself. In his case, just as in that of a
society, there is balancing of demand and supply.

The essential requisites for demand are: (1) the existence of
a want, (2) consciousness of its existence, and (3) the desire to
procure the object of the want. Demand thus understood can be
satisfied when one is able to make necessary sacrifices to procure
the object concerned.’

Some economists have defined the word ‘demand’ in terms of
quantity, that is, in terms of the quantity of the commodity purchas-
ed instead of defining it in terms of the essential desire as we have
done above, Thus, Mill writes, ‘(We must) mean by the word

1. The word procure as against the word have implies cffort. It is not
necessary to add that the desire should be to procure a thing by an aet of
exchange. That would limit the connotation of the word ‘demand’ by mak-
ing it applicable to cases of exchange economy only.

We cannot identify demand with mere desire unqualified by the word
procure. There are three stages leading up to demand. First, there is an
unconseious want, next there is the process of unconscious want becoming
conscious. It can then be called a desire—a desire to possess. After that
comes the third stage when the desire to possess gives rise to the desire to
procure the thing wanted. To procure, in this eontext, does not mean neces-
sarily to get it from another person.



NATURE AND MEASUREMENT OF DEMAND 41

demand, the quantity demanded’’, and Messrs. Weston and Crew,
in their dictionary of cconomic terms, define the word demand as.
‘‘the amount of the article which will be bought at a given price”’,
but later, changing the viewpoint, express the essentials of demand
by saying that demand is a wish to purchase plus purchasing
power. To define demand thus in terms of the commodities pur-
chased is to confuse the connotation of the term demand with the
quantitative measure of its denotation. Yet we often use the word
in this sense and in the pages of this book it has frequently been so
used.

According to our definition, every man who desires to procure
an object can be said to have a demand for it regardless of the
fact whether he can make the nccessary sacrifices to procure it or,
in an exchange economy, pay the price at which it is offered for
sale. Such a definition is not likely to be accepted by all. For
many would wonder how persons who can offer only a few paise
for, say, a precious diamond can be said to have a demand for it.
Such an objection to our definition is the result of confusing the
connotation of the term demand with its denotation. As we shall
see later, such poor persons certainly have a demand for diamonds.
though they are not able always to make the necessary sacrifices
to procure them. In thc case of poor men the demand curves, as
commonly drawn, are too low to cut the corresponding supply curves,
but their demand is there all the same. For the sake of
clarity, it becomes necessary sometimes to prefix the word *‘effec-
tive”” or ‘‘efficient’”” to the term demand.* Marshall, however, is.
more careful and he preserves the true sense of the term demand
when he says that a person’s ‘‘demand becomes efficient, only when
the price which he is willing to offer reaches that at which others.
are willing to sell’’.

It is really the measure of effective demand that people have
in mind when they define demand in terms of the quantity of the

1. Many other writers have explained the term corrcetly, but a few
only have made an attempt to frame logical definitions. Ely says, ¢‘Effec-
tive demand is sometimes defined as desire coupled with the ability to pay’’.
Seager writes, ‘‘Demand denotes effective desire coupled with ability to pay
the current price for the desired object’’ and Cairnes defines demand as ‘the-
desire for commodities and services, secking its end by an offer of general
purchasing power’’,



£ ADVANCED ECONOMIC THEORY

commodity bought. Walker’s statement, “Demand means the quan-
tity of a given article which would be taken at a given price’’ be-
comes more correct when the words, ‘‘effective demand is measured

AR

by’’ are substituted for the words ‘‘demand means’’.

There are two ways in which demand is generally measured.
Some writers measure it by the units of the commodity bought
while others measure it by the quantity of purchasing power offer-
ed in support of the desire for it.

Demand, being defined as a desire, its measurement must involve
the consideration of the intensity of the desire for the commodity
which is to be procured. Hence, the demand for a unit of a com-
modity is measured by the intensity of the desire or the keenness
with which that unit is desired. The desire, being a mental pheno-
menon, cannot be directly measured and hence recourse has to be
had to the medium of money—the measuring rod of all motives
and desires. If a person is willing to offer 20 rupees for the first
unit of a commodity, we may, for practical purposes, argue that
20 rupees measure the intensity of his desire for that unit, and
that, therefore, the same amount also measures his demand for that
unit. His total demand for the commodity is measured by adding
together the amounts which he is willing to pay for the successive
units of the commodity. If he is willing to pay 14 rupees for the
sceond unit, 4 rupees for the third, and nothing for the succeeding
units, we can measure his total demand by adding up these amounts
and say that his total demand for the commodity, when measured
in money, is 36 rupees.

But such a measurement of the total demand is of very little
use except when the chief object is to calculate the total utility
or the consumer’s surplus. The common method of measuring
demand is first to assume a fixed price and then to calculate the
‘total demand satisfied at the price. If the market price in the above
example was given as 12 rupees, we know that the person would
purchase only two units and his effective demand would be measur-
ed by 32 rupees. To say that at that price his demand is 32 rupees
is to express in a crude and confusing way what can be clearly and
directly expressed by saying that his demand for two units of the
commodity is measured by 32 rupees.

Though technically correct, our method of measuring demand
is of very little use. Some writers, perhaps for this reason, prefer
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‘to measure demand, in terms of money, by the total amount paid
for the commodity bought at a fixed price. But we should remem-
ber, the amount actually paid can never be said to measure demand
which is a desire to buy a commodity. The desire can be measured
by the amount which a person is willing to pay and not by the
amount he actually pays under a competitive system of purchase
and sale. Although the amount that he actually pays varies direct-
ly with that which he is willing to pay, yet it does not necessarily
vary proportionately with it and, therefore, in no way can the
amount actually paid for the commodity be said to measure the
demand for it.

The effective demand for a commodity, which means the desire
to purchase it at the prevailing price, varies with the intensity of
the desire with which the various units of the commodity are want-
ed and with its price. In other words, we can say that the intensity
of effective demand is a function of three variables, the initial inten-
sity of desire (the desire for the first unit), the rate of decrease
of this intensity, and the price. The price being fixed, the effee-
tive demand varies with the other two variable factors: the initial
intensity of desire and the rate of its diminution. Hence, one man’s
effective demand, measured in moncey, differs from that of another
due to difference in (1) the initial intensities of their desires, and
(2) the rates of their decrease, both these being expressed in terms
of money. All that can really be measured when the number of
uunits of a commodily purchased at a given price is known, is the
marginal intensity of the desire, that is, the intensity of desire for
the marginal unit. For instance, if a person buys 4 units of a com-
modity at the price of 10 rupees, it is obvious that the intensity of
his desire for the fourth unit of the commodity is not less than 10
rupces. More than this we cannot measure with these insufficient
data. It is true of course that the greater the number of units
which one can buy at the given price, the greater, other things being
equal, is the intensity of the total demand. But this only shows
that the number of units purchased at the given price is an indica-
don of the intensity of the demand and not its measure. The
method of measuring demand by the number of units purchased is,

1. It also depends on the utility of money, but when the desire is mea-
sured in terms of money this factor is eliminated. This raises the question of
the possibility of measuring utility or the intensity of desire in terms of
money. For a discussion of this point, see Chapter IV,



44 ADVANCED ECONOMIC THEOR¥

therefore, as much open to objection as the former method of mea-
suring it by the amount of money actually expended in the purchase
of the commodity.

Effective demand, being that demand which can be satisfied
by exchange or purchase of a commodity (we are talking of cx-
change economy), should really be measured by the total amount
a person is willing to pay for all the unmits of the commodity pur-
chased. If 1 am willing to pay 10 rupecs for the first unit, 6 for
the second and 4 for the third, I will buy 3 units when the price
is 4 rupees. My effective demand is, therefore, mcasured by 20
rupees.

However, demand as used in the enunciation and explanation
of the law of demand, is not thus measured. There demand stands
for effective demand, as defined and measured by the units of the
commodity which are purchased or intended to be purchased. In
the above example, therefore, the demand at the price of 4 rupees
is said to be three units. And when it is stated that demand in-
creases when the price falls, it is the increase in the number of units
purchased that is meant to be indicated and not the increase of the
intensity of the desire with which those units are purchased.

Sidgwick has pointed out that demand may increase in two
different ways. A clear understanding of these two kinds of in-
creases is necessary in order to perceive the precise causal relation.
ship betwcen price and demand. In the absence of two different
ierms to signify the two distinct kinds of increase of demand, a
great deal of confusion is likely to arise.

Demand increases when the price falls. This law of demand
states that the effect of a fall of price is the inerease of demand.
Hence the increase of demand is the result of the fall of price.
But when it is said that an increase or rise of demand leads to a
rise of price, the change of demand is the cause and the change of
price the result. The causal relationship is reversed. The first
type of increcase is called by Sidgwick extension of demand and the
second, intensification of demand.

It will be clear from what has already been explained that in
the expression ‘‘extension of demand”’, the term demand is used
in the sense of effective or efficient demand, for when the price falls
the intensity of the desire for a particular unit of the commodity
does not necessarily increase; only a greater part of the total desire
is satisfied.
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In the expression ‘‘intensification of demand”’, the term demand
js used in its true scumse, signifying the desire to procure a com-
modity. The increase of demand that tends to give rise to an in-
.erease of price is a real intensification of the desire for the commo-
dity. It may be noted that intensification of demand is represented
by raising the demand curve to a higher level.

A word may now be said about the difference between demand
as here defined and want. It will be remembered that demand is
usually defined as a desire coupled with the ability to pay the price.
14 is thus made to stand out clearly from want which is understood
as a mere desire without implying any willingness or ability to make
sufficient sacrifices to satisfy it. No distinetion is, of course, made
between what we have called conseious and unconscious wants.

1t might appear to many that want and demand as defined by
us are synonyms. That, however, is not correct. A want merely
significs a constitution of the type whose reaction to external stimuli
would generate an agreeable feeling when the object of want is
presented.  The subject may or may not be conscious of the possi-
bility of expericncing such an agrecable feeling on the presentation
of an object. When he is conscious, the want is said to be con-
scious. We have often called a conscious want a desire. Desire
as here used does not imply wish to procure the object concerned.
It merely implies the fact that the person is conscious of the possi-
bility of getting some enjoyment from an object if and when it is
available for use. There may, therefore, be a desire in our sense
without any willingness to make sacrifices to procure the object con-
cerned.  'When, however, the desire is coupled with the wish to pro-
cure the thing concerned, it becomes a demand. A man who is
hungry but is deeply absorbed in work has an unconsecious want of
food. When the work is done he becomes conscious of the want,
and yet he may not have a demand for food. For, under
medical advice, he may be observing a long fast. In this case he has a
desire in our sense without a demand for food. The conscious want
of food is overpowered, as it were, by another and stronger one of
fasting.

This distinction betwcen a want and a demand helps to explain
what was said in the first chapter, namely, that happiuess can be
attained by giving up wants. It is not sufficient merely to give
up demand. That is an act of satisfying a particular want in pre-
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ference to another that is rival to it. Thus a man who gives up
{he use of a car preferring to walk his way in the interest of health
satisfies the want of walking without actually giving up that of a
car. The pain caused by the want of a car remaining unsatisfied
continues to be felt, though not perhaps in the same degree in which
it would have been felt had the want of walking (a competing want)
not been satisfied. What is necessary in the interest of happiness
is not merely to give up the demand for a car but also the want of
it. Not only should we not satisfy a want (give up demand) we
should also not have it. A want cannot be satisfied without its
first giving rise to a demand. And the satisfaction of a want
requires sume cxertion either of the body or of the mind. Action
is necessary for the satisfaction of want. Thus when a demand is
viven up without giving up the corresponding want, action stops
without a wish disappearing. What is necessary for the attainment
of the final end of happiness is, therefore, not the suspension of
action but the giving up of wants. All this is not philosophy divore-
ed from Economics. It is Economics undivorced from philosophy.
If we study wants in Economics, we must know the full implica-
tions of satisfying and not satisfying wants as alse those of having
and not having them.

The difference between extension of demand and intensification
of demand points our attention to the difference between induced
and autonomous demands. When the price of a commodity falls
we buy a larger quantity of it. This is extension of demand. Such
an increasc of demand (of the quantity bought) is price-induced.
In the statement of the law of demand it is only such an increase of
demand that is implied. But the amount we buy of a commodity
can also inerease independently of any change in its price. Such
change of demand (of the quantity bought) is autonomous—it is
not induced by a fall of price. The law of demand is not concern-
ed with such chapges; it is not concerned with intensification of
demand, i.e., with autonomous demand.

It is important to bear this fact in mind. In the study of the
trade cycle and the theory of employment we have an occasion to
make a distinction of such a kind. Investment, for cxample, be
induced or autonomous. It may be induced by rise of consumptiom
or of income or it may be an autonomous investment. The multi-
plier effect is witnessed when there is an autonomous investment.
The principle of acceleration says that when consumption or demand
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or income increases the demand for capital-goods (investment) in-
creases by a multiple of that increase. Here the demand for invest-
ment is of an induced type.

Professor J. R. Hicks in his book The Revision of Demand
Theory falls into a pitfall by ignoring to make this distinetion of
induced and autonomous demand, 7.e., extension and intensifica-
tion of demand. The exceptions to the law of demand that he men-
tions, except the one due to the existence of ¢nferior goods, are not
genuine exceptions for the reason that this law is concerned only
with induced increase of demand.



CHAPTER VI
SHORT AND LONG-PERIOD DEMAND CURVES

Demand, like supply, varies differently during periods of
different lengths. A change in price causes both of them to vary
and the adjustments needed to bring about these variations require
time. In the case of supply the period of time required to complete
all those adjustments that are called for by the forces acling on the
production unit at a moment of time under consideration is called
the long period. Likewise, we can define a long period in the case
of demand to consist in the period of time that is necessary to make
a consumption unit complete all the adjustments that are called
for by the force acting on it at the moment of time under considera-
tion.

The moment of time that is considered for the purpose of the
determination of the length of the period is naturally that at which
a change in the price (actual or expected) occeurs. The forees
acting on the unit—production or consumption—comprise the price
of the commodity under consideration together with sueh other
reactions as the price-change might bring into operation.

In the case of demand, the increase of demand caused by a
fall in the price of a commeodity is in general less or more, accord-
ing as the time allowed to the consumption unit to register cffec-
tively its reactions to the fall is short or long. In other words,
the quantity of a commodity demanded increases in gencral, more
and more as time passes, till a certain level is reached.

Just as it is necessary to take the period of time into considera-
tion while drawing the supply curve, so also it is necessary to take
the length of time into account while drawing the demand curve.
In general, the elasticity of the long-period supply curve is greater
than that of the small-period one. Or, to be more correct, the clas-
ticity of the supply curve varies directly (though not proportionate-
ly) with the length of the adjustment period. The elasticity of
the demand curve also varies in the same fashion.

The maximum amount that a seller can sell at any given
moment of time equals the stock that he has on the spot, while the
amount that he chooses to sell is determined by the marginal cost
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of selling. When the period of time increases from a moment to a
short period of, say, a day or two, the maximum amount that he
can sell equals the amount that he has plus the amount that he can
procure from other sources within that time. Aud the amount that
he would sell is determined again by the marginal cost of selling.
The act of selling, in this case, would include the act of procuring
from neighbouring sources. Likewise, the amount that a person
can buy at any given point of time is limited by the sum of money
that he has set apart for expenditure on the commodity concerned.
By habit and a certain fixed budget scheme an individual has a
more or less fixed amount that he can spend on any particular com-
modity or service. And the quantity that he actually buys is deter-
mined by the marginal utility of the commodity. When the price
falls, for instance, he may buy a larger quantity than before but,
due to diminishing marginal utility, may not spend as much as
before on ils purchase. Even when the utility does not decline
rapidly he cannot spend more than the sum that he has habitually
been spending, unless some time is allowed to vary his expenditure
on other commodities (savings included).

In some cases, however, the maximum amount that one can
spend is not so rigidly fixed. For, even when no time is allowed
to make appropriate adjustments it is always possible to change
one’s planned budget within certain narrow limits. And whenever
there is some saving this possibility is greatly strengthened. Yet in
the case of a large number of goods the maximum demand is more
or less limited to what one can buy with the amount habitually
spent on their purchase.

When, however, a person has some time to make suitable adjust-
ments in the budget of consumption, the amount that he or she
can spend on a commodity becomes more flexible. One can then
(when the commodity becomes cheaper) draw upon the amount
habitually spent on other commodities. And the amount actually
purchased would, as before, be determined by the marginal utility
of the commodity.

Just as the marginal cost of production (selling being included
in the act of production) increases—unless there is impure competi-
tion—as more is produced and the rate at which it increases is
lower the longer the period of time allowed, the marginal utility of
the commodity decreases as more is purchased and the rate at which
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it decreases is lower the longer is the period of time allowed to make
necessary changes in the budget of consumption.

The amount that one can spend on the purchase of a commo-
dity can increase not only by the decrease of the amount spent on
other commodities or the decrease of the amount saved, but also by
the actual disappearance of some commodities from the scheme of
consumption. Such changes, however, require longer periods of
time than those that involve merely a cutting down of the expendi-
ture on other items.

The marginal utility of a commodity depends not only on its
amount but on those of other commodities also. ¥or instance, the
utility of tea depends also on the amounts of coffee, milk, sugar,
ete., that are available. The greater the quantity of substitutes
consumed the less is the utility of the commodity, and the greater
the amount of complementary commodities consumed the greater is
its marginal utility, In order, therefore, to secure the greatest
amount of utility from any addition to the consumption of a com-
modity that a fall of its price makes possible, one has to make appro-
priate changes in one’s consumption of other commodities, both rival
and complementary. Thus when the price of tea falls, in order to
secure the maximum possible utility from the additional pound of
tea purchased, the consumer has to decrease his consumption of
coffcc (the substitution effect becomes operative) and increase that
of milk. In this particular case, the increase in the consumption
of milk would take place only if the buyer was using greater quan-
tity of milk with tea than with coffee. Otherwise, the increased con-
sumption of milk would be confined only to that additional quantity
of tea that is purchased due to its lower price. Such adjustments
in the purchase of other commodities take time, so that the greater
the length of time allowed the greater and more effective are the
adjustments and, consequently, less rapid is the decline of utility.

In the case of supply, the amount offered for sale increases in
a period of sufficient length by the manufacture of fresh and in-
creased quantity of the commodity concerned. The demand like-
wise wmay increase in the long period due to the inerease of income
of the consumer. This, however, is likely to happen only in excep-
tional cases. For, the fall in price, even if it is a general fall in
the price level, is likely to leave an individual’s distribution of his
time and resources between production and consumption unaltered.
Cases are even conceivable in which a fall in the price level may
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lead to the decrease in the income of an individual. A rise in the
value of money (fall in the price level) causes the marginal utility
of money to diminish, so that the individual finds it to his advantage
to redistribute his real resources between the earning of money and
their direct enjoyment, transferring them from where they have
less to where they have greater marginal utility.

In cases in which a fall in the price of a commodity has such
an effect on income, the quantity demanded does not increase (and
may actually decrease) in the very long period. Hence, the limit
to the increase in demand is reached in a period of time of a mode-
rate length. The conclusion is further strengthened when we con-
sider a fall in the price of a single commodity or a small fall in the
price of one or a few commodities.

The above conclusion has, however, to be modified in the case
of a heavy fall in the price of commoditics or a very substantial
fall in the price of even a single commodity on which a consider-
able part of one’s income is habitually speut. For, in such cases
it is possible so to alter the general standard of living as to increase
rather than decrease the marginal utility of money. And when the
marginal utility is increased a shift of resources from direet enjoy-
ment o productive use becomes profitable. Suppose, for instance,
that a man of moderate income finds it difficult to buy a car the
price of which is Rs. 5,000. Now suppose its price, due to some
phenomenal change in the method of production, falls to Rs. 1,000.
1t then becomes possible for the man to purchase the car, and to
get the most out of it he would find it necessary to change his entire
mode of living by shifting, for instance, to a more distant but
perhaps an otherwise cheaper locality, and correspondingly adjust-
ing his budget of consumption. The possibilily of shifting himself
to a higher planc of living when the marginal utility of money is
greater, comes within his reach. It will then be again to his
advantage to work harder and add to his money income. A shift
of resources from direct enjoyment to production use takes place.
The demand for the car then increases further due to this increase
of income.

In this case, however, the demand increases from zero, that is,
in non-mathematical language, a new demand is created rather than
an old one increased. But, if we consider the aggregate market
demand for cars, it does increase even in this popular sense of the
word, in the fashion described above, when a substantial fall in the
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price occurs. However, the increase in the demand for a eommc-
dity eaused by an increase of income is often negligible as eompar-
ed to the increase of supply that is effected by fresh manufacture
of a ecommodity. The two increases—of demand and of supply—
are not, however, quite alike in nature. In the case of demand the
inerease is brought about by an addition to ineome which is ne
neutralised at all by a subtraction of income in other directions.
If a man works harder and thus adds to his income he does not do
80 by withdrawing his resources from other oceupations in which
they were employed for the production of income. What he does
actually is to transfer resources, as alrcady explained, from con-
sumption to production, that is, from leisure, rest and peace to
active usc in production. In the case of supply. increased produe-
tion of one commodity may often entail deereased produ.-
tion of another. At any rate, that is bound to be the case when
the resources are already fully employed. For, in that case, increas-~
ed production can be secured merely by the withdrawal of resources
engaged in the production of other commodities. Tt is unlikely,
however, for a situation to exist in which the resources, either of
an individual or of the community as a whole, are fully employed.
It is, therefore, possible for the supply of a comimodity to increase
by the transfer of resources to productive use from their employ-
ment in the direct satisfaction of wants.

‘We have seen that the demand for a commodity ean increase
in three ways. First, it can increase within the limits set by the
habitual expenditure on it. We might call it the income effect on
demand. Second, it can increase by the retrenchment of expendi-
ture on other commoditics. This might be called the substitution-
effect on demand. And in the third place, the demand can increase
by the increase of a person’s total income. This may be called the
production-effect. As already explained, these three kinds of
increase require different periods of time. And the extent to which
it is found desirable to push the demand in either of the latter two
ways depends on the ratc and extent to which the marginal utility
of the commodity can be changed. And since the marginal utility
can be inereased more the longer the period of time, it follows that
the time element affects demand in two ways. In the first place, it
enables one to release a larger amount of money for expenditure on
a commodity and, in the second, by increasing the marginal utility
of the commodity to a greater extent, it enables one to spend profit-
ably a larger amount of money on it. .
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The three ways in which the demand for a commodity can
increase are shown in the diagram below. D is the demand curve

D

-

0 ¢ ED F

showing that at price OP, OC is bought per unit of time. Let the
price fall to OQ. In the very short period, that is, the next unit
of time, the amount OD can be purchased at the new priece, OD being
such that area POCA is equal to area QODB. Whether this amount
will actually be purchased during the short period, depends on the
rate of decline of marginal utility. If the marginal utility of OD
amount is greater than BD the amount will be purchased. If it is
less it will not be purchased. If the marginal utility is as repre-
sented by the dotted curve, only OE amount will be purchased.
But efforts would be made to raise the marginal utility. To take
& very simple example, suppose the commodity under consideration
is teca. When its price falls, you do not find it worth your while
to purchase the amount ED because its utility is less than the price.
If you now deerease the consumption of coffee to a certain extent
the utility of tea will increase. ED of tca would now have more
utility than before, perhaps more than the price. Such a substitu-
tion of tea for coffee was not possible at the previous higher price
of tea. 1f the utility of tea now rises as shown by the continuous
curve it becomes possible to purchase the amount OD. The substi-
tution of tea for coffee, however, raises the marginal utility of coffee
and whether such substitution is profitable or not depends on
whether one gains more by spending the amount ED on tea by con-
suming less coffee or by spending the amount on some other com-
modity (or by saving it) and continuing to consume the same
amount of coffee ag before. If, however, the utility of tea is increas-
ed as shown by the continuous curve by decreasing the consumption
of eoffee, then incidentally some more money becomes available for
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expenditure. A part of this also would be spent on tea if the
marginal utility is sufficiently greater than the price.

The substitution of tea for coffee and other adjustments of this
nature do not require a long period of time. But there are other
adjustments which do require a moderately long period. For
instance, if the commodity considered is eleetrieity, a fall in its price
would require adjustments that take a sufficiently long time to com-
plete themselves. In the case of such a commodity, therefore, the
continuous curve would rise still further in a period longer than the
one we have been considering. If the utility curve actually rises
as shown by the thick continuous curve it becomes possible to buy
the additional amount DF of the commodity. The mouney required
to buy it is obtained partly by the release of expenditure effected
by the adjustments. If sufficient amount of purchasing power is
released to enable a person to buy the whole amount OF, no further
ehange will take place. If, however, the full amount needed to buy
the extra quantity DF is not released by the adjustments made, the
jndividual would have to work more and raise his income to cnable
him to buy the full amount. However, as the man works more the
utility of leisure increases and so it does not become profitable for
him to buy the full amount OF. In other words, as he works more
the cost of earning unit of money inercases. It has the same cffect
as that of raising the marginal cost of money. The utility curve
of the commodity, expressed as it is in terms of money, would then
fall and thus make it unprofitable for the man to purchase the whole

amount OF.

In the short period the demand curve is, therefore, as shown
by the dotted curve and terminates on the vertical line through D.
In a slightly longer period substitution effcet operates to a certain
extent giving us the demand curve as shown by the thin continuous
curve. It proceeds beyond the line through D, as some money is
released from other items of expenditure, making it possible to spend
more money on the commodity than that given by the area QUBD.

In a still longer period better adjustment can be made—(at
Jeast in the case of some commodities) and the demand curve takes
the position shown by the thick continuous curve. It, however,
terminates only a little to the right of the point at which the thin
eurve terminates. Sometimes long-period adjustments do not release
any additional purchasing power; they might even require a little
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increased expenditure on other commodities. In such cases, if
savings are not utilised for the purpose, actually a smaller amount
than before would become available for expenditure on the com-
modity under consideration. The thick curve would then terminate
at a point left of that at which the thin curve does.

In the very long period the individual would work harder, sub-
stitute production use for consumption use of his resources and
make available a larger income for expenditure on the commodity.
The thick curve would, thercfore, extend further to the right.

The importance of the long-period demand curve has not figur-
ed in economic literature as it should have. Time analysis on the
side of supply has engaged our attention for a long time. In the
discussion of the trade cycle and of the theory of employment we
have made extensive use of the concept of the gestation period. We
have recognised the fact that economic adjustments take time and
economic units respond with time-lags to forces acting on them.
Production and investment lag behind changes in income and con-
sumption. We have introduced lags in our models of growth but
our emphasis has always been on the supply side. Some models
have introduced time-lags on the demand side by taking cognizance
of the fact that income can be spent only after it has been earned.
Perhaps a more extensive use of the concept of long-period demand
curve is needed.

In this conncction it might be of some interest and importance
to note the fact that supply and demand are in a way two sides of
the same phenomenon. Not only do we need to remember that the
supply of a commodity can be spoken of as the demand for money
but also the fact that supply and demand of the same thing are
convertible into each other by a mere change of price. He who
buys a commodity would begin to scll it (provided he has or can
procure a stock of it) when its price rises beyond a certain level.

Take the casc of a normal demand curve starting from a point
on the Y-axis (price-axis). The height of that point gives the
maximum price at which the commodity in question would be
bought. Project the curve to the left of the Y-axis. It will then
chow that at higher prices the demand would be negative. Nega-
tive demand is the same thing as (positive) supply. Vice versa is
als(L true: when the price falls beyond a certain level supply turns
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its self into demand. That being so one should realise that what
is true of supply should also be true of demand.

That time analysis is possible on the side of demand can further
be seen from the fact that after all an act of buying a commodity
is an act of production. Production docs not merely consist of
manufacture; it consists also of transportation, storing and order-
ing of goods. When this fact is realised it becomes ecasy to see how
what is true of supply can also be true of demand.



CHAPTER VII
DEFINITIONS OF CONSUMPTION AND PRODUCTION

Want as ordinarily understood means a desire’. But in Econo-
‘mics this term has a wider denotation than most economists seem to
have realised. Thus, for instance, there are wants which may be
unconscious as well, as explained in Chapter I1I. It was there
pointed out that a want that has entered consciousness is accom-
panied with a painful feeling which lasts as long as the want remains
unsatisfied. When the removal of the want begins the pain is turn-
ed into satisfaction which continues till the want is fully removed.
A want of which we are not conscious is not accompanied with pain
and yet its removal, brought about by chance or otherwise, is attend-
ed with satisfaction. A want must be regarded as due to the pre-
sence of a factor affecting our physical or mental constitution. A
factor opposed to such a one would therefore remove the want.
The state of a man’s physical and mental constitution at a parti-
cular time can be regarded as being subjected to a number of fae-
tors (say, roughly expressed as the presence of warmth, darkness,
moroseness, cte.). Some of these are pleasure-affording while others
canse a painful or disagreeable fecling inasmuch as they affect our
state of consciousness. The former category of factors might be
regarded as counstituting objects of wants. The latter, on the other
hand, are just the reverse of these, their opposites, constituting the
objects of want.

Let us call all those factors which afford pleasure anti-want
factors and those that are opposed to them want factors. Want
factors are those, therefore, that cause a want to appear while anti-
want factors those that remove a want.

The effects of want and anti-want factors may either enter con-
sciousness or not. When the anti-want factors enter consciousness

1. The connotation of the terin want has not been carefully analysed by
economists. Most of them pass on to the discussion of the characteristics of
want without defining the term. However, it is evident, they use the term want
more or less as a synonym for desire. Chapman is perhaps the only writer
who calls it an ambiguous term. He says, want might refer to a craving ot
ionging or to a decision to make sacrifices, if need be, to possess somié' parti-
eular thing or perform some particular action.
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(and to the extent to which they do) they produce a pleasant feel-
ing while the want factors produce a painful fecling. The state of
consciousness at a particular moment (agreeable or otherwise) is.
the result of the combined effects of all want and anti-want factors
that have entered the conscious region of the mind. The satisfac-
tion obtained by the removal of a want, that is by the presentation
of an anti-want factor is measured by comparing the state of con-
sciousness before the removal of the want with that after its removal.
The amount of satisfaction, it can be scen, depends on the two states-
of consciousness. The one being given, the satisfaction is greater
or less according to the degree of the other. For example, the state
of consciousness after the removal of the want being given, the satis-
faction is greater the more painful or the less agrceable the state
of consciousness before its removal. The more fully is a man con-
scious of the prescnce of a want factor, other things being the same,
the less pleasant or agreeable is his state of conseiousness and, there-
fore, the presentation of an anti-want factor, that is, the removak
of the want (factor) would, other things again being the same, afford
by contrast greater satisfaction. But the more fully is a man con-
scious of the presence of a want-factor the less, generally speaking,
is he conscious of the presence of anti-want factors, and the less
pleasant is the state of his consciousness and, conscequently, the
greater is, by contrast, the satisfaction obtained by the removal of
the want. Thus, the more fully is one conscious of one’s disease,
the greater is the satisfaction obtained by the use of an efficacious
medicine. The more you are absorbed in work and the less mind-
ful of the heat of the day you are, the less is the satisfaction that
you obtain from a fan running overhead: In summing up we may,
therefore, say that the satisfaction due to the removal of a want
depends on the extent to which the man is conscious of the want
and anti-want factors present before and after its removal.

Wants thus understood are of two kinds. In the first place,
we have wants which when removed give us direct satisfaction such
as we get while eating a ecake. In the second place, we have wants
which when removed give us derived satisfaction such as we get
while making a cake. The act of satisfying the former kind of
wants is known as consumption, while that of satisfying the latter
kind is called production. Thus consumption and production both
satisfy wants though of different kinds. It is for this reason that
jt becomes diffcult in real life to separate an act of consumption
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from that of production. Consumption, as defined above, cannot
carry with it any painful efforts such as those which are necessary
for production. On the other hand, production always involves
some painful cxertion although it is always more than counter-
balanced by the derived satisfaction that accompanies it. Where it is-
not 8o, an act of production would never have been undertaken. The
pain involved in production is due to the effort which is necessary
to get derived satisfaction; and since pain must be due to a want
of which we are conscious, it follows that the pain caused by an
act of production is due to the (conscious) wants that arise during
the process of production. For instance, when 1 am making a cake
my want that leads me to this act is that of ““making a cake’’ and so
the removal of it gives me derived satisfaction and is therefore an
act of production. But this act of production causes some pain,
for T have to work both physically and mentally and this effort is-
painful inasmuch as it gives rise to a new want of rest and ease.
An act of consumption is never painful. In those cascs in which
it appears to causc pain, it must be realised that the act is not really
one of consumption. As explained above, production and consump-
tion always go together. For example, there is no want the removal
of which does not give some derived satisfaction. For example,
if cating a cake involves some pain experienced in taking the hand
to the mouth, this process of taking the cake to the mouth is an act
of production giving us derived satisfaction. It will be realised
that for every dircet or final satisfaction (afforded by consump-
tion) there is a long series of derived satisfaction (afforded by pro-
duction).

It has been said that an act giving direet satisfaction is con-
sumption while that giving derived satisfaction is production. Now,
as already mentioned, every act gives both direct and derived satis-
faction. When considered as a mere act, a given end to be accom-
plished, it gives us direct satisfaction. But when the same “act is
considered as a means to some remoter cnd, an act necessary for
the accomplishment of some object, it gives us derived satisfaction.
Tn the former casc the act is consumption, in the latter production.

Hence, the difference between consumption and production is
of the order of that between an end and a means. No act is an end
§n itself, nor is there any act which cannot be considered as an end.
Thus there is no act of production that cannot be considered also
as one of consumption and vice versa.
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Let us now see how these conceptions of consumption and pro-
duction fit in with the statements of increasing and diminishing
atilities, namely that consumption decreases (marginal) utility and
production increases it. It may be wondered how production can
.create or increase utility when it is said to be an act of satisfying a
want. Does not, it may be exclaimed, the act of satisfying a want
yield diminishing utility always as the satiety level is approached?
‘When I make a cake I get derived satisfaction and it would appear
that the reaction of such an act on utility must be of the same kind
.as that of consumption. But a little reflection on the point will
make it clear that when I am engaged in making a cake, although
I am deriving satisfaction, that satisfaction—derived as it is—natu-
rally increases with the approach of the consumption of the act of
making the cake. My more ultimate want being that of
.a cake and the derived satisfaction being obtained merely from the
.assuring thought of finally having a cake, the satisfaction that
accrues during the process of production must naturally inecrease
with every approach to the ultimate want. Consumption, on the
other hand, being the enjoyment of direet or final satisfaction, and
dinvolving no act of approach to the ultimate objeet of want, must
naturally yield decreasing satisfaction.

These definitions of consumption and production now enable
a1s to explain away the limitations of the law of diminishing utility
which are sometimes found mentioned in text books. A true law
should have no exception, and thercfore if consumption and produe-
tion are correctly defined one should be able to show that the law
of diminishing utility has no exception.

It is sometimes said that when a commodity is consumed in a
wery small quantity at a time increasing utility is obtained. Thus,
it is maintained, coal consumed ounce by ounce gives increasing
utility up to a certain limit and that, therefore, such a case must
be regarded as an exception to the law of diminishing utility. And
Jn recognition of such exceptions as these the law is sometimes slight-
ly modified by the addition of the words, ‘‘provided the units of
«<onsumption are sufficiently big’’. Now if at all this modification
“is permissible. one does not. know what quantity in each case should
be taken to comsutuve a sufficiently big dose.

In the light of what has been said above, however, it will be
«learly seen that the process of using coal, as long as the utility is
increasing, is not an act of consumption. For, our final want being
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that of cooking food, let us say, it docs not begin to be satisfied til¥
we have secured a quantity of coal that can be utilised for that pur-
pose.’ The act of acquiring coal by ounces, thus, gives us derived.
satisfaction, although it satisfies an immediate want. Ilence, as w.
approach the position where coal can begin to satisfy our final want:
the satisfaction must incrcase. Being derived satisfaction the act
of using coal by ounces must, therefore, be regarded as an act of
production. The example of a collector of rare articles ecan be placed
in the same category and explained in the same manner.

That the law of diminishing utility is based on the assumption
that the nature of the consumer’s want remains unchanged seems
to have been generally well understood. Our concept of utility is
always rclated to a particular period (moment) of time, or more
preciscly, to a particular commodity of a definite kind and & parti-
cular state of consumers’ wants. Taussig points out that ‘‘the
second or third reading of noble verse, or hearing of beautiful musie,
often gives greater pleasure than the first’”. Referring to another
example of increasing utility, he says, ‘‘In such cases, however, the
tastes of the purchasers may be said to have changed in the inter-
val’’. The same remarks should apply to the cases of noble verse
and beautiful music. It is in recognition of this very fact that-
Marshall says that ‘“‘we do not suppose time to be allowed for any
alteration in the character or tastes of the man himself’’, and Ely
remarks that ‘‘the lJaw relates only to the consumer as he is at any
given time’’.

There is one point of a rather subtle nature that must be clari-
fied in order that our conceptions of consumption and production
may become absolutely clear. We have said earlier that both pro-
duction and consumption are acts of satisfying wants. Giving the
example of making a cake it was cxplained that the act of making
a cake was production as it gave derived satisfaction. Now, this
act is, as already explained, production when considered as a means

1. In the footnote on page 94 of his Principles (cighth edition) Marshall
makes this point clear by saying ‘‘that a small quantity of a commodity may
be insufficient to meet a certain special want ; and then there will be a more
than proportionate increase of pleasure’’. But he does not mention the faet
that the use of the commodity giving more than proportionate increase of plea-
sure cannot be called consumption and thus such a case does not contradict
the law. Omission of this point in the text is apparently excused by the
obsgrvation that ‘‘the fact is of but little practical importance’’.
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10 the end of a rinished cake. When thus considered as a means
wn the process of making a cake be regarded as an act of satisfuing
2 want? Do we satisfy the want of a cake or do we approach it?
Do we remove the want or make preparation for its removal? The
latter is certainly the bctter expression, But preparation for the
removal of a want is not a technical expression. The fact is that
2 man has a series of wants each related to the next as a mcans to
an end. At every moment of time there is only an immediate want
that is satisfied. The remoter ones are, in non-technical language,
approached. The satisfaction of the want considered as a want,—
that is, as an end in itsclf—affords what we have called direct satis-
faction, and is considered as an act of consumption. The same
act—same in the objective sense—is production when it is consider-
od as a means to the satisfaction of a remoter want. If production
is not an act of satisfying a want can it in any sense yicld satisfac-
tion? If not, how can we reconcile the two statements that produc-
tion yiclds (derived) satisfaction and that it is not an act of satis-
fying a want. The only possible way of reconeiling these apparent-
ly irreconcilable statements is to consider preparation for the re-
moval of a distant want as a want in itself. But then its satisfac-
tion becomes a case of consumption, leaving nothing to be ealled
production. A way out of the difficulty is to be found perhaps in
the meaning of the word act. There are two wants in the previous
cxample of making a cake. First, there is the want of making a
cake and, sccond, there is the want of making a preparation for a
finished cake ready for consumption, These two wants are objec-
tively one and the same; they give risc to what is, objectively view-
ed, only one act. DBut subjectively there are two acts, oue of mak-
ing a cake, the other of making a preparation. Now, it is possible
to say that production is an act of satisfying a want of preparation,
while consumption is an act of satisfying all other wants. Perhaps
the same idea is better conveyed by saying that production is an
act of satisfying the want of a mecans while consumption is the act
of satisfying the want of an end.

There is another way of explaining the difference between con-
sumption and production. Let it be said that consumption is an
act that cannot be broken up into bits. It is an unbreakable whole
and hence its performance is, in the strict sense, instantaneous.
Take, for example, the case of eating a cake. We call it consump-
tion. But eating a cake is an act that has time-dimension. It lasts
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for a period of time and consequently is composed of a series of
smaller acts. We cxtend our hand, pick up the cake, carry it to
our mouth, put it in the mouth and so on. All these acts constitute
production. But if we could look at the whole process of eating the
cake as one indivisible act it would be devoid of its time-dimension
and, therefore, become instantancous. It would then be possible to
conceive of it as a pure case of consumption.

It can, therefore, be said that when an act is viewed as con-
sisting of a series of acts it becomes production, for in that case
each individual act is a stepping stone to the succeeding act: each
individual act becomes a means to the following act. Production
can thus be made to appear as a means to an end. But when an
act cannot be viewed in such a light or when we choose not so to
view it, it becumes an unbreakable whole and, thercfore, an instan-
taneous event. There is then no way of it appearing as a means
to an end. It becomes an end in itself. An act is, then, consump-
tion when, or to the extent to which, it is conceived of as a com-
plete act in itself, incapable of being broken up into parts.

The ecase of inecreasing utility derived from the use of coal by
ounces can thus be easily explained. Using coal by ounces is not
consumption, it is production in the light of what has just been
said. And being production it must yield increasing utility. In
1he case of consumption there is no approach to an end. There is,
as it were, an instantancous accomplishment of the object.

Much confusion in cconomic theory can be avoided by keeping
this distinction between consumption and production in mind. A
producer is one who has to plod his way to the desired end. He is
one who is looking forward and has to wait for the distant object.
And the act of waiting, involving other necessary sacrifices, is pain-
ful. A producer is, therefore, one who has to make sacrifices. A
consumer has to do nothing of that kind. His eyes are fixed on
the present moment and not having to wait for a distant event he
enjoys immediate satisfaction. The notion of sacrifice is alien to
the concept of consumption.



CHAPTUR VIII
CONSUMER’S SURPLUS}?

No act of production is undertaken by an individual unless he
expects to obtain a surplus of income over cost. Income as also cost
has of course to be understood in the psychic sense. In other words,
the individual must expeet to find himself better off after the com-
pletion of the act of production than he is at the start of it. This
anticipated surplus of satisfaction over cost is known as rent. The
conditions in which such a surplus can arise and the manner of
calculating it have been explained in the chapters on rent. Here
we shall confine our attention merely to one kind of surplus, or
rather to the surplus looked at from one particular point of view.

In the widest sense of the word every act has a production
aspect. The act of exchanging things, the act of buying goods and
the act of using the so-called consumption goods or even the act of
taking a mecal are all acts of production in the sense that they have
a production aspect attached to them. In all acts, therefore—since
every act has a production side to it—one must expect to find a
surplus of income over cost. Since this surplus is known as rent
we can say that everything that a man does is done in the expecta-
tion of getting some rent. When the act is one of buying a com-
modity or a service the expected rent from it may be called buyer’s
rent or buyer’s surplus. Marshall’s consumers’ surplus is merely
this buyer’s surplus.

Every buyer of a commodity or service is also necessarily &
seller of something clse. Thus the surplus or rent that he expects
to get may be called either buyer’s rent or seller’s rent, according
as we wish to associate the gain from the act of exchange with the
thing parted with or with the thing procured. When we associate
the rent with the thing obtained rather than with that parted with,
we call it buyer’s rent or consumer’s rent for the reason that the

1. For interesting matter relating to consumer’s surplus see Professor
Knight’s article on ‘‘Realism and Relevance’’ in the Theory of Demand, Jour-
nal of Political Economy, December 1944, and Professor Robert L. Bishop’s
article on Professor Knight and the Theory of Domand, in the same Journal,
April 1946,
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thing obtained is always bought or consumed. It is less ambiguous
to call it buyer’s surplus since the man who gets a thing by an act
of exchange is always called the buyer. It is not so unambiguous
to call it consumer’s surplus, for, the act of getling a thing is not
necessarily an act of consumption. But as against this ambiguity
of a superficial character it can be said that the getting of a thing,
as getting, is pure consumption and when it appears as an act of
produetion it is only by virtue of the fact that it requires the sur-
render of certain other things. Thus on a closer view of the matter
it becomes clear that Marshall’s label of ‘‘consumers’ surplus’ is
perhaps as good a description of this rent as any other. (Tt must
be noted that we cannot get rent unless we undertake an act of pro-
duction and that we never undertake such an act unless we expect
to obtain some utility in return.) Thus, the act of production is
the means and a necessary means to consumption. The rent that
accerues can, therefore, be associated either.with production or with
consumption. “Lllcth('!’ the rent that a buyer of a book gets is call-
ed consumer’s rent or producer’s rent is a matter of indifference
to us. What is required for the surplus to emerge is that that the
book should be obtained or consumed. And to consume it or obtain
it, something has always to be parted with, that is, an act of pro-
duction has to be undertaken. If one wished one could say, per-
lLiaps with a greater claim to clarity, that the surplus is consumer’s
surplus obtained through an act of production.

It has been explained in a later chapter that every rent must
be associated with land. A person obtains rent only in his or her
capacity as land. Rent of the so-called labourer is in reality the
rent of the ‘“man’’ who labours. Thus consumer’s surplus is rent
of the land aspect of the man who buys or procures otherwise a
commodity or a service.

It is not difficult to conceive of consumer’s surplus that acerues
to a man when he buys a commodity. This surplus he experiences
at the time of making the purchase. It is the difference between
the utility that he expects to derive from the consumption of the
commodity and the cost of buying it. The utility of the commo-
dity that he expects to get has to be discounted at the appropriate
rate of time-preference, in order to reflect the satisfaction backward
into the present. The surplus of this discounted utility over the
cost of buying the commodity is the surplus or rent of the buyer.
Alternatively, the rent can be caleculated by waiting till the con-
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sumption of the commodity actually takes place. At such a future
period the surplus would consist of the (undiscounted) utility
obtained from the consumption of the commodity minus the entire
dost of consumption. The cost of consumption here includes the
price of commodity, other incidental costs of procuring it and the
gacrifice of waiting to consume the commodity. The two mecasures
of consumer’s surplus (we may call them ex-ante and ex-post) would
be equal if the rate of time-preference was equal to the interest on
the investment on the purchase and procurement of the commodity.
As a matter of fact the two measures of consumer’s surplus are bound
Ao be unequal to a certain extent. What we have called the ex-ante
measure is, rightly speaking, the surplus from buying the commo-
dity, while the ex-post measure is the surplus from finally using the
ocammodity. In what follows consumer’s surplus will refer to the
surplus from the purchase of a commodity.

Consumer’s surplus can, as explained above, be understood in
terms of satisfaction, but has to be measured in terms of some objec-
tive units. It is this measurement that has offered the greatest
difficulty to economists. 1f the consumer’s surplus from a certain
eammodity is, say, 100 in terms of satisfaction we have to put it
equal to an amount of money or other commodity whose utility is
also 100. As a matter of fact to say that the satisfaction is 100 or
150 bhas no meaning. One can only say that it is a quantity equal
to the satisfaction of a certain amount of money or of another
eommodity.

The most convenient medium in which to measure consumer’s
ggrplus' is money. Marshall said that the difference between the
price that a consumer would be willing to pay for a commodity
rather than go without it and the price that he actually pays is the
money measure of his consumer’s surplus from that commodity. 1f
a_l"’mé.ﬁ is willing to pay for a book Rs. 20 rather than go without it
and is able to get it for Rs. 5, his consumer’s surplus from the book
is ‘equal to Rs. 15 in terms of money. That means that he is as
much better off after buying the book as he would be if he were
given a sum of Rs. 15. If he had to pay actually Rs. 20 he would
have becn in the same position as he was before the purchase of the
book. e is, therefore, as much better off as he would be if he had
to purchase the book for Rs. 20 and was given a sum of Rs. 15.#

“II‘{;‘wi.Il be obvious from the above example that if the utility of
money, that is, its marginal utility, is not constant, the consumer
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cannot be compensated adequately for the loss of his consumer’s
surplus, in the case of non-availability of the book, by a sum of
Rs. 15, For moncy has less utility to him when a part of it has
not been spent. Hence the loss of surplus that he would suffer in
case of non-availability of the book can be correctly indicated by a
sum of moncy greater than Rs. 15.

1f, howcver, he is allowed to purchase the book for Rs. 5 a
penalty of only Rs. 15 paid before the purchase would entircly wipe
off his consumer’s surplus. We see, therefore, that the fact of
diminishing marginal utility of money makes no difference to this
measure of consumer’s surplus in terms of money. That 1s, how-
ever, due to the fact that we are considering here the ease in which
«aly one book is purchased.

It is interesting to measure consumer's surplus in terms of
money, and in terms of tha commodity itself, in each of the two
cases of diminishing and constant marginal utility of money.

Let us begin with the famous diagram of Marshall. Ile takes
the demand carve of the commodity and a given price. In ihe
diagrain below DB is the demand curve and OP the price. The
demand curve shows the diminishing marginal utility of the com-
modity measured in terms of money. At the priee PO, OM units
of the commodity are purchased. The consumer’s surplus is given
by the arca DPB.  If the marginal utility of money is taken to be
<onstant this measure of consumer’s surplus is quite satisfactory.
It shows that for OM units of the commodity the man is willing
to pay the amount: DOMB, but he is able to purchase it for the
amount POMB. Ie saves the amount DPB which is, therefore, his
consumer’s surplus,

-7

0 M
When the marginal utility of money is not constant, this mea-
sure becomes less meaningful. For, the diagram shows that for the
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first unit of the commodity the consumer is willing to pay DO, but
gets it for PO. The consumer’s surplus is DP. For the second
unit he is willing to pay less but gets it again for PO. The con-
sumer’s surplus is less than DP. And so on for the rest of the
units he purchases. Now, DI’ amount of money does not have the
same utility per unit as a smaller amount. The significance of
money goes on changing. It is as if DP was in terms of rupees,
and the subsequent amounts in terms of other currencies of higher
utility. The total area DPB is, therefore, not a meaningful geo-
metrical representation of consumer’s surplus. What is required
is to have an arca composed of homogencous units. That can be
done by redrawing all the strips of arca in terms of a common unit
of moncy. If we express consumer’s surplus in terms of money
having marginal utility (of the stock left after purchasing OM
of the commodity) we would have to represent DI by a smaller
length and so also all the other subsequent units. The consumer’s
surplus would then be represented by a (homogeneous) quantity of
money, say EPB. The only difficulty here would be to determine
the exact position of the line EB.

For this reason Marshall's way of representing consumer'’s
surplus is satisfactory only when the marginal utility of money is
constant, as it nearly is when a small percentage of one’s income is
spent on the purchase of a single commodity.

Professor J. R. Hicks and others have, therefore, adopted a
different method to represent consumer's surplus diagrammatical-

R M;
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ly. In the diagram, consumption indifference curves repre-
sent an individual’s positions of indifference between commodities
X and Y. We may take Y to be money.

Suppose the consumer has OM units of moncy and I, is his
jndifference eurve passing through M. Let the price of the com-
modity X be indicated by the slope of the line MB. This line
1oushes a higher indifference curve L. at the point B. At this point
the marginal rate of substitution of commodity for money is the
same as the price. The consumer will, therefore, buy OA units of
X for MN units of money. Since he rises to the higher indifference
curve it is obvious that he has obtained consumer’s surplus. The
problem is to indicate this surplus in terms of money or commodity.

When the consumer has already purchased the commodity there
are two ways of depriving him of the consumer’s surplus that he
has obtained. The first is by taking away BC units of money from
him and thus bringing him down to the original indifference curve.
The second is by taking away KB units of the commodity from him
and bringing him again to the original indifference curve.

Hence, BC money or KB commodity are two measures of con-
sume.: ’s surplus. It must be noted that for purposes of measuring
consumer’s surplus that the buyer has actually obtained we have
{0 remember that he is left with NO units of money and NB units
of commodity in his possession. Further that BC is the money
measure of consumer’s surplus in the sense that if this amount of
money was taken away from him he would be deprived of all his
consumer’s surplus. But this is not the only way of measuring, in
terms of money, his consumer’s surplus after his having actually
purchased the commodity. We can determine the amount of money
that he would need to get, when he is at the point B, in order to
raise him to still higher indifference curve such that the difference
between this curve and the curve I. is the same in terms of satis-
faction as the difference between the curve I. and the curve I.
When the marginal utility of money is constant the quantity of
money needed to take the buyer to such a higher indifference curve
is obviously BC. But when the marginal utility of money is dimi-
nishing it will be an amount greater than BC.

In like manner we can express consumer’s surplus in terms of
the commodity. It would be KB units when the marginal utility of
the commodity is constant. When it is diminishing it will be greater
‘han XB.
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The consumer’s surplus of KB units of commodity can be con-
verted into money at the market price and represented by the
amount LK of money. That is how Professor F. H. Knight would
like to measure consumer’s surplus in terms of money. Likewise,
if we wished we could convert the eonsumer’s surplus of BC units
of money into CP wunits of commodity at the market rate of ex-
change. But these are misleading measures of consumer’s surplus.
For, the buyer enjoys a surplus equal to the utility of BC units of
money to him. The market value of the amount is CP units of
commodity. But this quantity of the commodity does not have the
same utility to the buyer as BC units of money. For similar
reasons it is also misleading to express eonsumer’s surplus by LK
amount of money.

There arc other ways of measuring consumer's surplus that can
be adopted before the commodity has actually been bought. The
consumer is at the point M on the indifferenec eurve I,. If the
commodity is not available or if he is not allowed to purchase it
he would need to have MM amount of money to compensate him
for the loss of consumer’s surplus. Alternatively, he would nced
to be given MF quantity of the eommodity provided it was avail-
able but not offered for sale. MM of money and MK of the com-
modity can both take him to the higher indifference curve I..

If the commodity is availuble for purchase and we start cal-
culating the consumer’s surplus when the consumer is at the point
M, we could say that he would need to be deprived of MM. amount
of moncy to rob him of all his consumer's surplus. For, then, after
purchasing the commodity lie would bhe on the same indifference
curve as before. Hence, MM, is another measure of consumer’s
surplus.

But there is a difference between these two money measures of
consumer’s surplus. MM iudicates the faet that the consumer
would get consumcr’s surplus from purchasing OA units of the
commodity at the price given by the line MP, equal in amount to
the satisfaction that he would get from M.M amount of money when
he has OM of money and no amount of commodity, MM, is not a
measure of this consumer’s surplus. It indicates the fact that the
cousumer’s surplus that he would get if he were to purchase TD
units of the commodity at the price given by the line MP would be
equal to the satisfaction that he would get from MM, of money at
& time when he had TO of money and TD of the commodity. In
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other words, to deprive him of the consumer’s surplus that he would
get from TD units of the commodity purchased at the market priee,
he would have to pay MM, of money after purchasing the commo-
dity. It will be scen that this is not a true measure of consumer’s
surplus. For, it does not involve the comparison of the situation in
which e is at the point M with that in which he is at the point B.

One could, if onc liked, convert MM of money into MR of
commodity and say that consumer’s surplus is M.R units of com-
modity. Likewise, MM: of money (ould also be converted into QM
of commodity. ,Further, the consumer’s surplus represented by MF
units of the comunodity can be Lonvutcd into MU quantity of
money. The conversions are made at the market rate of exchange.
But as argued earlier these are misleading measures of cousumer’s

surplus.

We have then twelve different measures of consumer’s surplus.
They are, B(, an amount greater than BC, KB, an amount greater
than KB, LK, (', MM, MF, MM, MR, QM and MU. Of these
two are indefinite measures, namo]y amount greater than BC and
KB. O the remaining ten definite measures, five are misleading ones,
ramely, LK, CP, MR, QM and MU. That lcaves us with five defi-
nite and true measures of consumer’s surplus: they are, KB, BC,
MM, MF and MM..

When the marginal utilities of money and commodity are con-
stant the two indefinite measures of consumer’s surplus given above
disappear, while some of the remaining ten become cqual to cach
other. For instance, when the marginal utility of money is con-
stant the indiffercnee curves become vertically parallel. BC then
becomes equal to MM and also MM.. Further, MiR equals MQ
and also CP. ‘

‘When the marginal utility of the commodity is constant the
curves are horizoutally parallel. And in that case, KB becomes
equal to MF and LK beeomes equal to MU. Tt is less likely for the
marginal utility of the commodity to be constant, than it is for that
of money to be constant. In fact, the marginal utility of a commo-
dity can never be constant. But when a small percentage of one’s.
ineome is spent on a particular commodity, the marginal utility of
money can be taken to be almost constant. And if we assume it to
be quite constant, then five measures of cousumer’s surplus dis;
»ppear; namely, MM, MM, MQ, CP and the indefinite measure
greater than BC. We are then left, with seven weasures “of cpn.-
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sumer’s surplus of which one is indefinite and three are misleading.
1f we eliminate these we still have three serviceable measures of
consumer’s surplus. They are BC, KB and MF.

We have seen how the consumer’s surplus derived from the
eonsumption of a commodity can be calculated and expressed in
terms of money or the commodity itself. Can, however, the con-
sumer’s surplus obtained from all the commodities that enter into
the budget of consumption of a man be determined? That we
cannot do so by merely aggregating the consumer’s surpluses that
the man obtains from individual eommodities is perhaps quite
obvious. The consumer’s surplus from tea is small so long as coffee
is therc and that from coffee is small so long as tea is available.
But the consumer’s surplus from both these stimulants taken toge-
ther is considerably greater than the sum of the consumer’s surpluses
taken separately. Is there then any method of calculating the aggre-
gate consumer’s surplus? Doubts are sometimes expressed about
the possibility of making such a calculation. Consumer’s surplus,
it is believed by some, has no meaning when the concept is applied
to the consumption of all the commodities. This, however, is too
extreme a view to take.

When a diagram is drawn to show the consumer’s surplus from
all the commodities consumed, on the X-axis is measured the aggre-
gate of all commodities. And since all the commoditics are pur-
chased with money, we might as well say that in such a diagram
the horizontal axis measures not the quantity of a commodity but
the quantity of money spent on the purchase of commodities. It
is naturally assumed in such cases that every unit of money is spent
where it fetches the greatest possible amount of utility. Just as
the utility from succeeding units of a commodity decreases, so also
the utility from the succeeding units of money decreases. What
are we then to measure on the vertical axis? So far we were mea-
suring money on that axis. There money was the alternative thing.
1t was money that was exchanged for the commodity under con-
sideration. Here since we have money itself represented on the
horizontal axis we have to use the vertical axis to represent the
thing that is exchanged for money. What is the alternative to the
expenditure of money on the purchase of commodities? One
answer, and perhaps the most appropriate one, is that the alter-
native to expenditure of money on goods is saving of money for
future use. We shall here ignore the difficulty that arises when
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saving is considered as the expenditure of money on the purchase
of securities. For, savings can take that form also. Let us, for
purposes of simplification however, suppose that all savings take the
form of putting by of money and storing it in one’s own house. Or
alternatively, we might say that securities shall not be regarded
as commodities.

When the consumer’s surplus from all goods purchased is thus
diagrammatically represented we get indifference curves showing a
person’s indifference as between different combinations of saving
and expenditure of money. The same technique as before can now
be applied to measure consumer's surplus. The various measures
of consumer’s surplus would in this case refer to consumer’s sur-
plus from commodities in general, expressed in terms of savings
(instead of money in the previous case) and in terms of spending
(instead of the commodity in the previous case). Just as in the
Pprevious case it was felt more convenient to measure in terms of
money, in this case it should be more convenient to measure con-
sumer’s surplus in terms of saving.

Consumer’s surplus from all the commodities purchased or pur-
chasable, therefore, consists in the advantage that one has in spend-
ing money (on commodities) rather than in saving it. And since
savings are made for purposes of utilising them in the future, the
advantage just mentioned consists in reality in having for con-
sumption commodities now rather than in the future. The con-
sumer’s surplus is therefore greater the greater is our want for
commodities now as compared to the wants for them in the future.
When the wants are the same and the income per unit of time is
constant, the consumer’s surplus becomes merely an expression of
time-preference.

This particular way of measuring consumer’s surplus from all
the commodities gives us in reality the consumer’s surplus derived
from present consumption or expenditure of money. One difficulty
would however be encountered here in applying the technique of
indifference curves. Suppose a man has a thousand rupees. From
which point will his indifference curve start? Suppose he saves
the entire amount; what will be the utility of this amount? It will
be a finite quantity. Now suppose he obtains a small amount of
<commodities. If he has not already got some commodities, the
utility of this small amount is very great. It is perhaps infinitely
&reat. To keep the total utility comstant the man must, therefore,
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reduce lis savings. Perhaps he will not be able to keep the utility
constant even if he reduces his savings to zero. It is not possible,
thercfore, to have the normal type of indifference curves here.
What we have to do, therefore, is to start from some point away
from the vertical axis. That is, we have to supposc that the con-
sumer has already got some commodities with him. JFor purposes
of diagrammatical representation, once this assumption is made, the
curve can be made to start from a point on the vertical axis.

The price line in the case of such indiffcrence curves will be a
straicht line inelined to the axes at an angle of 45 degrees. Tor,
here if the consumer saves one rupee less he can spend just one
rupee more. And since the scale is the same on both the axes the
price line is naturally inclined at an angle of 45 degrees.

As alrcady mentioned, this measurc of consumer’s surplus is
in reality the measure of one’s consumer’s surplus from the present
consumption of all the goods. Tt is, therefore, the surplus of utility
obtained from not postponing the consumption of goods or, what
comes to the same thing, money. If we have to caleulate, however,
the consumer’s surplus from commodities (services included) in
gencral, we have to compare the utility obtained from goods with
that which can be obtained from some substitute for goods. ‘What
would the cousumer get if goods were not available ecither for pre-
sent or for future consumption? IIe would then make some other
use of moncy such as its use in buying satisfaction obtained from
charity. Assuming that donating moncy to charitable institutions
ic not a case of purchasing some service, it becomes possible to draw
indifference curves showing different combinations of money given
in charity and money spent on the purchase of goods and services
yiclding constant utility. Here too it has to be assumed that the
consumer in question has a certain stock of essential goods with
him or is otherwise assured of a regular flow of such goods for some
time to come.

Tn both the cases considered above consumer’s surplus is really
the surplus that a man obtains from making a particular use of
money. It is the surplus that he gets from spending moncy now
instcad of keeping it for expenditure later on or from spending it
on buying goods and services instead of giving it away in charity.

There is yet another way in which one can conceive of con-
sumer’s surplus from goods in general. In the previous cases we
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considered two uses of money. Money was either spent on goods.
or (¢) was saved in onc case and (D) used for charitable purposes
in the other. We can now consider two uscs of one’s facultics. A
man has the faculty of carning money or goods dircctly. But he
can use this faculty to enjoy rest. In other words, onc can, as it
were. consume his faculties or put them to productive use. In the
first case one gets dircet satisfaction, in the second indirect satis-
faction. The ecxtra satisfaction that a man gets from putting his.
faculties to such a productive use is the third measure of econ-
sumer’s surplus obtained from the aggregate of all commodities and
gervices. While the previous two measures of consumer’s surplus
wore the rent of a particular use of money, this third measure is
the rent of a particular use of a man’s facultices.

For diagrammatical representation of consumer’s surplus we
can draw indifference eurves showing the different combinations of
consumption use and production use of a man’s facultics yielding
the same utility. Ilere too it becomes necessary to assume that the
consumer has a ecrtain quantity of essential goods with him. For,.
it is only then that we can have the normal type of indifference
curves. Consumer’s surplus would be measured here in terms of
hours of rest (that is, as so many hours of consumption use of the
faculties) or in terms of hours of work (that is, so many hours of
production use of the faculties). The price or exchange line here
also would be inclined at an angle of 45° to the axes of reference.
For, by taking one hour’s less rest you can work for just one hour
more,

It would be interesting to apply the above technique of measur-
ing consumer’s surplus obtained from a single commodily as also
that got from all the commodities consumed to the case of Crusoe.
Crusoe does not buy goods in the normal sense, but he can be con-
sidered as buying goods from himself. It should be clear, however,
that cach commodity produced by him has its opportunity cost. He
can forego the plucking of fruits in order to be able to kill birds.
The utility enjoyed by consuming birds would then be greater tham
the utility that he would have got from eating fruits. This surplus.
of utility is his consumer’s surplus.

In the same way one can think of Crusoe’s consumer’s surplus
from all the commodities he consumcs. He has the option of pro-
ducing and consuming the various commodities or enjoying leisure.
He can utilise his time and energy to produce and consume goods
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or he can put them to consumption use, .e.,, he can rest and enjoy
Nature’s gifts. He will distribute his time and faculties between
these two uses so as to maximise consumer’s surplus.

‘What is the cause of consumer’s surplus? Why does Crusoe
or any other person get surplus? This question can be answered
in simple words by saying that consumer’s surplus is due to the
possibility of putting one’s resources to multiple uses which are not
equally beneficial to the consumer.



CHAPTER IX
DEMAND THEORY AND INDIFFERENCE CURVES

Every individual has certain resources or certain means where-
with to satisfy his wants. In the type of economy in which we
are living today we are able to satisfy some of our wants ourselves
but for the satisfaction of most of them we have to depend on the
help or co-operation of others. One way in which we can induce
others to help us is by offering them a similar help. Finally, how-
ever, most of us satisfy our wants through market operations. That
is, we buy with money whatever we want. And in our turn we sell
for money what others want. In this money economy in which we
are living money becomes the principal means of satisfying our
wants.

Let us, therefore, see how an individual spends money when
he is ecnfronted with certain market forces. He who spends money
on consumption-goods is gencrally called a consumer. It might be
noted, however, that a buyer of goods is in reality a producer.
Buying is an act of production. It is better for this reason to call
the spender of money simply a buyer. The study of the behaviour
of a consumer is, therefore, the study of the behaviour of a buyer.
The problem we have chosen to study is how does an individual
who has a certain amount of money decide what to buy and how
much of it to buy? Marshall said that an individual spends each
unit of money on the commodity that gives him the maximum
utility. When the whole amount of money is thus spent (on pre-
sent and future goods—saving) all the commodities have the same
marginal utility per unit of money, or to be more correct, their
marginal utilities are proportional to their prices. As far as a
particular commodity is concerned the quantity of it to be bought
is determined by the equality of the utility of the marginal unit
and the utility of the price paid for it—remembering that the utility
of money is derived from the utility of the things that money can
buy. This fact points to the ultimate expenditure of money accord-
ing to the law of equi-marginal utilities. Consistently with this.
simple and obviously correct explanation Marshall drew a demand
curve for a commodity with price or marginal utility on the vertical
axis and the quantity of the commodity on the horizontal axis. This



78 ADVANCED ECONOMIC THEOUKY

technique goes by the name of the demand curve theory of con-
sumer’s bchaviour.

Marshall’s demand curve shows the marginal utility of the
commodity bought. Evidently it is somehow measured in terms of
psychic units and then cquated to the similarly measured utility
of money. Objection has been raised against this technique on
the ground that it assumes the marginal utility of money to be con-
stant. Ior, it is only when it is constant that the demand curve
can give the right amount that the buyer would buy at a given
price. As the expenditure on the commodity inereases the marginal
utility of money increases and so the utility of the commodity that
is measured on the vertical axis has to be accordingly adjusted to
the increasing measuring rod of utility. That is true; if the demand
curve is the marginal utility curve then the utility of each unit of
the commodity is measured in terms of money that has a different
utility.

There is a way out of this difficulty. The demand eurve can
be so drawn as to show the amount of the commodily that would
be bought at different prices. If OM units of the commodity are
bought at price PM let it mean that the utility of the OMth wnit of
the commodity is cqual to the utility of PPM amoun of woncy spent
on it. A demand curve so drawn cannot be objected to. Even
when it is not so drawn it can yield corrcet results provided the
amount of money spent on the commodity is a small part of the
total moncy in possession of the buyer. For, then the marginal
utility of money spent on the commodity would be almost constant.

In recent times a new technique has been adopted to explain
the behaviour of a consumer. The eredit for that technique (call-
ed the indifference-curve technique) belongs mainly to Professor
Hicks. It us first explain what an indifference curve is.

We suppose that there are only two commodities to be con-
gidered. Let them be called X and Y and let us measure them on
the axes of X and Y, respectively. Suppose an individual has 0A
of ecommodity Y. There must be a certain amount of the other
commodity X that would give him the same utility as OA of Y.
Let that amount be OB. If he were to give up AD of commodity
Y he would need a certain amount of commodity X to compensate
him for the loss of utility suffered. Let that amount be DC. Simi-
larly let us say, he needs F'E of commodily X to compensate him
for the loss he would suffer if he were to give up AF of Y. 4, C,
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E and B are, therefroe, four points on his indifference curve. The
curve becomes continuous when for every little surrender of Y we
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0

Fig. 1
mark out the quantity of X that the individual would need as com-
pensation.  Let ACEB be such a continuous indifference curve.
Each point on this curve represents a combination of two commodi-
tice X and Y that has the same utility. The terminal points A
and B represent a combination in which the quantity of onc or the
other commodity is zero.

W ean draw a family of such curves each representing a given
amount of utility. G1II is one member curve of such a family. The
wility it represents is greater than the utility that the curve AB
represents.  That is because while the curve AB stands for the
utility that is equal to the utility of OA of Y, the eurve GH stands
for the utility that is equal to the utility of OG of Y. The latter is
obviously greater. From this the conclusion can be drawn that the
more distant the curve from the origin the greater the utility it re-
presents.

Indifference curves possess certain properties which might be
mentioned in passing. When the marginal utilities of the commo-
ditics are diminishing or when the marginal utility of one in terms
of the other is diminishing the indifference curve is convex when
looked at from the origin. When the marginal utilities of the com-
modities are constant (in terms of cach other) the indifference curve
is a straight line. When marginal utilities are increasing the curve
becomes concave when looked at from the origin,

The other property is that no two indifference curves cut each
other. Nor can they touch each other. For, if there is a common
Point on two curves it means that the same combination of goods
gives two different amounts of utility.
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Nothing further can be said about the shape of the curve as it
depends on the rate at which utilities, absolute or relative, diminish.
‘We have said that when the utility of one commodity in terms of the
other diminishes the indifference curve is convex. Professor Hicks
prefers to say that when the marginal rate of substitution is dimi-
nishing the curve is convex. Since substitution depends on utility
the two statements are inierchangecable.

When there is a maximum limit to the quantity of a commo-
dity or rather when there are maximum limits to the quantities of
the two commodities that an individual would like to have (i.e.,
when the marginal utility becomes zero after a certain amount of a
commodity is bought) the indifference curve turns upward and then
backward and finally downward. In that case an indifference curve
becomes a closed figure.

In Figure 2 @ b ¢ d is <uch an indifference curve. The utility
of X becomes negative when Ob' units are consumed so that to keep
the total utility constant the quantity of the commodity y has to
be increased. The curve, therefore, turns upward. The utility of
Y becomes negative when Oc¢’ units are consunmed and so to neutral-
jse it the quantity of X (which has negative utility) has to be

Y
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Gecreased. The curve, therefore, turns backward. When Ob’ units
of X and db’ units of Y are consumed the utility of X begins to
be positive again while that of Y continues to be negative. To keep
utility constant the quantity of Y has, therefore, to be decreased.
The curve for that reason turns downward. The indifference curve
eventually becomes a closed figure.

Indifference curves are horizontally parallel (horizontal dis-
stances remain the same at all heights) when the marginal utility of
X is constant. They are vertically parallel (vertical distances
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vemain the same at different points) when the marginal utility of
Y is constant. In other cases (normal cases) the curves aré neither
horizontally nor vertically parallel.

If we draw vertically parallel indifference curves and assume
that Y is money and X a commodity the case would be parallel to
Marshall’s demand curve. Let us see how the indifference eurve
technique can be used to explain the behaviour of a buyer. Let
us repeat, much of the eredit for the use of this technique must go
to Professor Iicks. ITis books Valiwe and Capital and A Revision
of Demand Theory are standard works on the subjeet.

Suppose a burer has 04 of the commodity Y and the rate of
exchange of Y for X is given by the slope of the line AF. That
means that the eommodities can be exchanged at the rate of 04 of
Y for OH of X. Thus, the price of Y in terms of X is OH/0A.
‘Will the buyer who has 04 of Y buy X and if he does how much
of it will he buy? We know how Marshall would have answered
these guestions with the help of the demand curve of the buyer for
X. TProfessor Hicks draws the whole family of indifference curves
and scieets that which is tangential to the price line AH. The
buyer would buy EF of X giving away AF of Y for it. F is the
point of tangency where the indifference curve CD touches the
price line. By se exchanging AE of Y EF of X the buyer passes
on from the indifference curve AB to the indifference eurve CD.
As the latter curve is farther removed from the axes it represents
greater utility. The difference of utilities, as he passes from one to
the other curve, is the gain of the buyer. OF all the possible in-
difference curves to which the buyer can shift by buying X, at the
priee given by the price line, the curve CD is the farthest removed
from the axes. Hence our buyer buys EF of the commodity X;
his gain is then maximum. If we suppose that Y is money and if
we further suppose that the expenditure of money on X is a small
proportion of the total amount of money the buyer has, i.c., if we
suppose that AFK is a small part of A0 then the marginal utility of
AE of money would be constant so that the indifference curves AB
and CD would be vertically parallel over the small range covered
by the amount AK of money. The solution would then be precise-
Iy the same that is yielded by Marshall’s demand curve.

We can say, ‘thercfore, that Hicks’s technique is supermr when
the demand curve is a pure and simple mareinal ntility curve (if
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of course such a curve can be drawn), 4., when it is not drawn
taking into account the increasing marginal utility of money as
Jess and less of it is left with the buyer. It is not superior when
ihe demand curve takes account of the increasing marginal utility
of money. There is no other significant difference between the two

techniques.

But there is an important difference yet between the two tech-
niques. In the indifference curve technique the utilities of the com-
modities are measured in terms of the commoditics themselves.
Thus, the utility of Y is measured in terms of X and that of X in
terms of Y. We had an occasion to mention this fact while saying
that the normal type of indifference curve is convex to the origin.
This can be claimed to be an advantage of the indifference curve
techniqgue. But fundamentally there is no difference between the
demand curve and the indifference curve techniques.

In this connection the mooted question whether utility is mea-
surable or not might be brought into the picture. We have said
all that we could about measurability in the chapter on Measur-
ability of Utility. Here a few words would suffice.  1licks claims
with some justification that his technique dees not need to make
any specific assumption in regard to measurability of utility. We
need only to compare utilities of the two commodities X and Y in
the above example. To draw the indifference curves we have to
ask the buyer how much of X he would need as a compensation for
a given loss of Y. If he can answer the question all is well.  And
he can certainly answer such a question and we have no right to
gquestion the judgment of the buyer.

Y v
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Fig. 3(b) Fig. 3(a)

However, we need not discuss this point any further. Whether
utility is measurable or not depends, as we have explained in the
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chapter on Measurability of Utility, on the meaning of the word
measurement. Let us see now how we can derive a demand curve
from a family of indifference curves.

In Fig. 3(a) above we have drawn four indifference curves
marked 1, 2, 3 and 4 The buyer has 04 of commodity Y in his
possession (which may be taken to be money as we are going to eon-
struct a demand curve. Otherwise it matters little whether it is
money or any other commodity). When the price is as given by the
line AB the buyer buys ab of X for Ae of Y and palees himself on
the indifference curve 2 at the point b. We show this in Figure
3(b) by marking out ab there equal to ab in Fig. 3(a), at the height
0.4. Thus, Oa in Fig. 3(b) is equal to 04 in Fig. 3(a). The
point b is then a point on the demand curve in Fig. 3(b).

Let now the price change and the price line take the new posi-
tion AC. At this price the buyer buys a@'d’ of X for Ae’ of Y
and places himself on the indifference curve 3 at the point 3. Draw
a broken line from B parallel to AC and mark off its intercept on
the Y-axis in Fig. 3(b) and show it as Oa’. Let a’d’ be equal to
a'b’ in 1ig. 3(a). The distance Oa in Fig. 3(b) then shows the
price and a'd’ the demand. We take OB in Fig. 3(a) to be equal
to one unit of commodity X so that the intereepts on the Y-axis of
broken lines from B in Pig. 3(a) may indicate the price. The point
b in Fig. 3(b) then is another point on the demand curve.

Change the price line again and let it assume the position AD.
At this price the buyer buys a”b” of X for Aa” of Y and places
himself on the indifference curve 4 at the point b”. We draw a
broken line from B parallel to the new price line and mark off the
intercept it makes on the axis of Y in Fig. 3(b) as Oa" and make
a”b" cqual to ad” of Fig. 3(a). Thereby we get b” in Fig. 3(b)
as the next point on the demand curve.

Marking out all such points for various prices we can get a
demand curve as shown by b b’ b” in Fig. 3(b). It will be seen from
the Fig. 3(a) that the gentler the slope of the price line the cheaper
is the commodity X. It will also be scen that when the price falls
from AB to AC, though a larger quantity of X is bought, a smaller
expenditure of Y (money) has to be incurred. And when the price
falls still further to AD the total expenditure of Y is further reduc-
ed. This shows that the demand for the commodity X, as shown
by the family of indifferemce curves, is fairly inelastic.
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. The indifference curves in Fig. 3(a) are neither vertically nor
horizontally pai'allel. That means that the marginal utilities are
not assumed to be constant (the marginal rate of substitution is
fiot constant). The demand curve derived from Fig. 3(a) and as
shown in Fig. 3(b) is, therefore, one that takes account of the in-
ereasing marginal utility of the money left over with the buyer
as he buys more and more of the commodity X.

A demand curve howsoever arrived at shows that when the price
falls we buy more. This presupposes that other things remain the
same. In these other things we would include also the nature and
character of wants. Tf a thing is looked down upon beeause it is
eheap the demand for it would not incerease. This is the case of
what Hieks calls inferior goods. Here the commodity satisfies two
wants: one by its inirinsie properties and the other by the social
status its consumption gives to the consumer. The change of price
does not alter the intrinsic properties of the commodity but it does
change its capacity to satisfy the want of social distinetion. Leav-
ing aside this case, which might be taken to be ruled out by the
assumption of other things remaining the same, let us see why the
demand increases when price falls.  The most general statement that
we can make is that it increases because, when the price falls, the
last unit of the commodity bought bhas more utility than the money
that has to be paid for it as price. This is the only explanation of
inerease of demand though it can be broken up into two parts.

In the first place, we can say that if a buyer buys the same num-
ber of units of a commodity as before he is left with more money
than when the price was higher. This additional amount of money
in his possession then becomes available for spending. As always,
he will buy with it a number of commodities according to the law
of equimarginal utilitics. He will spend a part of it on the com-
modity that has become cheaper and a part on other commodities.
If the marginal utility of the commodity that has become cheaper
falls rapidly he will spend a large part of the additional money
left with him on other commodities.

One change that always occurs is that when the price of a
commodity falls the buyer, after buying the same amount as before,
has an additional amount of money left with him. This will be
spént, as we have said above, partly on this very commodity.  So
there is an increase of demand for the commodity beemuse virtually
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his income has increased. In deeiding how much more of this com-
modity to buy with the virtual inereasc of his income he will keep
the fact in mind that it is cheaper than before. Were the price
now was 10 rise to its former level he would still be able to buy a
certain amount of ihe commodity with the virtual increase of in-
come. Bul mow being cheaper he is able to buy a little larger
amount of it. This brings to light what Iicks has called income
effect and substitution effect.

" Let us explain the akove points with the help of a diagram. In
Fig. 4 at the price given by the line 4B, OE of X is bought for

Fig. 4.

AL of Y. Let the price now fall and let the new price line be AC
At this price OG of X is bought. The buyer could, however, have
bought the amount OF of X (the amount bought at the old price)
for only AK of Y, thus saving KL of Y. This virtual increase of
income becomes available to the buyer for expenditure on X and
other commodities. As we said earlier if the marginal utility of
X diminishes rapidly a smaller amount of this virtual increase of
income would be spent on it and a larger amount on other com-
modities. It will be seen from the figure that not the whole of KL is
spent on X; only AN is spent on it. A part of it would not have been
spent on X had the price, after buying OF of X at the new price,
risen to the old level. This is shown in Fig. 4 by dotted lines.
From H we have drawn a dotted line parallel to the old price line
and it touches a new indifference curve at a point considerably to
the left of the point E. That shows that less of the commodity X
would have been bought had it not been cheaper. This reveals the
substitution effect.



CHAPTER X
WELFARE ECONOMICS

It is commonly believed that the science of economics has two
branches: the positive and the normative. In the positive study of
the science, it is alleged, we concern ourselves with what men do;
in the normative with what they should do. 'Thus, the positive
science of economics is said to consist of the laws that actually
govern the behaviour of people, while the normative science is be-
lieved to consist of the prineiples that showld govern sueh behaviour.

The djfference between the subject-matter of study in the posi-
tive and the normative branches of cconomics is thus supposed to
be a clear-cut one: in one case it is what a man does, in the other
it is what he should do. But since a man always does what he
thinks he should (in some sense of the word should), the distine-
tion between the positive and the normative studies is not, in fact,
as clear as it is supposed to be. Every man does what he thinks
is best for him. It may be that he does not often do what others
eonsider to be best for him. But in such cases the fault may be
as much with the judgment of the other man as with his own. The
probability of mistake being thus a common factor in both the cases,
it is reasonable to coneclude that what is done and what should be
done are one and the same in every case. The difference then on
this score, between the positive and the normative aspects of th
study, disappears altogether. '

While there is no difference between positive and normative
sconomics judged from the individual point of view, it is possible
yet to make out a difference between the two by adopting the social
pvoint of view. There is, for instance, a diffecrence between what a
man thinks is best for him and what he (or anybody else) thinks
is best for the society. Thus when a man does what he thinks is
best for him, he does not necessarily do what is (thought to be)
best for the society. If then the word should is given a social ime
port, the difference between what is done and what should be done
becomes clear enough. It is thus the adoption of the social poins
of view that is responsible for the .common belief that economies
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can be studied from two different points of view, namely, the posi-
tive and the normative.

Assuming that the word should necessarily has such a social
import, let us proceed to give further thought to this distinction
between the positive and the normative. The normative study of
economics uses the concept of social welfare. The first question
that arises then 15—What precisely are the contents of social wel-
fare? Much time need not be wasted in defining the word welfare.
In simple words, welfare consists of pleasure or satisfaction. A
man’s welfare at any given time (or during any period of time)
is measured by the amount of satisfaction that he enjoys at that
time (or during that period of time). He strives to maximise this
satisfaction. Although it is the satisfaction in the present that is
the real entity to reckon with, it is necessary, of course, to take
account of the satisfaction that one expeets to get in the future.
Every man tries to maximise the present worth of the total satisfac-
tion that he expects to obtain over the entire period of time that
enters into his reckoning. In computing the present worth of the
total satisfaction much difficulty might be encountered. But theore-
tically the concept of welfare is clear enough.

The problem still remains as to what precisely is meant by
gocial welfare. Since social welfare is a kind of welfare, and since
welfare must necessarily be located in a mind, it follows that social
welfare is a kind of welfare located or felt in the mind of a particular
man.' It cannot be located in several minds in the sense that it is
“spread over a number of different minds. Even if social welfare
is somehow understood as the summation of the welfares of all the
individuals in a society, such a sum-total must reside in some one
mind. Tt is possible, however, that there may be a number of
minds in each of which social welfare, thus understood, resides. In
the final analysis social welfare, by virtue of the fact that it is wel-
fare, must be found to dwell undivided and unfragmented in one

1. J. Bentham first set the ball rolling by defining welfare of the society
as the sum-total of the happiness of all the individuals. In recent years, prob-:
fems of welfare economics have been discussed, among others, by Pigou, Hob-
son, Robbins, Hicks, Hotelling, Kaldor, Lerner, Lange, de Scitovazsky, Reder,
Little, Myint, Bergeon, DBaumol, Samuelson, Radomoysler, Arrow, Boulding,'
Fleming, Mishan, Graff, Meade, Robertson, Majumdar and others.
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particular mind' (or in each one of many minds).! Maximising
social welfare then is the problem of maximising the welfare in the
mind of a certain individual Theoretically, it may be that it is
the individual who identifies himself with the society as a whole
whose mind registers, as it were, all the pleasures and pains felt
by all the persons in the society to which he belongs. Tf social wel-
fare is the sum-total of the welfares of all the individuals, it is that
gum-total ‘which is recorded in somcbody’s mind. Iu theory, as
also for matiers of policy, there is no other way in which social
welfare can, with reasonable justification, be conceived.

The difficulty of measuring social welfare is thus shifted to the
task of finding out such a sensitive man whose mind records cor-
rectly the experiences of others.  When you or I talk of social wel-
fare and attempt to get an idea of it, we imagine ourselves to be
such sensitive persons. We place ourselves in such a sensitive frame
of mind. Unless social welfare is understood as residing in one
mind there is no justification in defining it as the sum-total of the
welfares of all the persons in a society. T am not referring to the
difficulty of interpersonal comparison of utility; T am referring
rather to the fact that the sum-total, in order that it may be a sum
—a quantity—must be in one place as a lump. The difficulty, inei-
dentally, of interpersonal comparison of utility and its non-additive
nature, is thus got over.

Just as an individual can make mistakes in selecting the right
course of action for himself, similarly such a sensitive man can also
make mistakes. That is, his record of the joys and sorrows of
others may not be accurate. But for purposes of thcory one can
proceed on the basis that a perfectly sensitive and farseeing person
with perfect foresight does exist. The algebraic processes of addi-
tion and subtraction can then go on in the mind of such a person,

Much fuss has been made of the difficulty of comparing the

1. Tt is not necessary, as we have shown later on, that a perfectly sensi-
tive man should exist. To insist that social welfare should be the welfare
that is located in the mind of such a sensitive wan is to assume that social
welfare is necessarily the sum-total of the welfare of all individuals. As a
matter of fact, it is just an over-all picture of the state of welfare prevailing
in the community. We do not know rcally how that picture is painted. It is
cpnsiderations such ag these that have made some people think that welfare
i§ best judged by the mind of the superman. .
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utilities of different people and of adding them up. Onee it is
realised that such a comparison can be made on]y in the mmd of
4 man, the problem almost automatically disappears. Utlhty is not
an objective entity. It is futile, therefore, to attempt to compare
and add up the utilities of different people in the same objective
fashion in which concrete goods are compared and totalled up. The
failure of such an attempt should be no cause for despair. Being
subjcctive, being a feeling, utility can reside only in the human
mind. Comparisons and additions of utilities must, therefore,
necessarily take place within the chamber of our mind. The very
word social welfare smacks of such a subtle and subjective nature
of the concept.  Social welfare is not a collection of individual wel-
farcs in the sense in which a dozen books is a colleetion of twelve
books. And yet, social welfare is a sum-total in some sense; it is
a total in the sense in which it has been explained above.

If one man is better off and another worse off, what, it is asked,
is social welfare? s it greater or less than before? This is the
bugbear of many cconomists. One welfare resides in one mind
while the other resides in the other. Iow are we to reduce to a
common denominator the welfares of the two individuals and how
are we to add them up? Such fears are the result of an attempt
to do what cannot and need not at all be done. If a description of
the society in terms of welfare has to be given, the straight{forward
way of doing it is to say that one man is better than what he was
while the other is worse off.  That is all that can be said and should
be taken to be a satisfactory description. If, however, something
more than that is desired, all that is possible to say is that ‘I’ feel
on the whole happier to find this man better off and the other
worse off. Or, it may be that **1’’ find myself less happy than
before. This should be sufficient to satisfy the curiosity of one
who wants to have an ovcrall picture of the society. If a merger
of the states of welfare of various individuals is required—and that
Is what social welfare can after all mean—it should be clear that
such a merger can only be found in the mental trust of a mman. For
theoretical purposes, it is convenient to suppose that the mind in
which the satisfactions of different individuals merge themselves
ds an accurate and sensitive mind. To attempt to find the sum-total
of individual states of welfare, outside the closet of a mind, is as
foc'ﬂih as it is futile.
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The desire to maximise social welfare as the sum-total of the
welfare of all the individuals stems from the belief that the mind
of a person is able and willing to record faithfully all the feelings
of the members of a society. After all, when social welfare is in
this sense maximised who is it that is raised to the optimum posi-
tion? Naturally, not any one individual nor even a few. For,
when the sum-total of individual welfares is maximised, there would
be a number of persons who would be worse off than before. The
only answer can be that it is the man who judges and conceives of
social welfare that is raised to the optimum position.

Tt will be realised, therefore, that the desire to increase social
welfare (conceived of as the sum-total of all welfares) has its seed
in the desire to make ourselves most satisfied. Apart from the
maximum welfare of the man who has social welfare in mind, there
is nothing that is raised to the highest level when social welfare
is maximised. The conviction that when one thus maximises social
welfare greatest good is done to the people at large is rooted in the
subconscious mind that feels that there is an ultimate identity of
interest of one man and another. The same idea is vaguely ex-
pressed in other words when it is said that in the ultimate analysis
social good is identical with individual good. Were it not for this
conviction, howsoever loosely held by the mind, the desire to maxi-
mise social welfare would not have won the admiration and approba-
tion of the mass of people, as it has always done.

This much about the broad contents of social welfare and its
legitimate abode. It has often been emphasised that welfare de-
pends as much on the distribution of wealth as on the magnitude of
wealth itself. In other words, it is pointed out that our welfare
depends not only on our absolute income but also on our relative
income. The knowledge that somebody else has more than us takes
away from us some of the enjoyment that we should otherwise get
from our income. In the context of the discussion of social wel-
fare, it is said that a larger total income very unequally distribut-

1. Those who think that social welfare is outside the mind of a man but
is somehow reflected on it, should be put this question. There is only one
gense in which social welfare can be thought of as existing outside an indivi-
dual mind. Perhaps individual minds are the reflection of a umiversal mind
on the brains of different individual persons. Even so the fact remains that
there is no way in which the welfare in the universal mind can be conceived
except through the medium of an individual mind.
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ed is often worse than a smaller aggregate income more equally dis-
tributed. This is true as can be seen in the light of our definition
of social welfare. The man who receives and records in his mind
the feelings of others naturally takes note of the fact, in so record-
ing, that people’s satisfaction depends also on their relative wealth.
Besides this, his own preference for a particular pattern of distri-
bution is bound to affect his estimate of other people’s feelings of
satisfaction. Theoretically it is convenient to suppose that the man
who attempts to measure social welfare is an accurate and faith-
ful keeper of accounts. Iis mind should act as a true mirror and
receive as images the feelings of other people. 1t should not act
as an image itself. This, however, is too much to expect of a mind
that has all along been entertaining its own feelings too. To act
as an impartial and dispassionate observer is difficult indeed.

A man’'s own preferenee for a certain type of distributional
pattern in the society is, thercfore, bound to affect his estimate of
social welfare. Be that as it may, the fact relevant to the point
under discussion is that in computing social welfare no separate
account has to be taken of the distribution of wealth.! For, the
satisfaction of a man depends on his relative as well as absolute
wealth. The sum-total of individual welfares ineludes all that needs
to be included in social welfare.

As we have already observed, since social welfare is located in
the mind of a man, all that we have to do to measure it is to look.
at the welfare of the man whose mind is the repository of the feel-
ings of other people. How these different feclings get totalled up
in one mind is an interesting question though not one that should
worry us here. For, it is not a question of how we have to total
up the feelings but of how these feelings are automatically summed
up. Such an enquiry has theorctical interest for us, but the mea-
sure of social welfare does not depend on our ability to answer such
a question.

There are some economists who hold views somewhat similar to-
those we have cxpressed above. Yet there is one significant point
of difference. They talk in terms of a superman who is competent

1. This is the additional advantago of our concept of social welfare.
Many of the economists mentioned in the footnote on page 87 have emphasised the
fact that separate account has to be taken of the distribution of wealth among
the members of a society. The difficulty of measuring, adding and comparing
utilities which makes distribution a separate question, does not confront us.
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to determine the values of life for a society.! Welfare becomes an
ethical concoptf—-tho superman giving to the society "the ethical pre-
mises from which welfare conclusions can be dcdu(,ted That order-
ing of social affairs is conducive to maximum social welfare which
conforms most closely to the scheme of values formulated by the
superman. What wants should be satisfied and in what measure,
whose wants should be given preference to and in what way the
total wealth should be distributed among the members of the com-
munity are questions which the superman answers for wus. Ilis
superior wisdom ensures the correctness of his judgment—he knows
what maximises social welfare. How he comes to acquire this know-
ledge is mot a pertinent question here. It is enough to know that
he 45 a superman. His verdict is final and the lines he lays down
for the economic development of a community, therefore, command
respect.

This view offers perhaps the simplest solution to the problem
of sceial welfare. All the difficultics of comparison, summation
and measurement of utility are got over by the assumption of the
existence of a superman and the people’s resignation to his will.

It will be realised, however, that social welfare so conceived
exists only in the mind of the superman himself.  And if it exists
in the minds of others, it is because the verdiet of the superman is
accepted by them.  Such a view of social welfare, therefore, enforees
on the members of the community the acceptance of the judgment
of one single individual. Where such an aceeptance is not forth-
coming, the concept of social welfare loses its significance. If T do
not consider the superman’s judgment correct, the significance of
the concept of superman disappears. I am either left without the
criteria of social welfare or have to determine them myself—a case
in which [ become my own self-appointed superman.

A word may be said in passing about the ethical premises that
the superman can build his conclusions on. It is left to such a
man to decide for himself, and so also for all the rest, the contents
of social welfare. It is not necessarily maximum when the sum-
total of the welfares of all the individuals is maximum. It is not
necessarily maximum when wealth is equally distributed. It is not
necessarily at the highest level when the most urgent wants of the

1. Mr. Bergson and Professor Samuclson proceced on the basis of social
-welfare function as determined by, say, the superman.
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people arc satisfied first. It is not nceessarily maximised when pro-
duction and distribution are determined according to the wishes of
the majority of pcople. It is maximum when the superman thinks
it is maximum.

The concept of the superman may not be a useful concept and
is certainly one that is open to the objections which we have raised
above. It scrves, however, one useful purpose, namely, that it makes
us realise that social welfare is a lump of satisfaction in the mind
of @ man. This is its valuable feature which it shares with our
own definition of social welfare. But the commonly held concep-
tion of social welfare is a different one.  Most of the economists from
the carly to the modern times have taken a different stand. They
attempt to calculate social welfare by some proeess of arithmetical
or algebraic addition of the welfares of all the individuals carried
out by a mind but somehow outside it. Thus, they say that (social)
welfare is inereased when all individuals become wore satisfied; or
when one or some become more satisfied without any other indivi-
dual hecoming less satisfied. If some become more and some less
satisfied the gains and losses of satisfaction have to be added up
to find the net result. But such a summation, since it is ontside the
mind, confronts the difficulty caused by interpersonal comparison
of utility. It is possible therefore to make a categorical statement
about social welfare only in those cases in which one or more are:
better off without others being worse off or in which one or more
are worse off without anybody else being better off.

But it is hardly possible to find instances in which some are
better without anybody being worse off. In such cases they propose
to compensate the losers out of the gains of the gainers before apply-
ing the above criterion. Thus, if A is better off and B worse off’
than before, a compensation is made to B out of the gain of A till
B finds himself as well off as he was before. If when that is done-
A is still better off than before, it can be said that social welfare
has increased. When there are many individuals who have gained
and many who have lost due to a certain change, the easiest way
of applying the above criterion is to tax those who are better off tjl}
their gains are wiped off and give bounties to all those who are
worse off till their losses are wiped off and then subtract the total
amount peid as bounty from the total amount realised by taxation,
1f the resultant amount is positive it would indicate that social wel-
fare has increased ; if negative it would indicate a deerease of sociaki
welfare.
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It has rightly been pointed out that welfare cannot be said
1o have increased merely by the fact that it would be possible to
<ompensate the losers out of the taxes realised from the gainers and
yet have a surplus left over. What is necessary is that such com-
pensations should actually be made. In the absence of such opera-
tions being actually carried out it would be admissible to say only
that the change under consideration is one which can increase wel-
fare provided some suitable alterations were made in the distri-
bution of wealth. To say that welfare is increased because com-
pensation to losers by taxation of the gainers is possible, is to
assume that marginal utility of money to different individuals is
the same. For, if the utility is the same it matters little whether
the moncy is left in the hands of the gainers or actually transferred
to the losers. Thus those who adopt this Paretian technique or
«riterion of welfare fail to realise the fact that they tacitly assume
what they openly condemn. To make the criterion free from its
Alependence on the assumption of inter-personal comparison of uti-
lity actual compensation must be insisted on.

A change in the cconomy of a society must in the final analysix
.express itself in terms of an altered production of goods (services
included) and a changed distribution of the same. It is theoreti-
.cally conceivable that a change may leave ‘the production and dis-
tribution of goods unaltered, changing only the expenditure of re-
sources. DBut such a thing is hardly possible in actual praetice.
Moreover, if the stock of resources is also included in the inventory
of goods, an increased (decreased) cxpenditure of resources may be
aken in effect to be the same as a decreased (increased) production
of goods. To study the effect of a change in the economy of a coun-
try it is sufficient, therefore, to take into consideration the case of
increased output of goods or a changed distribution of wealth. The
study of either of these cases is <ufficient for our purpose. It is
convenient to take the case of a change in the price of one good in
erms of another; for, that is, in effect, equivalent to the case of a
change in the distribution of wealth. Let us now use the technique
of indifference curves to consider the effect of a change in the price
of a good on welfare. Suppose there are two persons and two com-
modities. Let these be traded at a certain price.

In the diagram (on p. 95) the indifference curves of two indivi-
duals A and B are drawn. They are indicated by letters @ and b. The
origin for A is O, that for B is Q. A has OP of commodity Y and
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B has O'P of commodity X. Suppose the price of one commodity
in terms of the other is given by the line PQ. If A allows B to
determine the amount to be traded, exchange will take place till the
point N is reached. B reaches his highest indifference curves at
this prie. 1f the price be now changed to PR and B is given the

4

P 4

RN
\\-%M% v

tead to determine the amounts to be excharged, the point of equili-
brium will shift to M. B passes on to a higher indifference curve,
the price being more favourable to him. A is the loser here as he
descends to a much lower indifference curve. What can we say
about the effect of this change in price on (social) welfare? One
wman has more welfare and the other has less than before, Sinece it
is realised that the welfare of one cannot be compared with that of
another it is not possible to say whether the gain of B is greater
than the loss of A or wvice versa.

In such cases the principle of compensation is applied. If B
were now to compensate A by giving him a quantity of Y less than
M8, some point on the line MS would be reached.

»

At such a point in the space enclosed by curves as and bs both
A and B would be on higher indifference curves than in the pre-
vious situation when the goods were exchanged at the price PQ.
It is, therefore, maintained that since compensation can make both
the individuals better off than before the change of price from P@
to PR increases welfare.

As we have already observed, unless compensation is actually
given it is not correct to say that the change has increased welfare.
Moreover, a reverse argument is also possible. We can say, for in-
stance, that the price PQ is better than the price PR. The price
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PQ benefits ‘A but inflicts a loss on B. .But A can now compenshte
B by giving him some Y and thus raising him to a higher indiffer-,
ence curve at some point in space between a. and bx.  In other words,
with pricé PQ and a compensation from A to B both are shifted to
higher indifference curves than they were on with price PR. .

The condition laid down for the increase of welfare is, there-
fore, not sufficient. By a change of price whether from PQ to PR
or from PR to.I’Q, welfare can be inercased provided compensation
is made. This would create an impression on oue ’s mind that each
situation was better than the other. That however is not the case.
And logically such a thing can never be possible.  What follows
from the study of the above diagram is that welfare can be in-
ercased by re-distribution of wealth.

In whatever fashion we make use of the indifference curve tech-
nique, it is impossible to say whether a particular change of eco-
nomy that is better than some other change is better than every
other possible change. Tn other words, of two desirable positions
one cannot always say which is better. Theoretically all that is
at all possible to say is that reorganisation of the economy of a coun-
try is the best from the point of view of welfare which inereases
the utility of every individual to the greatest cxtent. But such a
thing is hardly possible. In the first place, it is not possible for a
change to increase the welfare of every individual. And if somehow
that does happen, it is impossible for the welfare of all of them
always to increase in the same proportion. Thus, we are left with-
out a criterion for judging welfare.

We, therefore, realise that the only satisfactory way of con-
ceiving social welfare and consequently of measuring it is to identify
3t with the welfare of an individual who sets himself the task of
measuring it. Social welfare is not to be computed by adding up
the wolfares of all the individuals. Tt is just an idea of the wel-
tare of all in the mind of a man. It is just an idea of the welfare
of one composite unit—the socicty. If one prefers one might think
of the mind that conceives of and mcasures social welfare as the
repository of the feelings of all the members of the community.
Dut that is far from saying that social welfare is the algebraic total

L "See Prfossor dc Scitovsky’s ‘‘A° Note on Welfare Prqpositions in
Feonomics and A Reconsideration of the Theory of Tariffs’’. Rev. Eco. St.,

1941.



WELFARE ECONOMICS 97

of the welfare of all the individuals. The mind does in some sense
total up these sensations. But it is a total in a sense quite different
from the ordinary sense in which all quantities are totalled up.

To sum up, we have seen what welfare or social welfare consists
in. We have seen how a distinetion between positive and norma-
tive studies can be made when the concept of welfare is given a
social import. We have shown how welfare can be measured. We
have considered the prevailing views on welfare and its measure-
ment and found them unsatisfactory. We saw how economists have
heen unnecessarily bothered by the question of measurability of
utility and its infer-personal comparison. They have given un-
necessary importance to the problem of distribution of wealth as an
independenti and separate factor. Tt now remains for us to see
what welfare econoniies is.

As already hinted, every study of cconomics is and has always
been a welfare study in some sense.  To study what men do is to
study what they do to increase their welfare. But the term wel-
fare economies has come to mean the study of that branch of econo-
mies which attempts to establish and apply eriteria whereby we
can judge whether the cconomie policy of a community is right or
wrone. Tn other words, welfare cconomics consists of a body of
doctrines that explain the meaning of welfare and tell us how it
can best be .achieved. Tt thus turns out to be the cconomies of a
society, or more correctly, the economies of a State. It differs from
economies pure and simple in that it is necessarily a social study.
But it also differs at least superticially in one more important res-
peet.  While the former does not specifically mention that certain
ithings should be done, the latter categorically lays down certain
principles in the light of which government policies are to be judged.

As we had an oceasion to see, such a distinetion between wel-
fare economics and economics pure and simple is made possible
by the fact that whereas 4 man always knows what is best for him
(at least he is supposed to know what is immediately the best course
of action for him) he does not always know what is precisely the
best thing for society as a whole.

This being the meaning and contents of welfare economics,
people have discussed the various ways in which (social) welfare
can be increased. The classical economists as a rule believed that
welfare could be increased by increasing the output of goods and
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.gervices. ¢ was also believed that welfare could be inereased by
‘a ‘better allocation of resources among different uses.

It is convenient to consider this problem in the light of
Professor Hicks’s criteria of social welfare. He mentions two kinds
of criteria, marginal and total. To understand them we must note,
to start with, that the constituents of economie problem are indivi-
duals (firms included), products (that is, goods and services), and
resources. These can be related to different periods of time. It
is maintained that to maximise welfare what is required is that there
should be no scope left for increase of welfare by making small
transfers from one place, individual, product or tims <o another.
These give us what are called the marginal conditions. Hence, wel-
farc is maximised when marginal significance of products to differ-
ent individuals is the same; the marginal significance of produects
to the same individual at different times is the same; the marginal
significance of factors to different individuals is the same; the margi-
nal significance of factors to different products is the same; and the
marginal significance of all factors taken together to different pro-
duets should be the same. These yield the famous seven marginal
eonditions associated with the name of Professor Hicks. But as
utilities cannot be directly compared the conditions are stated in
terms ok rates of substitution and rates of transformation. 1f fac-
tors are treated as negative products their number is reduced to
five. ‘

Then there is one more fact to be noted. The satisfaction of
these marginal conditions guarantees either a maximum or a mini-
mum position. To ensure that their satisfaction yields a maxinrum
position all indifference curves should be less concave to the origin
than the transformation curves.

Professor Hicks adds to these what is called the total condi-
tions. Maximum welfare requires further that it should be impos-
sible to increase welfare by producing a product not otherwise »=o-
duced or produced by one firm only; or by using a factor not other-
wise used or used by one firm only. It is possible to amalgamate
the marginal and total conditions and say as Professor Reder does
that if welfare is to be a maximum, it should be impossible to in-
crease it further by varying' the output of any products by any
firm, including variations from zero, by varying the amount of any
product consumed by any consumer, including variations from zero i
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and by varying the amount of any factor unit used to yield direct
service to any individual, including variations from zero.

All these conditions serve the purpose of ensuring that indivi-
duals, either as consumers or as producers, are shifted to the highest
possible indifference curves. When all are not simultaneously push-
ed ap, that is, when some are pushed up and some brought down,
the principle of corapensation explained above has to be applied.
We have already scen that the mere fact that it is possible to com-
pensate the losers out of the gain of the gainers does not ensure
that welfare is increased by the change under consideration. For
that an additional condition has to be satisfied, namely that the
marginal utility of a thing is the same to all, or at any rate it is
the same for the losers and the gainers.

What is then the significance of welfare economics? Theoreti-
cally we know when welfare is maximum and when it is not. If
we go by the criteria of Kaldor, Hicks and de Scitovsky, to
maximise welfare we must introduce all those changes which make
the gainers gain more than the losers lose. Later, compensations
should be given. What, however, is the significance of these prin-
ciples to state policy? Iow is the statesman to utilise for praecti-
cal purposcs these theoretical principles of welfare economies? It
has been said by some that we need not actually bother about com-
pensation. For, small changes in distribution of wealth are likely

1. It may be of interest to mote here the view expressed by R. 8. Weckstein
in his article on Welfare Criteria and Changing Tastes in The American Eco-
nomic Rcview of March 1962. He emphasises the fact that welfare depends
not on real income alone but its relationship to income aspired for. Under-
Yying this is the fact that satisfaction is a function (decreasing) of unsatisfied
wants and thus it lends support to the view that bliss requires wantlessness.

Kelvin Lancaster in his article on Welfare Propositions in Terms of Con-
sistency and Expanded Choice in The Economic Journal of Sentember 1958
shows that the optimum conditions for exchange can be demonstrated with
no utility or indifference apparatus, employing direct approach to welfare
in terms of expanded choice which does not rest on a substructure that lies
in the shadows between economies and psychology.

Peter B. Kenen in his article On The Geometry of Welfare Economies im
tLe Quarterly Journal of Ecomomics of August 1957 explains all the welfare
propositions geometrieally by a modified box diagram, taking changes in pro-
duction and transfer of wealth both into account.

Another interesting article to which reference may be made here is by
F. M. Fisher on Income Distribution, Value Judgments and Welfare in the
Quarterly Journal of Economics of August 1956.
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to cancel themselves out in the long run. Even if that view is
accepted it would still be difficult to know whether the total gains
are greater than total losses or mot. The practical statesman can
go by the amount of wealth produced. Even here services would
have to be neglected in the main. Tangible goods produced would
be some criterion of welfare. If all goods increase in amount, it
should be taken to be an indication of the possibility of increased
welfare. For, the additional amount produced could then be hoped
to be distributed among the members of the community. But here
also a difficulty is encountered. All goods do not increase as a
result of any economic reorganisation. Some goods increase and
some always decrease, 1t would be easy to sce the truth of this
assertion by considering leisure and rest as commodities.  Increas-
ed production of commodities (even if all material goods were in-
cluded in them) would naturally entail a greater amount of work
for at least some categories of people. And more work mecans less
leisure and rest. It is difficult for the statesman to judge welfare
even when only material goods are taken into account and the
question of compensations is waved aside,  If some goods increase
in amount while others decrease, is the welfare greater or less? All
our theories, howsoever correct, fail to be of any help to the practi-
cal statesman.

1t is here that our concept of welfare becomes useful for practi-
cal purposes. We have said that (social) welfare is the welfare
of the man who has the desire to know the welfare of the society.
Tor the statesman, social welfare is the welfare that he enjoys as a
representative of the socicty. Whatever he feels to be the welfare
is the welfare. No detailed caleulations need be made.  After all
welfares cannot be added up; and so no arithmetical calculations
are needed. Ie need not know how to define social welfare—he
need not know what is a society—all that he needs to know is that
Ire has some welfare.

The literature on welfare economies is very wide and has, in
reeent years, grown rapidly. Much work on the subject might.
however, be considered as being off the mark in the light of what
we have said in this chapter. The task a welfare economist faces
is at once enormous and brief. It is brief because social welfave
resides in the mind of a man, in the mind of an individual and
nowhere else. What it is and when it is maximum are, therefore,
questions that should not bother an ecconomist. It is maximum



WELFARE ECONOMICS 101

when the man who estimates it feels that it is maximum. It is im-
possible for him to analyse his feelings and he cannot make calcula-
tions of any kind because of the large number .of people involved
and the large number of sources from which they derive satisfac-
tion. That accounts for the enormous extent of the problem. But
our concept of welfare steers safe of all these obstacles.

For those who are interested in making a systematic study of
welfare economies the article on A Survey of Welfare Economics,
1939 to 1959 by E. J. Mishan, The Economic Journal, June 1960,
may be recommended as a remarkable survey. For those who would
like to read a lengthy theoretical exposition of the problems of wel-
fare economics and then come to realise that there is no tangible
content in welfare economies there is J. de V. Graaff’s book on
Theoretical Welfare Econowmics. Graaff in despair advises us to
devote our time and energy to the development of positive econo-
mies.  That, he believes, would be more wuseful for the policy-
makers.

The present author shares with Graaff the rather extreme view
such as that the weight of an object is not really a factual question.
In the last resort it is, he says, an act of faith to decide by the ver-
dict of a pair of scales.



CHAPTER XI
THE CONCEPT OF MARKET

The concept of market is very important in the study of econo-
mic theory. In the theory of value, particularly, this word plays
a prominent part. We make use of it in many conmections. We
speak of a market price, a perfect market, an imperfeet market, a
wide market, a world market, market demand, market supply, and
so on. We have, however, not always devoted much thought to the
precise meaning of this term, with the consequence that our con-
ception of it has remained a vague one. Very few of us know what
exactly the word refers to. Its comnotation is not clear and its
denotation not well-defined. Does the word market stand for a
region, a commodity, buyers or sellers? Or does it stand for all of
them? If the latter, how do we blend all these heterogeneous things
into the homogencous conception of a market? If we mean by it a
region, what do we precisely mean by region? Is it nccessarily a
compact area or could it be a number of disconnected patches? If
so, how do we conncet them to form a compact idea of a market?
If we refer the concept of a market to a commodity, what do we
mean by a commodity? Shall substitutes constitute ome and the
same commodity? If buyers or sellers or both go to build up the
concept of a market what conditions should they satisfy in order
to constitute a market? Should they be considered as having full
knowledge of facts regarding price and conditions of sale of the
commodity? Should they, again, be in competition with one
another? Can they go to form a market if they are only a few in
number, say, only one buyer and one seller? These questions admit
of no obvious or easy answers. They point to the fact that the word
market has for most of us a vague connotation. We seldom stop
to think whether it would be a contradiction in terms to speak of
an imperfect market or whether it would be absurd to say that there
can be substitutes for a commodity in its own market or that there
can be two prices of a commodity in the same market. -

We should, it goes without saying, have a clear and definite
conccption of market. There are two ways in which one can pro-
ceed to frame a definition of the term market. One could either
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start by taking a definition of some economists and consider how far
it satisfied the economic theories based on such a definition and how
far, again, one could stick to such a conception in the various con-
nections in whieh the term is used. As a result of such a proce-
dure one would come to have a conception of market that would
harmonise with the various cconomic theories of value. The other
procedure would be 1o see what eonception of market best fitted in
with the original nccessity of formulating the comcept of market.
T propose to adopt both these procedures in the manner and to the
extent to which they could be independently adopted.

1t is not always that an economist begins his treatment of value
theory with a definition of the term market. It is so simple, like
most other terms in cconomics, that it seldom occurs to a writer
that there is a necessity of defining it. Yet, here and there some
economists have attempted to define this term. For instance,
Sidewick defines market as a body of persons in such commercial
relations that each can casily acquaint himself with the rates at
which eertain kinds of exchange of goods or services are from time
10 time made by the others. Cournot says, Economists understand
by the term market, not any particular market place in which things
are bought and sold, but the whole of any region in which buyers
and sellers are in such free intercourse with one another that the
prices of the same goods tend to equality, easily and quickly. Jevons
tells us that the word has been gencralised so as to mean any body
of persons who are in intimate business relations and carry on ex-
tensive transaction in any commodity. While Ely says, we mean
by market....the general field within which the forces determin-
ing the price of a particular commodity operate, Marshall gives
no definition of his own and Professor Pigou seems to acecept
Jevons's definition. These economists whose works command res-
pect have different conceptions of market. For Sidgwick a market
means scllers, for Cournot a region, for Jevons sellers, for Ely a
field. These are the differences as regards the genus. The differen-
tia too differs. For Sidgwick there must be perfeet knowledge
among scllers, not necessarily competition between them. For Cour-
not there must be free competition among buyers and sellers. For
Jevons the sellers must be in a position to compete. For Ely com-
petition is not necessary. For Pigou, monopoly and market are
compatible. These differences are too great to be ignored. For,
i€ a market means buyers or sellers we should talk of priee of the
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market, not sn the market. 1f market necessarily implies competi-
tion, then a monopolist is not in the market and the output offered
by him is not in the market. The supply and demand being outside
the market we do not know where they actually interact. The defi-
nition of the term market must also be judged by reference to such
phrases as market price, perfeet market, wide market, market sup-
ply, market demand, cte.

For Professor Pigou, perfeetion of a market does not depend
on the presence or absence of competition. Tt only depends on per-
fect knowledge of the condition of supply and demand. For him,
therefore, a monopolist is in a market. The commodity in which
buyers and sellers trade is said to be in the market.  Ile poses the
question as to what commoditics should be considered as belonging
to one and the same market and says in this connection that the
term market is sometimes used in such a way that any two articles
are regarded as in a common market if the actual price anywhere
of one of them is different from what it would have been had the
other not existed. This condition is obviously satisfied when two
articles, different in kind, but in some measure capable of satisfy-
ing the same needs, are on sale in the same place.  Thus substitutes
and complementary goods would come to be regarded as belonging
to the same markei. Nor is this all. In a strict sense. the condi-
tion is satisfied for different kinds of articles that are”bought and
sold in the same neighbourhood, even though they are not related
in any of these special ways. For, if one ceases to exist and, there-
fore, no money is expended on it, there is more money available
to spend on the other and then prices are affected. That means
that everything in the same neighbourhood is in a common market,
and the word loses all significance. To overcome this difficulty
Prof. Pigou says that he would premise that in one market there
could only be one single type of homogeneous commodity or service.
But he does not say in clear words as to what he actually under-
stands by market. He gives conditions in which a market becomes
perfect. But he keeps us in the dark at to the genus of a market.
One thing is clear that for him a market is 8 market even when it is
imperfect. So long as there are traders there is a market. And
two different commodities or different types of the same commodity
cannot be in the same market. This means that even when many
eommodities are displayed or bought and sold in the same place they
helong to different markets. Hence, the word market cannot signify
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a place, a field or a region. For, if it did, different commodities
could belong to the same market.

Which units of a single type of homogencous’ commodity should -
be considered as belonging to the same market is explained by
Professor Pigou with reference to what he calls the nodal point.
Different units of a commodity are in one market according to him,
when en route between the seller’s works and the buyer’s home,
they pass through and are available for purchase and sale to any
applicant at a common nodal place. A mnodal place is conceived as
a region between the several parts of which costs of transport are
nil. Thus all those bags of sugar which pass through Allahabad
on their way to buyers’ home from factories are said to belong to
the same market provided they are available for sale at Allahabad.
And Allahabad then becomes not the market but a nodal place. In
case of one seller and only one buyer of a commodity the nodal
place is the seller’s place. All this Professor Pigoun explains with
meticulous care but does not tell us what actually a market is.

What are we then to understand by market in view of these
unsatisfactory and divergent views held by various economists?
When we talk of a market we think of buyers, sellers, a commodity
and a place, region or a field. We think also of a price, and’
absence or presence of competition, or perfection and imperfection
of it. The concept of market must be evolved out of these things.
Market could either mean any one of these or a combination of
any two or more of these or none of these. To identify buyers or
sellers with a market, as some economists do, appears absurd. Many
ceonomists are buyers and sellers of books but they would not like-
to be called markets. Similar considerations rule out the possibility
of calling a commodity or competition a market. And if these can-
not singly be called a market, a combination of two or more of them,.
t0o, cannot be called a market.

The thing left then for consideration is the place or the region.
If it is to stand for a region should the term market include the-
place occupied by buyers and sellers or by the commodity or by-
all of them? If the buyers are in London, sellers in Liverpool and
the commodity in Manchester which of these is the market or if all
together are to be understood as making up the market shall we:
include the whole corporation areas or even the suburbs of these-
places? Likewise should the whole Manchester City be included?
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or only the godowns in which the goods are stored? ‘These diffi-
culties most students of Economics ignore but scientific precision
demands that we give clear and definite answers to these questions.
If we cannot answer them we should realise that something is the
anatter with our conception of the term market.

We should cither do away with the word market, that is, not
use it as noun and only use it as a verb in the sense of ‘‘selling’’;
or define the term more cautiously. 1f we must retain its use as
a noun we would propose the following definition. The word mar-
ket signifies a state in which a commodity has a demand at a place
where it is offered for sale. 'Thus there is a market even when there
is only one buyer and onc scller provided the buyer is able to buy
from the seller. This feature of market that follows from our defi-
nition is in harmony with the conception of the term held by
Professor Pigou and accords also with the common conception of the
word marketing. For, to market means to sell.

If there are many buyers of a commodity they must satisfy a
_certain condition before they can be considered as belonging to the
same market. Two buyers A and B can be said to belong to the
.same market when there is a possibility of a shift of demand bet-
ween them. Shifting is thus explained. The demand is said to be
capable of shifting betwcen buyers A and B when A could buy the
commodity and resell it to B or buy it on behalf of B, or wice versa.
Such a shift of demand depends on two important factors. First,
the buyers should have knowledge of facts regarding the price of
the commodity and second, there should be no cost of transport of
the commodity from A to B. To the extent to which these condi-
tions are not satisfied the buyers are not in one and the same mar-
ket. Iikewise, if therc are many scllers of a commodity they too
must satisfy the condition of shift of supply so that they could
“‘be considered as belonging to the same market.

Again, if there are many units of a commodity they are said
to belong to the same market when transaction in them is confined
to buyers and sellers that belong to a common market.

The shift of demand ensures that buyers shall not have to pay
different prices. The shift of supply ensures that the buyers shall
not offer different prices to the sellers, It follows from what is
said above that if there be one seller and one buyer of a commodity
they must necessarily belong to one and the same market. But
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when there are two sellers and one buyer of a commodity a situa-
tion is conceivable in which the two sellers belong to different mar-
kets while the buyer being one belongs to both the markets. Like-
wise when there are two buyers and one seller, the buyers might
belong to different markets while the seller belongs to both of
them.

Economists speak of a wide market and a narrow market,
meaning to refer thereby to the size of the area over which the
buyers and sellers are scattered. But that such statements should
be very cautiously made must have now become obvious. For, a
market is not an area, it is a state of affairs and to speak of a state
as being wide or narrow is meaningless indeed. Likewise one should
be cautioned against the use of the expressions perfect or imperfect
market. A market exists when there is a buyer and a seller of a
commodity. And then it is perfeet indeed. But to call it perfect
3¢ to hint at the possibility of an imperfeet market. Imperfection
could be associated with competition but, as alrecady argued, com-
petition is an essential attribute of a market. Again, imperfection
there might be in the shift of demand or supply due to costs of
transport or to ignorance. DBut then the buyers or sellers do not
really belong to the same market according to our definition of that
term.

1t has always been stressed that a market has reference to one
commodity only, 4.c.,, two different commodities or qualities of a
commodity cannot be in the same market. This view is perhaps
correct when exchange takes place between a commodity and money.
But let us sce what changes become necessary in the above view
when things are bartered. That a market exists even then is obvious
because there is a buyer and a seller of a commodity. But in each
transaction two commodities are involved. If a pen is bartered for
a pencil, there is a market for both, for both have buyers and
sellers.

Let one man have a pen and another a pencil. They are will-
ing to exchange them. Had there been money instead of pencil
we would have said that the two persons and the pen belong to the
same market. But now shall we say that the pencil also belongs
to the same market? Considerations of symmetry suggest that we
should. And if such a suggestion be correct then it follows that
cases are conceivable in which two different commodities belong to
the same market. But if we wish to retain our former conception
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oi market in which only one commodity is considered as capable of
being in a market—for the definition of market rules out the possi-
bility of any other view—we should explain the case of barter by
saying that there are two markets, one of pen and the other of
pencil. The one who has the pen is the seller of pen and buyer of
pencil and he belongs simultancously to the two markets. He is
a buyer as far as one market is concerned and seller as far as the
other is eoncerned. It is, however, the pure psyehologist who will
decide whether a person can be looked upon as a buyer and a seller
both at the same time. JIf he cannot, then each of the two persons
in the above example should be considered as belonging to two mar-
kets but not in the same breath.

Reference has been made above to units of commodity. What
is a commodity and what is a unit? No meaning of the term mar-
ket can be considered to be clear till we know precisely what a com-
modity is. In the literature on imperfect competition we find some
material on the definition of this word. Mrs. Joan Robinson, for
example, would not like to go into hair-splitting discussion of this.
problem of defining the word commodity. For her the things that
look alike make up the same commodity. But to a theoretician
this definition of commodity would not be acceptable. Things may
look alike and yet may not serve the same purpose. On the other
bhand, things that do not look alike might be able to satisfy the same
want. Since a commodity is a commodity by virtue bt the fact that
it satisfies some want would it not be better to say that all those
things that satisfy the same want should be regarded as the same
commodity ?

Alternatively, it might be held that all those things that give
the same utility are the same commodity. But one should them
be prepared to accept the fact that five pencils and a fountain pen
are the same commodity if they give us the same utility. Logie
should force us to accept this conclusion. A pure economist has
to be prepared to welecome all such conclusions. In the final
analysis, all things are alike in some measurc or the other. The
distinction we make between one thing and another is superficial
and satisfies our purpose as laymen. But a pure economist is no$
a laymar and he should be consistent in his arguments. After all
there is some competition between a bicycle and a scooter and to
that extent they fall under the same category: they are partial sub-
stitutes. It is arguable, therefore, that a scooter and a dozen
bicycles, perhaps, are the same commodity.



CHAPTER XII ‘
MEANING OF MONOPOLY

The income of the seller of a commodity depends on the degree
of control he is able to exercise over the price. In the case of per-
fect competition a seller is said to have no control over price, while
in the case of monopoly he is said to have it in the fullest measure.
In between these two cases of competition and monopoly there arc
others in which a seller ecan have a partial control over the price.
Such cases generally go by the name of imperfect competition or
monopolistie competition.’

The above deseription of monopoly and competition suggests
that sellers can be arranged in order of the degree of coitrol they
are in a position to exercise over the price of the commodity they
sell. At one extreme there would be sellers who can exercise no
control «t all, while at the other extreme there would be those who
Liave full control over the price.” All those lying in between these
extremes naturally have a partial control over the price. This indi-

1. Professor Chanberlin makes a distinetion hetween impure and im-
verfact competitign which is explained in the c¢hopter on Tmperfeet Competition.

2. Pigou writing about the fwo ways in which a seller can aet, says: ‘“‘In
these eircumstanees there are two possible objectives open to hiw; to carry
bhis work so far that his aversion from the marvginal unit of it is equal to the
desire for the value of the marginal produet, or to carry it so far that his
aversion is cqual to his desire for the marginal produet of value. 1f he chooses
the first, we say that he is acting in accordance with the rule of competition.”’
(Economics of Stationary State.) Pigou thus differentiates between mono-
polistic and competitive aetion. Buil it is clear that his monopoly is charac-
toriged by a sloping demand eurve.

Mrs. Joan Robinson points out the difficulty of defining the word mono-
poly in her The FEconomies of Imperfect Competition. An attempt at defining
it in certain ways involves us in the additional difficulty of defining the word
commodity. She observes that the diffieulty is best overcome by abandoning
the attempt to confine monopoly in a pen by itself. She writes, ¢‘Every indivi-
dual producer has the wmonopoly of his own oufput—-that is sufficiently obvious;
and if a large number of them are selling in a perfeect market the state of
affairs exists which we are accustomed to describe us perfect competition.’’
(Page §.)

See also Monopoly by Prof. E. A. G. Robiuson for the difficulty of defins
ing monopoly.
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cates the fact that there is mercly a difference of degree betweem
cases of imperfect competition and perfect competition as also bet-
ween those of imperfect competition and monopoly’. In this three-
fold classification of scllers the middle class, namely, that to which.
sellers with only partial control over price belong, is obviously the
Jargest, the other two being narrowly limited (to the vanishing point)
by the nceessity that the degree of control in their case has to be
either nil (zero) or cent per cent.

One is likely to experience some difficulty in fitting this con-
ception of monopoly into one’s own conception of it based on cxperi-
ences of business life. What, one might ask, is the meaning of full
or cent per cent control over price? Does it mean that a monopolist
is one who can charge any price he likes? If it means that (and
perhaps there is nothing else that it could mean) then monopoly thus
conceived seems nowhere to exist. No seller in practice is able to
exercise such an unlimited control over the price. Nor do our dia-
grams relating to cases of monopoly make use of demand curves
exhibiting such unlimited control over price. If the description of
monopoly in terms of full control of price be correct the demand
curve for goods sold by a monopolist would have to be a vertical
straight line. This appears unrealistic and unless one is prepared to-
accept the logical conclusion which such a conception of it, namely
that a monopolist does not exist in the real world, leads one to feek
the necessity of exploring other ways of defining the word mono-

poly.
The word monopoly connotes the idea of one scller. If there
was only one seller of a commodity in the whole world or in a clos-

1. 1In the text the word imperfeet competition is used in the sense of im-
pure competition as defined by Prof. Chamberlin. He distinguishes impure
from imperfeet competition. Competition is impure when there is an element
of monopoly in it. It is imperfeet when due to various frictions competition
in an industry co-evists with profits or losses for individual firms. Prof.
Chamberlin therefore means by impure competition monopolistic ecompeti-
tion.

Prof. Fritz Macblup distinguishes monopolistic competition from Oligo-
poly. In both there is monopoly element but while in the former it is due to-
differentiated products in the latiter it is duc to the faet that there are only
8 small number of scllers and consequently each seller is conscious of the re--
actions of other rival scllers to his own move. See American Economic Re-
view, September, 1937, ‘‘Monopoly and Competition: A Classification of Mar-
ket Pogitions'’.
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ed economy he would perhaps be justly and rightly called a mono-
polist. But even in such a case it would be difficult to define the
word precisely. If we ignore the fact that a monopolist must have
(some or full) control over price and mean by a monopolist a single
seller of a commodity, the question would still be there as to what
is meant by the word Commodity'. Are the different varieties of
the same good to be regarded as different commodities or merely
as different units of the same commodity? Are units of the physi-
eally same commodity available for purchase at different places to
be regarded as different commodities? Are units of the physically
same commodity available at the same place but offered to buyers
at different terms to be regarded as constituting the same commo-
dity? Are physically different things available at the same place
to be regarded as different commodities if they satisfy similar wants
or afford the same degree of satisfaction? Questions such as these
have to be answered before the conceeption of monopoly can be made
clear; and if they are answered in the only logically corrcet way
by saying that two things must be regarded as two units of the
same commodity when they are substitutable one for the other in
the sense that they give the same utility, fresh difficultics are per-
haps created. What do we mecan, for instance, when we say that
two things should yield the same utility? Do we mean the same
ulility to the same man at the same place? Or do we mean the
same utility to all possible consumers? An attempt at answering
these questions would convince one that the concept of monopoly
cannot be made precise by defining the word in terms of a single
seller.

Further, if a closed cconomy is not considered what would the
expression one seller mcan? One where? One in what region?
This point need not be laboured further. Suffice it to say that de-

1. Thoe question of defining ‘‘a commodity’’ has come up again and again
in economic literature. It is now recognised by all that physical similarity
tis no eritcrion for the classification of commoditics., Dr. A. P. Lerner sug-
gests—what seems to be the implication of the word as defined by others also—
the principle of substitutability at the margin as the criterion for the classi-
feation of commodities. It is worth noting that for some a commodity is that
which has exchange value. Friedrich Engel says: ‘‘To become a commodity
b product must pass by way of exchange into the hands of the other person
for whom it has a use-value.”” Karl Marx says: ‘‘Articles are not commodi-
ties before the act of barter. Only then do they become commodities.’’ Mr.
Triffin speaks of homogeneity of goods in his Monopolistic Competitions.
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fining the word monopolist as the only seller of a commodity raiscs
guestions of insurmountable difficulties.

It is not necessary, however, to define monopoly in this way.
The definition of monopoly given at the beginning, namely, that a
monopolist is one who has full control over price is correct and
can be made use of in practice as well,

In this world there is no seller the demand for whose goods is
perfectly inelastic. It follows from this consideration that a pure
monopolist is not to be found anywhere in this world. The reason
for it is that there is no commodity that is so necessary as to compel
the buyers to purchase it at any priec. The buyers have neither
the means to do so nor is it necessary for them to stick to any one
¢ommodity. For, every commodity has a substitute either in some
other commodity or in the same commodity with other sellers. A
buyer can always find an alternative enjoyment for himself, and
even if he cannot, his means are so limited that the seller is unable
to charge whatever price he likes.

A pure or full-fledged monopolist is, therefore, nowhere to be
found. Those sellers who are ordinarily called monopolists are in
reality sellers with partial monopolistic power. Just as perfect,
pure or unadulterated competition is ouly a theoretical conception,
so also is pure monopoly only a theoretical one. In this world what
one finds is imperfect or monopolistic or impure competition. It
is best, therefore, to define monopoly by the verticality of the demand
curve and say that the control over price that is indicated by it is
1o be found in a greater or lesser degree in the case of every seller,

If a seller can thus be thought of possessing some degree of
nonopoly rights indicated by a corresponding control over price it
should be possible also to devise some method of measuring mono-
poly power. When the demand curve is perfectly inelastic the in-
come of the seller varies in proportion to the price. Or, in other
words, the demand remains constant. The degrec of monopoly
power can, therefore, be measured by the maximum absolute increase
in the price that is possible to make without decreasing the demand.
In the case of (the theoretically possible) pure monopolist the maxi-
mum absolute inerease in price that is possible is infinity. Henee
1is monopoly power is unlimited. In the case of pure competition
the absolute inercase in price that is possible to make is zero. In
the case of monopolistic or imperfect competition it is possible to
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raise the price to some extent without having to suffer a loss of
custom. The greater the monopoly power the greater is the extent
to which the price can be raised without loss of custom.

In thus calculating the degree of monopoly power we have to
take some price as the starting point. If the price is high a given
absolute rise in it constitutes a small relative or percentage rise.
In comparing the degree of monopoly power of two sellers we have,
therefore, it secems to keep the starting price the same. We can-
not, to obviate this necessity, measure the monopoly power in terms
of relative increasc in price. For the relative increase in price is
infinitely great when we start from zero price.

Is it necessary, one may ask, to define ‘‘commodity’’ in order
to be able to give precision to the meaning of the word monopoly
thus understood? Since we are talking of price it is necessary to
think of a commodity. For the purpose of the measurement of
monopoly power however, whatever the man sells cau be regarded
as a commodity. Since we have not to take into account any other
seller of any commodity, while thus measuring monopoly power, it
is not necessary for us to say whether the other things offered for
sale by other sellers at the same or any other place constitute the
same commodity or not.

It is true, however, that the monopoly power of the same seller
will depend on the price that we select as the base price. 'When, for
instance, the ‘price is 50 a greater absolute increase in price is pos-
sible without loss of custom than when it is 10. Hence at higher
prices a seller is a more thorough monopolist than at lower prices.
At no price, however, can a seller be a full-fledged monopolist unless
his demand curve stretches out vertically to infinity. The impossi-
bility of such a thing constitutes the proof of the validity of our
definition of monopoly.

The fact that at different prices there are different degrees of
monopoly-right should not be considered as damaging to our defini-
tion. After all, a monopolist is a monopolist by virtue of the fact that
he has some control over price. And the control over price must
depend, along with other things, on the height of the price itself.

1. Paul M. Sweezy makes it a condition of monopoly that the demand
eurve should be independent of the profit made. That guards against the pro-
duction or expectation of production of substitutes encouraged by the profit
of the monopolist. See his articles on the ‘‘Definition of Monopoly’’ in The
Quarterly Journal of Ecomomics, Vol. 51, 1936.
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Dr. A. P. Lerner has suggested another measure of monopoly
power which, in certain cases, becomes the inverse of elasticity of
demand." As a matter of fact we have based our concept of mono-
poly and consequently our measurement of its power, on the elasti-
city of the demaund curve. When the elasticity of demand is zero
it is a case of perfect monopoly for us. When the clasticity of
demand is infinity it is, for us, a case of perfect competition. But
the difference between our measurement and Dr. Lerner’s consists
in the fact that for us the mere horizontality of the demand eurve
does not constitute a case of perfect competition; the demand curve
may be horizontal or vertical over a small range (and every demand
curve is composed of small vertical and horizontal bits)* but that
ig no indication for us of either perfect competition or perfect
monopoly.

It will be realised that the more vertical the curve the greater
is the degree of monopoly power that it indicates. But it is not
the mere direction of the curve at a point that matters. We have
necessarily to consider the length of the are over which the given
direction is maintained. In this world we eannot find a seller the
demand curve for whose product or produets is vertical all through,
4.c., no seller can be a monopolist to an unlimited extent. For, that
would necessitate absolutely ineclastic demand for his goods; and the
demand cannot be so inelastic unless there is no other use of money
that can be substituted for the purchase of these goods and unless,
further, there is an infinite amount of money available for expen-
diture.’

—c

1. Dr. Lerner gives us Z;T“ as the index of the degrce of monopoly power.
p stunds for price ¢ for marginal cost. See Revicw of Economic Studies,
Voul. 1, No. 3.

r;, dg

Mr. Triffin uses “g, % dg; as the index of monopoly element where d is
the price and ¢ the quantity sold and i and j are suffixes denoting two scllers.

2. As a matter of fact a demand curve must be understood as composcd
of bits of vertical lines (of varying lengths) at certain distances from ome
another,

3. Mrs. Robinson, Prof. Chamberlin and others have also remarked that
in order that a monopolist may be free from competition from all other
sellers there should be no substitute, in the widest sense of that word, for the
goods that he seclls. Prof. Chamberlin says, *‘It might seem that the theory
of monopoly would offend equally in the opposite semse by excluding the com-
Jretitive elements. This would be true, howéver, only in the case of pure mono-

: {Continued on mext pagc)
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We have already observed that since our conception of momno-
poly power does not rest on the comparison of the case of one seller
with that of another it is not necessary to define commodity. But
is it absolutely unnecessary to do so? How are we to measure the
umonopoly power of a seller when he is selling goods which in appear-
ance are so different as to justify our calling them different com-
modities? If a scller, for example, is selling paper and shoes at
the same place and iime, are we to regard them as different com-
modities and measure the degree of his monopoly power separately
for both? And if so, does it or does it not become necessary to
define the words ‘‘a commodity’’? If both the things, paper and
shoes in this case, are allowed the same absolute rise of price at every
level of price, there would be no necessity of defining ‘‘a commo-
dity”’. In all those cases in which that is not the case we have to
measure the degree of the monopoly power separately for each
thing, calling ecach thing by its name and description. And since
no comparison of the case of one seller with that of another is need-
ed this otherwise crude deviee is not damaging to our coneeption of
monopoly.

The rigour of any possible objection to our c¢oncept of monopoly
ean be diluted by drawing one’s attention to the fact that, logically
speaking, one should define monopoly beginning with the words,
“‘a monopolist of @ given commodity is one who....”” This would
obviate the n8cessity of having to clarify the meaning of the word
commodity. For, we say that a commodity is given to us. The
burden of defining the word commodity is thus shifted to other
shoulders. In other words, something is given to us to be called

(Continued from previous page)

poly, as defined above....control of the supply of all economic goods by the
game person or an agency. The theory of monopoly has never been interpret-
ea in this way. It applies to particular goods, and as such always admits
competition between the product eoncerned and others. Indeed, one may go
so far as to say that the theory seems fully to meect both elements, and the
interesting possibility is at once suggested of turning the tables and deserib-
ing ecomomic society as perfectly monopolistic instcad of as (almost) perfectly
competitive. Subsequent echapters will carry the refutation of this view.’’
Ihe Theory of Monopolistic Competition, page 54.

For the meanings of ‘‘Absolute monopoly’’ and ‘‘Pure monopoly’’ see
“¢All Laws of Return under Competitive Condition’’ by Prof. P. Sraffa, Eoo-
riomic Jouwrnal, 1926, page 545, and Monopolistic Competition and Qenéral
Fquilibrium Theory by Robert Triffin,
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a commodity. It may include only pens or also pencils: it may
include shoes only or along with them paper.

One might ask as to what is the utility of having a eoncept of
monopoly which cannot be found in this world. The answer is that
this world is not the only world to reckon with. For a scientist,
and the economist is a scientist, there are other worlds besides the
one a layman is familiar with. The pure economist who is in charge
of digging the foundation of economics does not end where he begins.
What our eyes see have meaning only by comparison with other
things,. We compare things with certain norms or ideals. Pure
monopoly and pure competition are the ideals or norms from which
what our eyes see deviate and unless we know these deviations the

things seen have no meaning for us.



CHAPTER XIII
STATIC AND DYNAMIC EQUILIBRIA

Attempts have been made in recent years to state the theory of
value in such general terms as to make it applicable to cases of com-
petition, imperfect competition and monopoly alike. Likewise it
has been attempted with considerable success to evolve a general
theory that may cxplain how value of moucy as well as ecommodities
is determined both in domestic and international markets in periods
of all duration. Some of the important concepts that have enabled
us to formulate such a general theory of value are, as is well known
te students of economic theory, those of marginal revenue (replac-
ing that of price), the marginal cost of production (as distinguish-
ed from marginal cost of manufacture or sale), marginal rate of
substitution (in place of the more casily understood concept of
marginal utility), comparative cost’ (instead of absolute cost) and
expectation of supply and demand (instead of actual supply and
demand). With the help of these concepts it has been found pos-
gible to unify and co-ordinate the hitherto different theories of value
of commodities, services and money (relating to cases of competi-
tion, monopoly, imperfect competition, domestic trade, inter-regional
trade, cte.) into one General Theory.

As it naturally must be, the usual statement of the theory of
value is mueh too vague for a clear understanding of the price
doctrine. Thus for instance, when it is said that in equilibrium
price equals the cost of production one does not know whether by
cquilibrium is meant statie equilibrium, or dynamic equilibrium, or
again whether reference is made to a short period or a long period.
Nor is it clear whether price means the price of cach and every firm
or of a particular firm, say, for instance, the representative firm.”

1. It may be noted here that it is not possible to have any eoncept of
absolute cost, just as it is nat possible to have any concept of absolute utility.
Cost and utility are again related—cost being displaced utility. The classical
eoncept of real cost is also a relative one. Real cost, since it is measured
in terms of human sacrifices, would appear to be absolute. But as even sacri-
fices are only comparable and not capable of absolute measurement, it is not
correct to maintain that real costs are absolute.

2. For a eritical study of this see the chapter on the Representative Firm.
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Even the word cost is capable of so many interpretations that one
does not know whether by it is meant marginal, average or total
cost, or if either of the last two, whether it is prime cost, supple-
wmentary cost or aggregate cost. Thus, the statement in regard to
price is capable of assuming onc out of a large number of mean-
ings, for we can have a large number of combinations out of the
geveral meanings of the terms price, equilibrium, period and cost.

Our object is to remove to some extent all these complications
by defining precisely the words static and dynamic equilibria. While
that is the main object, we shall incidentally be clarifying the mean-
ings of some other basic terms such as ‘‘equilibrium™, ‘'short
period”’, ‘‘long period”, ¢ profit’” and *‘rent’’.

A production unit is said to be in equilibrium when it shows
no tendeney o expansion or contraction within the period of time
under consideration. We cannot talk of equilibrium without refer-
ring our case to a period of time. The period may, in limiting
cases, contract to a point of time or extend to eternity. In the
former case all situations of necessity becoine positions of equili-
brium. In the latter, as we shall see later, equilibrium and statie
equilibrium become identical terms. By a production unit we
understand either a firm or an industry’. Expausion of a firm is
defined by the flow of resources into the firm, while that of an indus-
try is defined by the flow of resources into the industry. So far as
the factor labour is councerned, the expansion of a firm involves
inter-firmal transfer of labourers, while the expansion of an indus-
try involves inter-industrial transfer,

A state of equilibrium thus being defined in terms of non-
expansion and non-contraction within the period of time under con-
sideration, we can distinguish between static equilibrium and dyna-
mie equilibrium. Static equilibrium is that equilibrium which main-
tains itself outside the period of time under consideration.” Thus,

1. Wo have here uscd the popular terms firm and industry without defin.
ing them, for we do mot wish to go into the difficult question of the precise
meanings of these terms. It is possible, however, to igmore this difficulty
without jeopardising the validity of our theory or hampering its understand-
ing.

2. During the currency of the period the equilibrium can be called statie
if it is expected to continue or maintain itself beyond that period. Such exy

peetation would be dependent on your knowledge of the forces of demand
(Continued on next page)
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an industry that is in equilibrium on a particular day would cons
stitute a case of static equilibrium only when it is known that the
industry is going to maintain itself in equilibrium in the future.

Thus, equilibrium referred to a day may be static equilibrium
with reference to a number of days. In other words, we cannot
talk of static equilibrium without reference to a period of time:
We cannot talk merely in terms of eternity. The concept of static
equilibrium is a function of time just as the concept of equili-
brium itself is. The difference, however, consists in the fact
that whereas equilibrium has reference to e period of time, static
equilibrium has necessarily reference to periods of time. What is
equilibrium with reference to a given period is, therefore, static
equilibrium with reference to that period when considered as com-
posed of two or more small periods of time.

In a stationary state (defined by the fixity of consumers’ pre-
ferences, technique and resources) equilibrium requires the equa-
tion of demand aund supply. Since demand is fixed and conditions
of supply are also constant, all that is needed to bring about lasting
equilibrinm is an adjustment of supply to demand on the basis of
the knowledge of things as they are found existing at the moment.

Where knowledge is perfect the adjustment is possible at once,
and there is, no process of adjustment by the method of trial and
error'. In a stationary state, therefore, knowledge being assumed
perfect, equilibrium is there from the very start, and it is wrong
to argue that it is brought about in the long period. This takes
ns to the consideration of short and long periods.

A long period is defined as the period of time that is required
by a production unit to complete all the adjustments that are
necessitated by the forces acting on it at eny given time. All periods
of time, of duration shorter than this, would be called short-periods.
This of course does not mean that there is no equilibrium in a short
period. So long as the production unit does not expand or contract
within that short-period it is, by definition, in equilibrium. In the

(Continued from previous page)

and supply. On the termination of the period it can be verified whether the

equilibrium which was judged to be static is really so. The static state of an

equilibrium ean be judged, therefore, by its comparison with the future (and

not the present). .
1. We ignore here the time required to make adjustments in the use of

factors.
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short-period there is equilibrium in the sense that no further ad-
justments are possible within that period and all adjustments that
could be made have already been completed. In a short-period,
then, there is equilibrium which arithmetically is defined by the
equality of marginal revenue with short-period marginal cost (in
the case of perfect competition we can substitute the word price for
marginal revenue). Geometrically it is defined by the point of in-
tersection of the marginal revenue or the price curve (as the case
may be) and the marginal cost of production curve referred to the
period under consideration. The marginal cost curve in the case
of a short-period is one that would change outside that period'.

Every period, whatever its length may be, has its own marginal
eost curve; and the production unit always cqualises its marginal
revenue with the marginal cost. But in the short-period as defined
by us above, since all necessary adjustments have not been complet-
ed, the cost is determined by only those adjustments which have
been completed during that short-period. Outside that period some
more adjustments are made so that in the long period, as defined
above, all possible adjustments are completed and the cost becomes
different from and lower than what it was in the short-period.

1t will be clear now that equilibrium in a short-period is neces-
sarily dynamic whereas in the long period it may be static. Short-
period equilibrium cannot maintain itself outside the period (for
by definition some further adjustments are made outside the period)
and 1is, therefore, not static equilibrium. Long-period equilibrium
can maintain itself outside the period concerned provided no fur-
ther change takes place, in the meantime, in the forces acting on
the production unit. If a month is required to enable the unit to
complete all the adjustments necessitated by these forces we would
say that one month is the long-period. The implication would be
that provided no further change was to take place in these forces
the equilibrium that would be reached at the end of a month would

1. It is often erromeously stated that in the short-period demand and
supply are not cqual and that therefore the price is not determined by the
equality of marginal revenue and marginal cost. As a matter of fact, priece
is, even in a short-period, determined by the intersection of marginal revenue
and marginal cost curves. Each period has its own appropriate marginal cost
curve and price is always determined by the point where it meets the marginal
revenue curve. For a detailed explanation of this point see the chapter on
the Determination of Price in the Short and Long Periods.
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maintain itself thereafter. Thus, the equilibrium conceived of in
the long-period may be static equilibrium though it need not neces-
sarily be so. But the short-period equilibrium is necessarily not
static.

In a stationary state long-period cquilibrium would be statie
and given perfect knowledge, as we have said above, the equilibrium
would of necessity be static. Thus there would be no short-period
equilibrium in a stationary state characterised by perfect knowledge.
The distinetion between short and Jong-periods is, therefore, mean-
ingful only in the case of a dynamic state.

We began by saying that in a stationary state cquilibrium is
attained (given perfect knowledge) at once by the adjustment of
supply and demand. Ilow is equilibrium attained in the dynamie
state? In the dynamic state since forces are continuously chang-
ing, the technique of stationary state, it would seem, would not be
applicable to the determination of price. Tt may, however, be point-
ed out that equilibrium would take place at every given moment
of time, though it would be upset at the next moment and new equi-
librium rc-established. For, at any moment of time, the prefer-
ences of consumers, resources and technique are fixed, so that sup-
ply can be adjusted to demand in the same way in which it is done
in the case of a stationary state.

To this, Tnowever, it might be objected that even at a moment of
time cquilibrium is not possible, for though the demand, resources
and technique can be assumed to be fixed, it is not on these alone
that equilibrium would depend, but on what they would be in the
future. Thus it might be maintained, one cannot proceed on the
basis of what is and has to proceed on the basis of what would be
in the future—a group of changing forces.

This, however, does not prove that the technique of stationary
state is not applicable to the determination of the position ef equili-
brium in the dynamic state. For, though our calculations are based
on future price and future resources which are necessarily in a pro-
cess of change, the expectations of the future are themselves con-

1. Professor Hicks’s dynamic economics lies within the framework given
by three notions. First, there is the week, then the plan and last, the definite
oixpectations. ‘‘By using the week, we become able to treat a process of change
as consisting of a serics of temporary equilibria; this enables us still to use
equilibrium analysis -in the dynamic field.’’
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stant. Hence the analysis of static equilibrium can be applied to
the case of a dynamic state by bringing into our analysis the factor
of ‘‘expectations’’ of future changes. This expectation, it may be
noted, is a fixed factor and relates to the present. Equilibrium,
then, in the dynamic state is brought about by the adjustment of
supply to demand; the only difference being that in this case the
supply and demand are influenced by the (constant) expectation
of changing future forces.

It is, therefore, possible to apply our technique of the stationary
state and determine the position of equilibrium at every point of
time when dealing with the case of dynamic state. This equili-
brium, as explained above, is dynamic as it does not maintain itself
outside the period of time under consideration. But the moment
the equilibrium is upset it is re-established. Thus there is some
position of equilibrium at every moment of time,' and disequilibrium
exists in the only sense that at every moment there is difference
between the price that rules and the price that was expected to
establish itself. In the statie state such a difference does not exist;
for, the futurc being the same as the present, expeeted price is the
same as the actual price.

The static equilibrium price yields no profit, but the price in
dynamic equilibrium does contain a profit element (beeause of the
element of uncertainty). In the former case price equals marginal
and average costs; in the latter only marginal cost.® In each case

1. A firm or an industry is, therefore, never in disequilibrinm; it is always
in equilibrium though in this world that equilibrium is jtself dynamic. This
way of understanding equiibrium is not only in itself correct, but it har-
monises also with the mathematical explanation of price as being determined
by the intersection of demand and supply curves in all cases. The point of
snterscetion connotes equilibrium; for it is there that the two opposing forces
balance each other.

9. Here our statements are predicated of perfect competition. In the
static state in perfect competition the firm and the industry arve both in equili-
bLrium and hence there is no profit. In the dynamic state the firm is, but the
industry is not, in equilibrium and hence there is an clement of profit. Profit
§s understood as the remuncration for uncertainty-bearing. All that is true of
perfect competition is also true of imperfect competition with the omly differ-
ence that the marginal cost equals marginal revenue instead of prico. In the case
of monopoly it is likewise true that static equilibrium price yields no profit. But
even then the price is higher than average cost, the difference being rent of
monopoly. For tho difference between profit and rent see the comcluding pare-
graph of the text.
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equilibrium is defined by the absence of the tendency to expansion
or contraction of the production unit. Dynamic equilibrium is
necessarily a momentary one. At any moment of time marginal
cost is equated to price and that puts an end to further adjustment
of output for the time being.

We can say, then, that in the dynamic state there is equili-
brium af any given time but not ovrer time. It is for this reason
that the price or marginal revenue is not equal to the long-period
marginal vost. Yet the technique of the statie state is applicable, -
for at any given time the factors to be reckoned with are fixed and
the influence of changing future is constant as it works through a
definite and constant expression of anticipations, As in the case of
the stationary state so also in that of the dynamie state, the producer
exploits the situation to maximum advantage at every moment, This -
he does by equating marginal cost to marginal revenue,

We have already said that the distinetion between the short
and the long-period is germane to the case of dynamie equilibrium
only. For, in the static state the division of time into periods is of
no significance whatsoever, as there is equilibrium at ali times and
adjustments that are associated with the long-period are perma-
nently made. Tt is the changes in the supply and demand of the
dynamic state that necessitate changes of output on the part of
the producess and of consumption on the part of the consumers.
And changes in the output require time, In a short period, the
¢hange is made in one way (the more costly way) while in the long-
period it is made in another way. Tt is these changes, therefore,
that make it necessary to distinguish periods according as they are
small or big,

Let us now study profit in relation to static and dynamic states.
Profit, whether it is understood as the remuneration for uncertainty-
bearing or as accidental and unexpected gain, does not exist in the
stationary state.' 1t is only when we assume knowledge to be im--
perfeet that profit can be said to exist in such a state in the short-
period. The distinction between short and long-periods has mean-
ing in the case of a stationary state only when knowledge is assum-

1. Profit should be understood as the remuneration for uncertainty-bear-
ing. For, it is only when it is thus understood that it is always positive in
the dynamic world. Profit thus becomes an e¢lement of cost. If there is an
accidental gain it should be called accidental surplus and all unexpected losses-
should be called accidental deficits.
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ed to be imperfect. But what would a short-period mean in a
stationary state? It can only mean the period of transition from
a dynamic to the stationary state. Its duration would be very
small; for, however imperfect human knowledge may b, it becomes
perfect when conditions remain stable and do mnot change
at all. The knowledge here referred to is the knowledge of the
future; and in the stationary state the future is just the same as
the present, hence, imperfection can exist only during the period
of transition from the dynamic to the static state.

Thoere would, therefore, be no uncertainty and hence no profits
nor aceidental gains and losses in the stationary state. 1n the dyna-
mic state, of course, there is profit. In the short-period, the price
is equal to marginal cost (perfect competition) but not to average
cost. Ience there is accidental gain or loss. The uncertainty
caused by such a state makes uncertainty-bearing necessary and,
thercfore, in the dynamie state’in the short-period profit exists as
the neeessary remuneration for uncertainty-bearing. In the long-
period price may be equal to average cost provided during the time
that the production unit takes to complete all its adjustments no
fresh changes take place. This is not possible, however, in the dyna-
mic world and, therefore, even in the long run the price is not equal
to average cost. Risk is, therefore, attached to production making
profit, the remuneration of the cntrcprencur, a necessary element
in the cost of production. While the eutrepreneur ‘thus always
earns profit he may, besides this profit, sometimes secure an accidental
gain or suffer an uncxpected loss.

In the dynamic state long-period price is only a mental figure.
Tt is the price that would rule when all the adjustments necessitated
by the known changes acting on the production unit are completed
and no further changes take place. But such a price is never attain-
ed in practice. For, before such adjustments are completed fresh
changes take place.

It remains now to throw some light on the precise difference
between accidental or surplus profit and rent. For, the one differ-
ence between static and dynamic economy is that whercas in the
former there is rent, in the latter there is profit also. ‘‘Rent and
profit both belong to the genus surplus.’” Both these incomes are,
mathematically, the difference between income and cost and, there-
fore, of the naturc of a surplus. The differentiating factor, how-
ever, is that profit-surplus arises due to our inability to foresee the
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future correctly. It is due to uncertainty about the future. Rent,
on the other hand, is a known and expected surplus. A monopolist’s-
purc monopoly revenue is a rent-surplus when he equalises his mar-
ginal cost with marginal revenue on the basis of his knowledge of
faets which turn out to be correct. But a producer, be he a mono-
polist or not, makes a profit-surplus when the income that he actual-
ly gets turns out to be greater than what he had cxpected it to be.
From the psychological point of view, then, the difference between
rent and profit' is clear enough. Any surplus above cost is rent or
profit according as it is one that was foreseen and expected or un-
foreseen and unexpected.? With knowledge of the future perfect
(that is, in the absence of wuncertainty) all surpluses howsoever
earned would be expected surpluses and, therefore, rent in the true
economic sense. Profits, therefore, tend to disappar with the growthe
of our telescopic faculty. Just as imperfect foresight may cause
accidental profits, so also it may cause accidental losses. There is-
no counterpart of accidental losses of dynamic economy in a statie
economy. For, in such an economy there is no possibility of mak-
ing nistakes and, therefore, no possibility also of incurring losses.
In other words, the difference between rent and profit can be-
expressed thus: Rent can be obtained® by every factor! in its capacity
as land, .c., rent acerues to a factor by virtue of the fact that it
has land aspeet; profit is received by a factor in its capacity as
entreprensur, or, to be more correct in its capacity as a contractor.

1. As we have said above, the word profit should be used in the sense of”
the remuneration of the entrepremeur, but we have used it here in the sense
of accidental gain only to bring out by comparison with the word rent its true-
character as a surplus. As explained in a subsequent Chapter all accidental
surpluses, here called profits, accrune as inerease of the volume of land in the-
ownoership of the entrepreneur.

2. In this connection note what Professor M. Friedman says: ¢‘Profits
then are a result of uncertainty and, as Alchian (‘Uncertainty, Evolution, and
Economic Theory’, Journal of Political Economy, June 1950), following Tint-
mer, points out, cannot be deliberately maximised in advance. Given uncer-
tainty, individuals or firms choose among alternative anticipated probability
distributions of receipts or incomes.’’ Essays in Positive Economics.

3. We have used the word ‘‘obtained’’ in preference to the word ¢‘earned’’,.
for the reason that a surplus is not, in the strict sense of the word, earned.
A surplus is an unearned income. However, we have oclsewhere in the text
and footnotes used the word ‘‘earned’’ instead of the better word ¢obtained?’?
without implying that it is an earnmed income.

4. By tho word factor we do not mean factor 'of production but just
thing or an agent.
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Before we conclude this chapter a word may be said about
other definitions of static and dynamic equilibria. Professor Hahu
in an interesting article on ‘ Expcctations and Equilibrium”,
defines the notion of equilibrium by saying that it indicates a situa-
tion in which the behaviour of a producer through time remains the
same’. And then this definition of equilibrium is used to explain
the meaning of moving (dynamic) equilibrium. In static equili-
brium, the output and prices would be the same or the rate of change
would be comnstant. In dynamic equilibrium, on the other hand.
all that is required is that the supply forthcoming at any announc-
ed price in any period is exactly taken off the market at that priee.
Now, if such an equilibrium from time to time has to be achieved a
certain type of cxpectation function is nceded. As far as demand
is concerned it has to change in a systematic fashion and not at
random. And in such a case, further, there is a routine type of
behaviour on the part of the entreprencur.

We have explained the concept of static equilibrium, as also
that of dynamie equilibrium, with reference to a firm or an industry.
But a firm or an industry is propelled by the haman mind. Its out-
put changes because the human mind behind it wants it to change.
This of course presupposes that output is a function only of the
desires of man. But that is not quite so. The output of a firm,
for instance, can and does change in spite of the owner not wanting
it to change. It is because of this fact that the notioh of dynamie
equilibrium comes into being. As we have said above, there is
equilibrium whether there is a stationary economy or a changing
one. But in the former case expectations are realised; in the latter
not (due to imperfection of human foresight). Hence, when we
speak of dynamic equilibrium there is a deviation of the present
from the past of a kind that was not expected.

Hence it is that economists (Harrod, for instance) associate
dynamic equilibrium with the fulfilment of the expectations of pro-
ducers. The price, income and other things are changing in a
growing (or decaying) economy but the changes do not force pro-
ducers to change their plans. Hence, there is equilibrium of the
human mind in spite of changes in physical entities. The mind of
man reconciles itself, as it were, to external changes and marches
along with them.

1. ¥. H. Hahn, in Economic Journal, Dee. 1952,
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When the human mind is in equilibrium there is peace and con-
tentment. External things change in a growing or decaying eco-
nomy but the designs and plans of those in charge of the economy
do not change. That requires correct foresight and correet fore-
sight is very rarc if it is not altogether wanting. Hence, dynamie
equilibrium (as defined by IHarrod) is hard to achieve. But it is
still a very useful tool for purposes of analysis and the under-
standing of economic phenomena. An ideal, a norm, is always
needed with which to compare what is actually to be found in this
removed-from-the-ideal world. What s acquires meaning only by
comparison with what could be or should be. The effects of what is
depend on the extent to which it differs from what was expected to
be. And it is such effects that, in their turn, influence the course
of future events.



CHAPTER XIV
DATA AND CONSEQUENCES IN DYNAMIC ECONOMICS

It is characteristic of the economic system that it tends, when
left to itself, to reach the position of cquilibrium.* In any given
situation the forces in operation, therefore, are able to balance them-
gelves in the end. In some rare cases, however, it is possible that
the system, instead of showing a tendency to equilibrium, may exhibit
a continuous oscillatory or cumulatively changing tendency.

1. What is meant by this is that at any moment of time the economie
gystem is in equilibrium so that we can say that the tendeney to equilibrium,
position always operates. The system can, however, scarcely be considered to
be in equilibrium over time. Not only is disequilibrium caused by changes
in the initial data of the system, it may be caused also by some forees in-
herent in the data themsclves that take the system away from equilibrium
position.

Hicks says, ‘‘So far as this limited sense of equilibrium is concerned, it
is quite true that we assume the economic system to be always in equilibrium,
Nor is it unreasonable to do so. There is a sense in which current supplies
and current demands are always equated in competitive conditions.’”’ Value
and Capital, p. 131.

It has been observed by Robbins that ‘‘it is easy to conceive of initial
configuration of the data, which have mno total tendeney to equilibrium, but
which rather tend to cumulative oscillation.’” And again, on p. 107 of his
Essay he writes, ‘‘Pure equilibrium theory, as is well known, does not provide
any explanation of the phenomena of booms and slumps....It explains flue-
tuations which are in the nature of orderly adaptation. But it does not explain
the existence in the ecconomic system of tendencies condueive to dispropor-
tional development.’’

Walker, in his From Economy Theory io Policy (p. 154), says, ‘‘But we
must go further and recognise that an appropriate initial configuration of the
data might imply neither a total tendency to equilibrium nor cumulative oscilla-
tion, but only continuous change, in one or more dependable variables, always
in the same direction.’’

J. B. Clark, in his Essentials of Economic Theory (p. 198), says, ‘‘Static
jnfluences that draw society for ever towards its natural form are always
fundamental, and progress has no tendency to suppress them.’’

The oscillatory or cumulative changes referred to in the text are caused,
for instance, by the fact that production is spredd over time and consequently
it lags behind consumption, and by the operation of the speculative element
jn economic behaviour. Thus, it ean be shown by the application of mathe-

(Continued on mext page)
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Before we go into further details it is necessary to understand
the precise meaning of the word equilibrium and analyse the process
through which a given sct of forces work themselves out to a posi-
tion of final equilibrium. In physieal seicnees the word equilibrium
implies a static state. An objeet is said to be in equilibrium when
it is statie, ¢.c., when it does not move in space. Such a statie state
of the object is due to the fact that the forees acting on it are them-
sclves in equilibrium or in other words, they neutralise one another’s
effeets.  Conversely, when an objeet is in disequilibrium it moves
in space; for, the forees operating on it are not able to balance one
another. Thus in mathematics equilibrium is associated with static
state while disequilibrium is associated with dynamic state. One
would expeet the word equilibrium to have a similar connotation in
ceonomics too. But the economice system cannot be conceived of as

[Contitued from previous page)

matieal technique that when demand and supply are certain types of functions
of price and the rate at which it iy changing, the price goes on diverging
from the static equilibrium price when the speculative element in demand is
stronger than that in supply. When the speeulative clement in supply is
sftronger, the price goes on converging to statie equilibrium price. Again, when
supply and demand are a certain type of funetions of price, since production
Jags behind, the priee oseillates, the oseillations being eonstant, inercasing or
decreasing according as the demand is us sensitive, less sensitive or more sensi-
tive to price changes {han supply.

J. M. Clark says that the key to statics is a problem of the level of equili-
brium. Tt i3 angabstraction derived from the knowledge of the relative stabi-
lity of econowmic values, and of oscillations whose movements suggest a normal
level towards which economic forces exert their pull. The key to dynamies is
a different problem. It is a problem of processes which do not visibly tend
to any complete and well-defined static equilibriumn. He thinks that the im-
portance of this change from the search for levels to the study of processes
cannot be overemphasized. Eeconomic Essays Contributed in Homour of John
Bates Clark, 1927.

Prof. C. H. Cooley says that economics was almost wholly g short-range
study of mechanism, where all the details are fully worked out and explained
within certain narrow ficlds. But he deplores that econmomists have shown no
competenee for treatment characterised by breadth of vision and their treat-
ment throws no light on the wider economic and social significance of the
meochanism of which they treat. To Prof. Cooley, economie theorist appears
“‘like & man who should observe only the second hand of a watch: he counts
the seconds with care, but is hardly in a position to tell what time it is.’’
‘“Palitical Economy and Social Process’’, Journal of Political Economy, April,
1918.

Prof. H. T. Davis defines statics as the part of econometrics which does
not involve time explicitly, whereas he defines dynamics as that which deals
with problems involving time. The Theory of Econometrics, 1941.
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being in a static state in the physical sense. The economic system
is a system by virtue of the fact that it is in motion, with various
cconomic motives in operation. The word equilibrium must, there-
fore, have a slightly different meaning attached to it in economics.
Take, for instance, the case of a firm. There are various ways in
which its state of equilibrium may be described. It may be said
to be in equilibrium when its marginal cost is cqual to marginal
revenue. Or again, when its output does not tend either to inercase
or to decrease. It may be said to be in equilibrium, also, when it
has cxploited fully the possibility of maximising its profit or mini-
mising its losses. And, lastly, it might be said to be in equilibrium
when there is no tendency on the part of resources to flow into or
out of the firm.

This last statement must be clarified further. In the case of a
productive enterprise, there is a continuous flow of resources (a dis-
continuous flow when the word resources is used in a particular
sense) into the plant and a continuous flow of produce out of it.
When we say, therefore, that in the case of the firm that is in equili-
brium there is no tendency of resources to flow into it or out of it,
we mean that there is no tendency for the flow of resources into
it to increcase or decrease. There is, in other words, no net inflow
or outflow of resources.

Let us sece which of the four ways in which equilibrium is
described above adheres most closely to the connotation of that word
in physical sciences. Since absence of movement (in space) is the
characteristic of equilibrium, perhaps the best way to conceive of
the equilibrium of a firm is to imagine it to show no further tendency
to net inflow or outflow of resources. The word net here is, how-
ever, misleading. It suggests the difference between flows in two
opposite directions. It is better therefore to say that a firm is in
equilibrium when the flow of resources into it is constant over time.
That means that a firm that uses the same quantity of resources of
a given kind during a given period of time is in equilibrium over
that period. This way of deseribing the equilibrium of a firm brings
the economic meaning of the word equilibrium into conformity with
its meaning in mathematics. In economics, equilibrium denotes
sameness of quantity of resources used; in mathematics, it denotes
sameness of space occupied. In economies there is identity of re-
sources used, in mathematics there is identity of space covered.
Hence, while in the physical sciences equilibrium is characterised
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by absence of movement, in economics it is characterised by absence
of growth or decay. A tree that is growing or deeaying is in equili-
brium in the physical sense (ignoring the fact that it comes to
oceupy a wider or narrower space) but not in the economic sense.
Conversely, a ball rolling on the ground with a constant velocity may
be said to be in cquilibrium in the economic sense of the word while
in the physical sense it is, of course, not in equilibrium.

Now, instead of defining equilibrium of a firm in terms of ihe
constancy of the quantity of resources used we can define it, if we
choose, in terms of output. The point worth noting is that equili-
brium (and therefore the static state) generally denotes in econo-
mies absence of change in movement while in the physical scicnees
it denotes absence of movement itself.

An cconomy is in disequilibrium when the volume of resources
used or the quantity of output turned out, varies from time to time.
And with the variation in the resources used and, conscquently, in
the output turned out, there is also in general a change in the prices
of goods and services. But the disequilibrium in the economic sys-
tem, whenever it occurs, may be due to one or more of the follow-
ing causes. First, the data or the given forees, may themselves
change leading to a change in the use of resources. Secondly, the
original data may remain the same but there may be c¢hanges in the
subsidiary forces originating from the operation of the given data.
Of these two causes of disequilibrium the first can be broken up
into two. 'The change in the original data may be from without
or from within. In familiar terminology such a change may be
exogenous or endogenous.

In order to be able to understand how equilibrium is disturb-
ed by the influence of onc of these causes, one has first to note the
difference between the data and the consequences (the dependent
and the independent variables) of economic system. Data and con-
sequences, as the words themselves suggest, are related to each
other as cause and effect. For the ecconomist, the data consist of
the cconomic forees in operation at the moment under consideration,
while consequences denote the results that these forces produce.
When the original forces take time to exhibit or produce their final
result (as they neccssarily do) some intermediate consequences in-
tervene between the data and the final consequences. Thus in the
working of the cconomic system we observe at every moment of time
a certain complex of forces which are themselves the consequences
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of the forces in operation at the previous moment. Tt is not pos-
sible, therefore, to say dogmatically that such and such forces are
the data or the conscquences of the system. Yet it is possible to
reason and think out mentally the consequences in the cconomie ficld
of a given sct of data. In such a process of thought, it is naturally
assumed that the data remain unchanged. For, it is only then that
the consequences deduced can, in the right sense of the word, be
regarded as consequences of the data.

In static economics, we study how a given set of data work
out their consequences. It is naturally assumed that the data remain
the same and all that happens is mercly that they, acting one on
the other, produce in the course of time certan results  (conse-
quences) which objectively exhibit themselves in a certain pattern
of distribution of resources and a certain level of prices of goods
and services. Let us sce how cquilibrium in the economie system is

&stablished.

We assume naturally that the economic system is in disequili-
prium, that is, the conditions are as they obtain in the real world.
Crying halt to further changes. we have to reason out the con-
sequences of the inter-play of the existing forces.

en that at a particular time there are certain forces

' Suppose th
hange in intensity or number.

in operation and that they do not ¢
They constitute then the data of the system. These data are fixed

in the sense that they do not inerease or decrease either in their num-
ber or in their intensity. Since they are not initially it equilibrium,
the economy exhibits signs of expansion or contraction. Static Eco-
nomies studies how equilibrium in such an economy is ultimately
established? Now, if the forces are not in equilibrium to start with,

1. 'This is one particular meaning of Static Economics. Hicks says, ¢ The
omic dynamics (that much controverted tetm) which I have
in mind here is this. I call Economic Staties those parts of cconomiec theory
where we do not trouble ahout dating; Feonomic Dynamies those parts where
every quantity must be dated.’”’ This is a very general meaning of the term
Dynamic Economics.

Walker (From Economic Theory to Policy) says, ‘‘For instance, the term
theory of economic development is gometimes applied to a theory covering the
adaptation of the market to changing economic conditions. Thus a contrast
is drawn with the economics of stationary states.’’

Prof. Lindahl (Money and Capital) says that it is the aim of ecomomic

theory ‘‘to provide theoretical structures showing how certain initial condi-
(Continued on mext page)

definition of ccon
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fs it at all possible for the economy to attain equilibrium position?
Trom one’s knowledge of applied mathematics one can say that a
configuration of forces that is not in equilibrium can be brought to
a state of equilibrium only by the addition of new and appropriate

forces.

IIow can then equilibrium be reached if the data are assum-
ed {0 be fixed? Unless, in the meantime, new forces are allowed
equilibrium, it would scem, could not

to join the given initial ones,
in dis-

pessibly be reached; and, therefore, an economy that is once
equilibrium must continue to be in disequilibrium unless the original
data undergo some change. And if that was so, a stationary eco-
nomy (i.c., an economy with constant data) would be characterised

by dynamiec state.

It is the purpose of static cconomies to study how with a given
sot of data the cconomic system ultimately attains the position of
cquilibrium; it should be obvious, the conception of static economics
is one that admits of the intervention of new forces. And yet these
new forces cannot be regarded as involving a change in the original
data. This obvious contradiction calls for a more detailed enquiry
into the precise nature of the distinction between the data of the
economic system and the subsidiary forces generated by them in

the course of their operation.

We underftand by data a given set of potential forces. Thus,
when we say that data are fixed we merely imply that the wants of
consumers, the resources available, the technique of production, ete.,
remain unchanged. These are not, in the physical sense of the
word, forces in themselves; they are, as it were, the fountain-head
of forces or potential forces. Take the simplest case of Robinson

Crusoe with given appetite or tastes and a tree bearing a certain

(Continued from nrevious page)
tions give rise to certain development.’’ Further, he says, ¢¢properly inter-

preted, static theory also has for an objeet economic developments taking place

in time, only the variables studied do mot change their values with the lapse

of time’’.

See also J. A. Schumpeter, Theory of Economic Development, and F. H.
Knight, The Ethics of Compctition.

In lis Risk, Uncertainty and Profit, Knight writes: ¢“The sccond prob-
lem deals with the use of given productive resources in the production of goods
to bp used (always in accordance with market price principles) in the satisfaction
Af oivon wanta: it has hecome known as the problem of the statie state.”’
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number of fruits. His appetite, taste and the fruits constitute the
given fixed data. They are not active forces in themselves but
eonstitute potential forces or the source from which a stream of
{orces may be considered as issuing. With these data (together with
other such data as the road, a stick, etc.) the Crusoe economy may
in the beginning be in discquilibrium. Crusoe first plucks a few
fruits and finds that the marginal utility of the fruits is greater or
less than the marginal disutility of the exertion entailed. e, there-
fore, plucks either more fruits or less and balances the utility of
the fruit with the disutility of work. When he has done that, his
ceconomy comes into equilibrium position. Here, then, what was
necessary to bring the ceonomy into equilibrium was the generation
of some new forees of extra exertion or, in other words, the poten-
tial forces had to issue forth a larger or smaller stream of aective
forces in order to bring the economy into the position of equili-
brium. In the more advanced type of economy such as the one we
are living in today, the data of the system are much more complex
and the forees they gencrate too are equally complicated. The
position of equilibrium is, therefore, reached after a more prolong-
ed process of adjustments. We have to remewmber then that by data
we understand certain potential economice forees and that equili-
brium is brought about by an appropriate use of them. The stream
of forces that issue forth from the data have to balance one another
in order that the economy may reach a position of équilibrium.

Static Iconomics assumes that, given unchanging data, the eco-
nomie system is able to reach easily and quickly a position of equili-
brium unless there are certain tendencies inherent in the data them-
selves that produce oscillatory or cumulative changes in the eco-
nomy. It is, however, not very likely for such tendencies to inhere
in the data of the economic system as a whole and thereby keep
it perpetually in a state of disequilibrium.” 1t is possible, however,
for such tendencies to exhibit themselves over periods of small dura-

1. Sce footnote on page 128. For the entire economice system to be in dis-
equilibrium what is essential is that supply and demand of productive services
in general should be out of balance. In other words, savings and investments
should be unequal. (These words are not used in the sense in which they
are used by Keynes in his General Theory). Trade eycle theories attempt to
explain the causes of oscillatory changes in the economy of a country. How-
uver, if there has to be a perpetual state of disequilibrium it is perhaps neces-
sary for some exogenous factor to play its part.
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tion. The phenomenon of the trade cycle is thus explained by the
existence of such tendencies.

We have seen that the data of the economic system are able
to liberate streams of forces of such a composition as would ultimate-
ly bring the whole system into a state of equilibrium. The data
are, therefore, of a nature that are capable of acting and reacting
on one another, The data relate to supply and demand. What is
significant, however, is that there is some fundamental governing
force that makes the data liberate foreces capable of bringing the
system into equilibrium position. This fundamental force is the
economic motive—the desirc to maximise satisfaction. If satisfac-
tion is considered as a mere consequence rather than an impelling
force, it becomes necessary to give another name to this force. In
consideration of such a nceessity it is better to say that it is the
desire to realise an ideal that is responsible for the creation of forees
that neutralise one another. Onece the system comes into the state
of equilibrium, it continues to be in equilibrium so long as the data
—the sources of equilibrating forees—remain the same.

This brings us to the question of changes in data. What are
the data of the economic system and how do they change? Are the
data capable of cndogenous changes? It is said that cndogenous
changes are those that are produced by the internal working of the
economic system. Those changes in the data that are caused by
external agencies are called exogenous changes. Clearly enough the
exogenous changes include such influences as those of the climate,
ocarthquakes, floods, certain type of epidemics, ete. Changes in the
ceonomice data caused by such agencies as the above do not emerge
from within the cconomic system. Tn short, all those changes which
are caused by Nature (understood in the ordinary sensc) are exo-
genous. It follows that the changes caused directly or indircetly by
man are endogenous in character. Some economists include in exo.
genous changes those that are necessitated by political considera
tions. In our opinion, however, all such changes should be regard
ed as endogenous since political exigencies are dependent on econo
mic factors.

‘We have observed earlier that economic data are the reservoi
of forces; from this reservoir flow forces that ultimately balance on
another. How can such a reservoir undergo changes from within
As we have explained above, the forces that the data liberate ca:
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change duc to the operation of the economic motive—the desire to
realise an idcal. But what is it that changes these data themselves?
Do they change due to the reaction of the forees liberated by them?
If so, then the rclation between the data and the forces generated
by them would be one of mutual dependence. Thus, for instance,
a given size of the population of a country (one of the data) gives
rise, along with other things, to a certain method of production and
consequently enables the people to live up to a certain standard of
living (one of the consequences). And that standard of living in
its turn acts on the size of population encouraging or discouraging
its further growth. But if the economic data change in this manner
and if by endogenous changes we understand such changes then
the economy of a country would exhibit endogenous changes in its
data alongside the changes in the economic forces liberated by them.
And the process of adjustment through which the state of equili-
brium is ultimately reached would synchronise with that of endo-
genous changes in the data. Not only would such a conception of
endogenous changes make the changes in the forces liberated by the
data and thosc in the data themselves concurrent, but it would also
eliminate all possibilities of any change occurring in the data once
the cconomy attains the position of equilibrium. Since the objeet
of the study of endogenous changes in the data is to dctermine how
the equilibrium of an economy is disturbed, it is obvious that such
a conception of endogenous changes is not suitable for our purpose.
The conclusion that, therefore, seems inescapable is that either popu-
lation of a given size cannot be considered as a datum of the ccono-
mic system or that it is not capable of endogenous changes. Exo-
genous changes in population are caused by such natural agents as
earthquakes, floods, cte. There are again changes, as just noted,
that are caused during the process of equilibrium of the system. If
thesec were all the changes that the population of a country could
undergo it is clear enough that as a datum, it would not be capable
of experiencing any cndogenous change. It becomes necessary for
us, therefore, to examine more carefully the meaning of the term
endogenous change.

Let us stick to our example of population. Let us see in what
different ways its size can change. First, there are the exogenous
changes alrcady noted, namely, variations in its size causcd by
natural factors such as climate, floods, earthquakes, ete. In these
changes one might also include immigration (provided there are no
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restrictions to such movements of people); changes caused by immi-
gration are exogenous to the cconmomy of the country concerned.
Then there are the changes in the size of the population caused by
and during the process of adjustments, that is, by the reaction of
the consequences on the data themselves. Such changes, as observ--
ed above, come to an end once the economic system has been able to
attain equilibrium. These changes, for the rcasons stated earlier,
cannot be called endogenous. But these are not all the changes that
the population of a country can undergo. Suppose some discovery
in the medical science is made, the effect of which is to reduce child
mortality or in general to reduce appreciably the death rate in the
country. Such a discovery would increase the population of &
country. Now clearly a change of ihis character in the population
datum cannot be regarded as an exogenous change. Nor can we
call it merely a reaction of the consequences in the economic system
on its data. In a sense of course the discovery was motivated by
economic considerations; it is the desire to achieve an ideal that
ultimately leads to the discovery of the mature described above.
Accidental discoveries arc accidental only in the sense that they are
not preeisely what they or their discoverer wanted them to be. But
they are not accidental in the sense that no effort was directed in
the channel in which it could possibly have resulted in such dis-
coveries. Though then an increase in the size of a population caus-
ed by an advapcement of mediecal knowledge can be regarded as the
result of the reaction of consequence on the data, it is obvious, it
differs in a significant manner from the other changes in population
that we have noted above. The main difference consists in the fact
that while the other non-exogenous changes were more or less conti-
nuous and of a character that could be foreseen with a fair degree
of precision, this particular change is neither continuous nor pre-
dictable in that manner. The distinction between the two kinds of
non-exogenous changes here made is then one of degree if we choose
to describe it that way. But this difference of degree is very im-
portant and has a profound influence on the economy of a country.
A thing that is discontinuous and haphazard in its occurrence is.
difficult, if not impossible, to predict. It becomes impossible, there-
fore, for the cconomy to plan its production so as to succeed in bring-
ing it into equilibrium in the future.

These are the changes occurring in this haphazard fashion that.
are called endogenous changes. Being changes from within the
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cconomy they are naturally brought about by the reaction of con-
sequences on the data but they differ from other such reactions that
oceur in a more or less continuous and regular manner and which
are, therefore, best described as adjustments. While such adjust-
ments merely move the economy on to a position of equilibrium the
endogenous changes jerk it out of such a position. Every time that
the economic system is thrown out of its position of equilibrium by
some endogenous change the normal process of adjustment starts
again to put the cconomy into a new position of equilibrium.

Endogenous changes are always of the nature of inventions or
discoveries in the economie, politieal, social or other ficlds. Whether
the changes in the data caused by such inventions are endogenous
or exogenous would depend on whether their influences work on the
economic system from within or without.

As seen above, in the absence of all endogenous and exogenous
«changes the economy of a country would remain stable and static
onee the adjustments have been able to effect cquilibrium in the
system.

There are then three kinds of change in data. TFirst, we have
«hanges that are introduced from without the cconomic system.
Second, there are changes from within the system that occur by fits
and starts—changes that are haphazard and discontinuous in their
occurrence. And, lastly, we have changes from within the system
that arc of the nature of adjustments leading to a position of equili-
brium. Of these it is only the first two that invariably cause dis-
equilibrium in the system. The characteristic of a dynamie eco-
nomy consists in the fact that it is subject to exogenous and endo-
genous changes in its data.

It may now be pointed out that all endogenous changes are
«whanges in the subjective data, while what has been termed adjust-
ments are changes mercely in the objeetive data. Thus, a change
in the quantity of a certain type of capital instrument brought about
during the process of adjustment leading to the position of equili-
brium—a change that we have called adjustment—is not caused by

1. It may be mentioned that all adjustments do not neccessarily or always
‘have the ultimate effect of bringing the ecconomy into equilibrium position (See
footnote on p. 128). However, it is true that every adjustment is an attempt
-at equilibrium though it might be foiled by inconsistencies in the designs of
‘the different agencies.
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any change in the subjective elements of the given data. But a
change in the quantity of the same type of capital goods caused
by the invention of a new process of production is, as explained
earlicr, an endogenous change and is due to a change in the tech-
nique of production—a change in a subjective datum.

All changes in adjustments cxhibit themselves, in other words,
in variations in the quantity or quality of material resources. They
are not caused by any change in the technique of production, any
change in the sciences having a bearing on production, or any change
in the wants or the composition of wants of the people. They are
merely the manifestation of the action of subjective elements of
data on the material resources determined by the operation of the
economic motive.

If we were to understand by the term data merely the subjec-
tive data we would be left with only endogenous and exogenous
changes in data. For certain purposes such an interpretation of
the term data is desirable. Yor, changes are generally associated
in our mind with the notion of discquilibrium or disturbance of a
stable position. And if adjustments arc regarded as changes they
are changes that help to establish equilibrium instead of upsetting
it.  However, when an  economy is ot already in equilibrium,
changes are needed to bring it into equilibrium. Thus, adjustments
can aptly be regarded as changes in data—changes that occur
during the process of transition of an economy from a disequili-
brium to an equilibrium position.

All disturbances in an economic system that has already reach-
ed the position of equilibrium are, therefore, caused by endogenous
or exogenous changes in the data, that is, in other words, by changes
in the subjective components of the data,

It is necessary now to distinguish more precisely economie data
from their consequences. It has already been mentioned that con-
sequences are the result of given data. And in thought, if not nlways
in time, consequences follow the data. And in the field which we
are investigating it would not be wrong to assume that consequences
follow the data in time. Thus, the consequences of yesterday are
the data of today. Whatever is then in existence at any given
moment of time constitutes the data of the economic system, All

objective and subjective factors make u

| p the data at any instant of
time. Many of these that exhibit themselves in a changed shape
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in the next period could be regarded as the consequences of the
data of the previous period. It is, therefore, not possible to point
out any objectively conceivable difference between data and con-
sequences amongst the elements observable at any moment of time.
If any sharp distinetion between the two has to be made it must
be done by including in data only the subjective factors leaving all
objective factors to constitute consequences. ‘We would then have
data and conscquences both existing side by side in the same period
of time. All changes in the population, capital resources and con-
sumption goods would then be regarded as constituting variations
in conscquences, and all changes in these consequences would eome
to be regarded as caused by the influence of the data. All those
changes that we have described above as adjustments are then ruled
out as they relate only to objective factors. For, it is not possible
for auy change in objective faetors to initiate a change in subjec-
tive factors. The changes in subjective factors that appear to be
caused by objective factors are in reality caused by subjective
clements of the system through the medium of objective factors.
Changes in data, we may then say, are of two kinds, exogenous and
endogenous. Over and above these changes there are changes in
consequences which we have deseribed earlier in the chapter as

adjustments.

We have observed earlier that when the data remain constant
and the adjustments in the consequences have been campleted the
cconomic system attains equilibrium position. It is essential to
note that the absence of exogenous or endogenous changes merely
ensures equilibrium of the economy as a whole or of the various
industries. The mere absence of such changes is not sufficient to
guarantee the equilibrium of a firm. For, in spite of subjective
and objective factors remaining constant individual units of capital
instruments and individual units of human factors would go on
continuously changing. Thus, though the population as a whole
and its composition might remain fixed, the individuals composing
it would keep on growing and, therefore, getting either more or
loss cofficient. Such changes in the cfficiency (say of organisers)
would neccessitate a change of personnel to maintain productive effi-
ciency intact.

But it is not possible to make rapid changes in the organising
staff of a concern or to make appropriate changes the moment they
are called for. While then the industry as a whole may remain
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in equilibrium, when the economic system has once reached equili-
brium the individual firms cannot. The growth of some firms would
exactly counterbalance the decline of others, and that is all that
could be expected in an cconomy that is free from data changes.
A firm is the smallest unit of production and no ecquilibrium can,
therefore, possibly be expected in it in a world where stationary
conditions are defined by the constancy of movements rather than
by abseuce of movement itself.

In a stationary state where all the industries have attained
equilibrium the total output of commodities and services per unit
of time remains constant. And since population and its composi-
tion is also cx-hypothesis constant in a stationary state, the per
capita wealth in such an economy would remain unchanged. Yet
the individual firms would not themselves be in ecquilibrium and
would be tending to increase or decrecase their output. Thus, while
the national dividend remains the same part of it that goes to
individual firms keeps on changing. In other words, the distribu-
tion of wealth in a stationary state remains unstationary.

A word may here be said about the stock and flow concepts
of data and consequences. By data we understand, as explained
above, certain sources from which economic forces flow. Thus, by
data we undcerstand stocks while by consequences we understand
flows. When the data of a system are given as fixed the system is
<characterised sby a fixed amount of certain stocks. This notion of
stock does not exclude such things as the wants or tastes of the
people.  Conscquences arc the flows of forces. Data are like capi-
tal and consequences are like income.

But consequences can be subjective or objective.  What we
have called adjustments are objective in nature. Objective con-
sequences are the result of subjective consequences acting on mate-
rial resources available to a system. Forees or subjective factors
«cannot operate in a vacuum; there must be certain material objects
for them to operatc upon. The objective consequences, in their
turn, can be called stocks. And they can generatc a stream of
forces through the action of the ideal or the motive of maximum
satisfaction, for example. This much about the stock and flow
concepts.

Changes in data can be classified into autonomous and induced.
Perhaps in autonomous changes can be included only those that are
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exogenous in character. They are not, in the strictest sense, auto-
nomous as they are caused by certain factors operating on the data.
But they are autonomous in the sense that they are not induced
or caused by their own consequences. A change in the population
of a country caused by earthquakes or floods is, in the above sense,
autonomous, while an inercase of birthrate leading to population
growth made possible by a higher or lower standard of living can
be called an induced change.



CHAPTER XV
STATIC, DEVELOPMENTAL & DYNAMIC ECONOMICS

The equilibrium of a production unit is judged by the absenee
of its expansion or contraction®. It is a position in which there is
no further want on the part of the unit for expansion or contrae-
tion. Applying the same test to the case of a man, the equilibrium
of a human being is indicated by the absence of any further want
of activity., When a particular situation is considered with its
particular system of wants, the position of relative equilibrium is
then said to have been reached when those wants have been satis-
fied. A person, for instance, who has a certain amount of money
to spend and has a number of alternative things on which to spend
it, is in a position of disequilibrium till he has actually been able
to spend the money to the optimum satisfaction of his wants. And
he attains the position of equilibrium in regard to the situation
considered, when he has spent the money in accordance with his
wishes, .c., say, according to the law of cqui-marginal utilities. The
word equilibrium, therefore, suggests a state in which the operating
unit under consideration has attained its objective. The process
of attaining the objective is the route that is followed to attain the
position of equilibrium.

Full equilibrium is said to have bcen reached when the wunit
under consideration has reached its ultimate objective. The attain-
ment of an intermediate objective marks the position of equilibrium
relative to that intermediate objective. Using the word end in place
of objective, we can say that the final or full equilibrium or general
equilibrium is reached when the ultimate end is attained. A partial,
particular or intermediate equilibrium is reached when a particular,
partial or a sub-cnd is attained.

The object of every operating unit is to attain its final end.
And it is able to attain this final end through the attainment of
one or more sub-ends. Thus there are a number of partial or parti-
cular equilibrium positions through the attainment of which the
final equilibrium is reached.

1. TUnless otherwise staled equilibrium means static equilibrium.
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In the study of economics we are concerned with the deter-
mination of the position of equilibrium. That is, we want to deter-
mine the situation as it would exist when the position of equilibrium
has been reached. Thus, we determine what would be the sharve
of each factor of production, what would be the prices of all the
goods produced and what would be the amounts of the goods and
services consumed when the ecquilibrium position is reached. The
study of the situation in which we would expect the cconomic sys-
tem to be when such cquilibrium is reached, is popularly known
as the study of static cconomics. As explained above, our concern
is to determine the situation that would obtain when all the wants
we start with, have been satisfied. The position in which the given
wants (data) are satisfied is a position of equilibrium, or what is
better deseribed as the position of static equilibrium. Now, the
given system of wants—the data—may in reality change before the
position of equilibrium consistent with the given data is reached.
1f they do change, the theoretically conceived position of cquili-
brium may not actually be attained in practice. The study of
equilibrium in such cases merely indicates the goal, the objcetive
or the end which the initial forces comprising the given data are
striving to reach.

When the initial data do not change, the final position of equili-
brium is reached through a process of adjustments and we can in
such a case, take up, if we wish, the study of the manner in which
and the path through which the final equilibrium is reached. This
study may be called dynamic cconomics as it is meant to desecribe
the process of adjustments over time. We determine there the man-
ner in which the various economic phenomena change from time to
time. Such a study is nccessarily concerned with a period of time
as against the study of static economics that is concerned with (the

‘situation at final) point of time.

This study is sometimes called the study of economic develop-
ment to distinguish it from that which takes into consideration
changes in the initial data as well. When the study of the process
through which the final position of equilibrium is reached is thus
called economies of devclopment, dynamic economics stands for the
study of the situation in which the original data undergo a change.
Different economists have given different names to these studies:
for instance, the study of the ecase wheré the initial data change is
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ealled the theory of historical economies by Prof. Stigler and special
economic dynamics by Prof. Lindahl

It must be noted, however, that it is not only in the case of
static economics that we are concerned with the determination of
equilibrium situations, that is, with the evaluation of the magnitudes
of economic quantities when the position of equilibrium is reached-
even in the other cases of cconomic development and dynamic eco-
nomics we can study merely the positions of equilibrium. The only
difference between these studies is that whercas in the casce of statie
economics there is only the final position of equilibrium that we have
to determine, in the other cases we have to determine various posi-
tions of equilibriur at successive moments of time. At cach moment
or within a small period of time, the relevant forces (data or wants)
work themselves out to a position of equilibrium and it is the con-
cern of the dynamic economist to determine this relative or tem-
porary point of equilibrium. There is nothing else that a scientifie
cconomist can do. Unless the process of change is considered as
consisting of successive stages of static states there is nothing that
an economist can dctermine. Jt is only when dynamies is thus con-
ceived of as staties at suecessive moments of time that the solution
becomes at all deferminate. There is no determinaey in the case
of a change as such.

What is true of the study of the case where given fixed data
work themselves out to a position of equilibrium is also true of the
case where thé data themselves are changing. In the latter case
the problem becomes more complicated in so far as we have to cal-
culate not only the progress made by the initial data on their journey
to the position of equilibrium but have also to take aceount of the
impact of new data on the situation itself. These data may either
accelerate or retard the process of adjustment leading to the equili-
brium position or may direct the economy to an entirely different
position of cquilibrium.

Having noted the fact that whatever the situation may be we
8s economists can only study it with a view to the determination
of the position of equilibrium, we have to distinguish the precise
nature of the equilibrium in one case from that in the other. In
the static case the equilibrium itself is static in the sense deseribed
ip a .previous Chapter; while in the dynamic state the equilibrium
is changing from time to time. Thus the diffetence between static
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and dynamic equilibria can be understood only by conceiving them
in relation to time. It is for this reason that what is static equili-
"brium with respect to one period of time may become dynamie equili-
brium with respect to another (longer) period of time.

In cvery case, however, equilibrium indicates a situation in
which the wants bave been satisfied. 1n the case of dynamic equili-
brium it is only the operative wants relevant to the period under
consideration that are satisfied. 1In the case of static state all rele-
vant wants are satisfied. This consideration gives rise to a pertinent
question, namely that, if the statie state implies the state of full
satisfaction of wanis at the position of equilibrium, does it imply
also a complete cessation of all activities? If it does not, can we
assnetate the situation, in which all wants have been satisfied, with
a life of activity? Dynamic equilibrium, as we have just seen, is
compatible with activity; for it is indicative of a stage of only a
temporavy satisfaction of wants. But how can static equilibrium
be associsted with a universe of continuing activity?

A static state of economy with its statie cquilibrium implies that
the wants of men do not change nor is there any change in other
factors with which the wants are co-ordinated. 1t implies that the
same wans are satisfied in the same way repeatedly. It does not
assume that there are no wants; it assumes an absence of any ehange
in wants. A change of wants is again understood in relation to
time. There is no change of wants as befween soeeessive periods
of time; there must necessarily be a progressive change of wants
(gradual satisfaction of them), during the curreney of each period.
The position of cquilibrium attained at the end of a period is pre-
cisely the same as that attained at the end of any other period.
There is no fresh want in any period relative to any other peroid.
The full satisfaction of want that we need to associate with the
notion of static equilibrium is to be visualised as an abscnce of
fresh wants. '

As cxplained in an earlier chapter static equilibrium is the
equilibrium that, has been reached and maintained. To see whether
it is maintained or not we have {0 compare the situation at the end
of a period with that at the end of another period. The satisfaction
of wants that the position of equilibrium represents remains undis-
turbed at the end of each successive period of time. But within
each period there goes on a gradual process of economic develop-
ment leading to the position of equilibrium.
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When the period of time is small enough or when it is con-
sidered to be small enough to allow us to ignore the consideration
of what is happening during that period, statie cquilibrium would-
be truly compatible with the complete satisfaction of wants. ‘When
a man attains the state of wantlessness (the state that has been
deseribed as the ultimate end to strive for) not only is there mo
change in his wants but there is no want at all. He then reaches,
in the right sense of the word, the position of static equilibrium,
The period of time, which we had felt necessary to reduce to a very
small dimension, actually shrinks to zero. In other words, in the
traly statie cquilibrium state there is no necessity of reckoning with
time. This characteristic of the real state of statie equilibrium
is expressed by the saying that a liberated soul is free from the
bondage of time.

The difference between statie economies, developmental econo-
mics and dynamie economies can briefly be stated as follows. In
static cconomies we are concerned with the study of equilibrium
which is precisely the same in various periods of time. In deve-
lopmental cconomies we are concerned with the study of successive
positions of equilibrium within a period of time; these successive
positions being only means to the ultimate point of equilibrium that
is attained at the end of the period. In dynamic economics we study
the cquilibrium position at the end of a period as affected by a
change in the system of wants (data). We take account here of
the changes in the data due to which the equilibrium attained at
the end of a period is different from that attained at the end of a
previous period. A period is defined here as the length of time
siceded for the satisfaction of wants existing at any moment of time.
Thus, in cruder but more technical language, a period consists of
the time that is required to complete the processes of production
undertaken at any point of time with a view to the satisfaction of
wants then felt.

Taking the case of a microeconomic situation we can illustrate
the difference between the three studies in the following manner.
Suppose a man requires one day to satisfy the wants that he feels
in the beginning of the day from which we start our study. In
economics of development we would study how he reaches positions
of equilibrium in successive parts of that day, say, every hour, as
a preparation for the entire satisfaction of wants by the end of the
day. Tun static economics we would study the situation in which
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the man would find himself in regard to his wants and surroundings
at the end of the day when he reaches the position of equilibrium
(the complete satisfaction of wants). In dynamic economics we
would study the situation in which he would find himself at the
end of the day when his wants have in the meantime undergone
a change. In the terminology of the previous Chapter we would
say that in developmental economics we are concerned with adjust-
ments, changes that occur more or less in a continuous fashion and
are of a character that could be foreseen with a fair degree of pre-
cision. In dynamic economics we are concerned with endogenous
and exogenous changes—changes that occur from without the eco-
nomic system or those that occur from within it but are sporadic
and haphazard in their occurrence. In static economics we are
not concerned with changes at all; we study there merely the final
situation in which the cconomy finds itself when it has attained
equilibrium position.

A word here needs to be said about the meaning of the expres-
gion satisfaction of wants. Static equilibrium has been identified
with the situation in which satisfaction of wants has been eompleted.
Now, there is no casc in which our wants are completely satisfied
even for a short while, That is due to the scarcity of means (at
our command). What we are able to do, therefore, is to satisfy
our wants as much as the limited means would permit. Henee, in
the position of equilibrium our wants are not fully satisfied; they are
satisfied in the best possible manner. What is then meant by say-
ing that equilibrium indicates satisfaction of wants is that whem
our plan of satisfying a group of wants (felt at a moment of time)
in a particular fashion and to a particular extent is fully completed,
the position of equilibrium is said to have been reached. In other
words, when our plans made at any moment of time are completed
we are said to have reached the equilibrium position. In static eco-
nomies we are thus concerned with the study of cquilibrium of pro-
duction. And that equilibrium is called static equilibrium (of pro-
duction). In the truly static state, referred to above, there is no
production and consequently there is equilibrium state as distin-
guished from equilibrium of production. In the truly static posi-
tion' there is no economy and hence no (static) economics.

The aim of a production unit, then, in static economics is to
accomplish its production plans; the aim of an individual is like-
wise to complete his plans. And in every case the plan has as its
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objective the maximisation of pleasure or minimisation of pain. A
production unit, like an individual, exploits the situation to maxi-
mum advantage. As explained in the first chapter, the ultimate
2im is to secure freedom from wants—so to satisfy them as to guard
against their recurrence. A short-sighted individual or one who
allows himself to be guided by the consideration of immediate bene-
fits, thinks only in terms of pleasure and plans his activities so as
to secure maximum enjoyment in the ncar future. Some have a
longer range in planning than others; but seldom does one take
the longest possible point of view. Were one, however, to plan
one’s activities with a view to the ultimate object of gaining free-
dom from wants, the successive positions of equilibrium would ulti-
mately lead one to the truly static equilibrium stage in which all
productive activities would become unnecessary. For, production
is only a means to the satisfaction of wants so that when all wants
have been eliminated there is mo further nceessity of undertaking
any productive activity.

Before we end a word may be said about the conception of
statics and dynamics as used in economic literature. Ragner Frisch,
Paul Samuelson and Jan Tinbergen are important names in rele-
vant literature. Frisch defines a dynamical system as one whose
behaviour over time is determined by functional equations in which
variables at different points of time are involved in an essential
way. And Tiubergen says that the economic theory which is based
on the assumption of a stationary position may be called economic
statics. Explaining the point further he says that we can apply
this theory in cases in which we are interested in the determination
of ultimate results (long-run tendencies as he calls them) and in
which the movements sct into motion by the changes in data are
damped and the data themselves do not change. Compare this with
our definition of statics. We have said that in static economics we
are eoncerned with the study of equilibrium which is precisely the
same in various periods of time. Since Tinbergen lays it down as
a condition that in static theory, the data do not change, and the
adjustments are damped (and he further says alternatively that
the theory would hold if the economic magnitudes adapted them-
selves to the data immediately) the position of ultimate equilibrium,
will naturally be the same at various periods of time. For, there
are two cases in which the final equilibrium position would differ
from time to time, First, when the data change and, second, when
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. the ‘movements are not damped. This condition of damped move-

ments or alternatively the condition that adaptations are imme-
diately made and the movements are damped are meant to make
the end result independent of the path taken by economic magni-
tudes.

We see thus that our definition of economic statics tallics pre-
cisely with that given by Tinbergen.

Our developmental economics corresponds to  Tinbergen’s
economic dynamics involving endogenous processes. ‘‘The theory
which is necessary’’, says Tinbergen, ‘‘to explain these processes
and which will follow step by step the process of adaptation and
the succeeding movements will be called economic dynamies.”
What we have called dynamic economies Tinbergen would call eco-
nomic dynamies involving exogenous movenents.

As mentioned by us above, the most useful purpose of statie
theory is to indicate the end towards which a system tends to pro-
ceed. For this reason it is regarded as concerned with the long
period. For, it points to the end of a long period. Developmental
economics or what is more conventionally called dynamic economics,
is not concerned with the end-results; its concern is to show the
process of adaptation, to indicate the path that an economy takes
to arrive at the ultimate result. It shows the position of an eco-
romy at intermediate points of time. It is for this reason that Tin-
bergen says that economic dynamies is nearer to reality. ‘‘Econo-
mic staties’’, he says, ‘‘“may put forward the theorem that a certain
eommodity will not be produced in the long run if the production
involves a loss. In the short run, however, production at a loss will
oceur. Economic dynamics will take this fact into consideration
and will on that account be more realistic.”’

Paul Samuelson has not only differentiated static from dynamie
but historical from causal. Distinguishing the historical from the
causal he says that a system is historical when its behaviour de-
pends on the calendar date. If, on the other hand, its behaviour
depends only on the time interval and not on where that time
interva! is placed in the calendar, it is purely causal dynamic. In
other words, Samuelson’s historical system is one that cxhibits exo-
genous movements,

M?st present-day theories of the trade cycle are built on the
dynamjcal models of Frisch and Samuelson. That is, they proceed
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to explain cyclical oscillations as endogenous movements of a self-
propelling system. But there are exogenous theories of the trade
cyele also, such as for instance, the sun-spot theory of Jevons.

The importance of Static, Developmental and Dynamic econo-
mics for the study of the problems of the trade eycle and growth
economics must be obvious now. Cyclical fluctuations and growth
are oid concerns of the economist. But in recent ycars much has
come to be written on Growth and today cmphasis is laid on the
treatment of all economice problems and theorems from the point of
view of the growth of economic entities.

The trade cyele is not necessary a short-period phenomenon
though it might appear to concentrate one's attention on fluctua-
tions and, therefore, on those changes thut do not hold out a pro-
mise of continuance for a long stretch of time. Otherwise, cyelical
changes are a permancnt featurc of our economies. Our ccouoraies
fluctuate and our economics grow. Growth can, however, be necga-
tive, And when growth and deeline alternate over a period that
we can conveniently take cognizance of we get cyclical fluctuations
of econowmic activities.

There are two theories of the trade cyele, one endogenous and
the other exogenous. The former is also called causal while the
latter is referred to as historical. Static economics has nothing to
do with the trade eycle and growth phenomena except in the sense
that the theory of statical system is all-pervading and applies itself
to other systems with the introduction of clements that possess time-
dimensions. But let the data change in one way or another and
you get changes in an economy that cither continue in the same
direction or take a turn after a while. Where the change of the
data of a system is endogenous we get cyclical fluctuations: where
the change is exogenous and lasts for a time we might get unilateral
changes in our economy.

But this distinction does not always hold. The reason is that
in the final analysis all changes must be cyclical. It is only when
the amplitude of a cycle is very long that we witness the pheno-
menon of growth (or that of decline). As a matter of fact every
economy grows and declines; there is, therefore, cyclical fluctva-
tion in every economy. But due to the mixed up influences of
endogenous and exogenous factors a number of eycles operate simul-
taneously in every economy. As a result cf such a mixture of cycles
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of varying amplitudes we get a confused picture and yet that pie-
ture shows fluctuations within fluctuations which, again, are them-
selves fluctuations within other fluctuations.

This fact is referred to by economists as cyclical fluctuations
superimposed on a growth trend. Most of the modern models of
growth are of the type in which fluctuations are shown to occur
along a trend line. We have distinguished regular changes in data
from those which are erratic and haphazard in character. In actual
practice these two types of change ecannot be separated and their
effect on our economy cannot be studied in isolation. But our
models can explain to us how these changes can produce either flue-
tuations or growth of national income.



CHAPTER XVI
MACROECONOMICS AND MICROECONOMICS

A community consists of a number of units. The science of
economics is concerned with the study of the behaviour of these
units. Left to themselves, without stimuli acting on them, they
would be in equilibrium and consequently provide no material to
an economist to study. But in this world each’unit is constantly
subjected to various stimuli that emanate from the cnvironments
in which it is placed. The general pattern of the behaviour of a
unit is what the science of economics aims to discover. In tech-
nical language cconomics consists of the laws of production and
consumption of an organism. Thus, given the environmental data
it should be possible for an economist to say precisely how much an
individual, for instance, would work, how much he would produce,
how much he would sell, how much he would buy, how much he
would save, how he would consume, and so on, provided he had com-
plete knowledge of the constitution of the individual. The wants
with their composition and inteusities give an idea of the consti-
tution of the unit under study, while the nature of the environ-
ment composed of material and human forces gives us the know-
ledge of thesstimuli to which it is exposed.

When the constitution of an organism and the environmental
data are known the manner in which the organism would behave
can be ascertained. What is true of one is true of all. If we ean
ascertain the behaviour of one, we can ascertain that of all the units
composing a community. But the task is not as easy as it might
appear at the first thought. For, the environmental data of one
unit consist, at least partly, of the constitution of other units in the
community. And in like manner, its own constitution forms a part
of the environments for the rest. This causes the difficulty referred
to above. While the behaviour of a particular unit is being studied
it has to be assumed that the environmental data are given. That
is, if the environmetal data—the stimuli—are what they are, we
would say the unit would behave in such and such a manner. When
we pass on to the study of another unit, we have again to take its
environment as given. Since its environments consist, at least
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partly, of the constitution and the behaviour of the unit just studied,.
it has to be assumed that this behaviour is given as constant. Thus,
what is to be discovered has to be taken as given and known. In
other words, we have to apply the partial equilibrium method to
study the behaviour of ecach individual. But this difficulty can be
got over by making a simultancous study of all the units. Mathe-
matically this is possible. We take a number of equations express-
ing the relationship of the constitution of cach to its possible environ-
ments, and then solve them simultancously. When that is done we
get a picture of the behaviour of the whole community, that is, the
picture of the economy of the community as it would be when the
position of equilibrium is reached. Or, when there are dynamic
elements in the constitutions and the enviromments, the solution of
the equations give us a moving picture of the community-economy
in ils jJourney over time.

The study of the behaviour of a unit as explained above con-
stitutes what has often been called microcconomics. 1t is so called
because one particular unit is small as eompared to all the units
taken togethier. Microeconomies is the study of small units as it
were. A truly microeconomic study (of a unit) would enable us
to know how a particular unit would behave. 1t would, therefore,
enable us to defermine certain magnitudes such as the amount of
things it would produce, the amount it would buy, the amount it
would sell, ete. It would eunable us to tind the position in which
the urit would be in equilibrium. Thus, a microeconomic study
would fell us nothing about the behaviour of other units or of the
community to which the unit under study belongs. The simultane-
ous study of the microeconomies of all the units would, however,
enable us to know how the entire community would behave. But
such a study is in essence a macroeconomic study rather than a
microeconomic one. It would be maecrocconomic study inasmuch as
it would be a study of the whole or of the all.

It is essential to keep the distinetion between the mieroecono-
mic and the macrocconomice studies clear in our mind. It is some-
times said that the study of an organism in respect of its behaviour
as conditioned by the environment, that is, the universe external
to itself, is a microeconomic study, while that of the organism in
respect of its behaviour as a manifestation of the internal coherence
of its.own closed order is a macroeconomic study. In other words,
A microeconomy is open economy while a maecroeconomy is a closed
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one. This way of indicating the difference between the two studies
has some advantage but it is likely to cause some confusion. A
macroeconomic study is no doubt a study of an organism that is
considered as self-contained and self-sustained. But the human
beings (or a human being) within such an organism react not only
to the stimuli offered by the behaviour of one another, but also to-
those offered by Nature. Thus, the study of Robinson Crusoe is
a macroeconomic study by virtue of the faet that his behaviour is
not determined by the behaviour of other individuals: but (‘rusoe
behaves only because his constitution reacts to the stimuli emanat-
ing from the universe outside of him. He reacts to his environments.
The difference then between microcconomic and macrocconomic
studies consists essentially in the fact that whereas in the former the
environmental data include the behaviour of human beings, in the
latter they do not.

Just as the study of a single human being (like Robinson
Crusoe) can be a macrocconomic study, similarly the study of a
community (say, a country's cconomy) ecan be a microcconomie
study. If we study a country’s economy allowing for the influences
that it is subject to from the economies of other countries, it be-
comes a microeconomic study. In a macroeconomic study ‘e are
concerned with a large number of individuals in almost all cases.
It is, therefore, admissible to understand it as study of aggregates.
But, as showa above, it is not the aggregates that make the study a
macroeconomic one. 1t is the absence of human bebhaviour in the
environmental data that puts the scal of macroeconomics on our
study.

So long as men live in society the economist cannot afford to
negleet the study of its macroeconomy. Ile must study the beha-
viour of not one but all the individuals. He adopts any procedure
he likes: he may study the economy of one individual at a time an«
then somehow co-ordinate all such studies to get an idea of the entire
economy. Or he may treat the whole society as one unit and study
its actions. Whether he starts his enquiry from the micro point
of view or not he must in the end have a picture of the whole
society. Obviously there are two ways of studying the macrocco-
nomy of a community. We may have individuals as our starting
point and then make a simultaneous study of all of them. That
would require the knowledge of the constitutions of all the indivi-
duals and their envircnmental data. As noted above, the constitu-
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tion of one forms partly the data of the others. But by a simul-
taneous study of all we can determine a pattern of behaviour that
would leave all the individuals in a position of equilibrium. In
other words, we can find out, given the constitution of the indivi-
duals, the pattern of their behaviour that would be mutually con-
sistent. That way we would get indices of the various magnitudes
relevant to their economy. For instance, we could determine the
amount cach, and therefore all together, would produee, the amounts
each would consume, the prices at which the things would be sold,
the amount each would save, cte. The national income, national in-
vestment and national saving would thus become easily calculable.
Not only can we in that manner determine the position of equili-
brium for cach individual, we can find the position of equilibrium
for the economy as a whole also.

This is one way; it is the partial equilibrium analysis of the
.economies of all the individuals simultaneously carried on. In a
big community such an analysis must of nccessity be a very diffi-
cult one. The procedure has to be mathematical and, therefore, a
complicated one. Such a study of the macrocconomy of a commu-
nity yiclds results in greater minuteness of details than we some-
times need.

There is another way also of making a macroeconomic study of
a community. Instead of starting from the individuals we can
directly begin with the community. In such an approach to the
study, the community has to be conceived of as one organism like
an individual. It has its wants, its constitution, its environments
to which it reacts, its output of goods and services, its consumption,
its savings and its investment. The major difference between the
two studies consists, as we have pointed out, in the fact that here
environments consist merely of Nature or, as we economists say,
land.

Just as we study the position of cquilibrium of an individual
so we study here the position of equilibrium of the whole economy.
An individual is in equilibrium when he has reached the optimum
position, that is, when he has maximised its surplus (or minimised
its deficit). A community is in equilibrium likewise, when it has
reached the optimum position, that is, when it has maximised its
surplus. While the concept of surplus applicable to an individual
is clear enough that applicable to the entire economy is not so elear.
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Summation of individual surpluses would not serve our purpose..
That constitutes individualist approach to the problem. We have:
to treat the whole community as one unit. Its optimum position is,
therefore, to be understood as one in which there is no tendency
to expand or contract. In this second method of making a macro-
economic study we have, therefore, to determine a situation in which
production neither tends to inerease nor decrease. Since for in-
creased production more capital is required and for decreased pro-
duction less, a community is in equilibrium when its investments
remain constant. Without going into the details of such an analysis
it may be noted that what is required for equilibrium is that savings.
should cqual investment. We have naturally to take the time
element into account. The savings of one period are available for
investment in the subsequent period. Equilibrium requires that
what is saved is invested. There should be no disparity between
the two. Saving is always done for the purpose of investment, If
the entire amount saved is not invested it shows that expectations.
have somewhere gone wrong. With unrealised expectations there
cannot be equilibrium.

A community’s equilibrium can also be pictured in other ways.
But the one we have just noted serves our purpose.

Such a macroeconomic study yields some broad results at once.
We directly think and calculate in terms of the aggregate or total
income, total production, total consumption, total saving and total
investment. Since the community is treated as one organic unit
it has its own categories which hardly justify the use of the word
“‘total”’. Its production, consumption, saving, etec., are, however,
the aggregates of the production, consumption and savings of in-
dividuals. But the total is all that matters here. In the process
of working out the position of equilibrium no account is taken of
the complex forces that go to determine the (equilibrium) amounts
of each individual. These forces are allowed to work beneath the
broader tendencies that we have to take into account. Just as in.
the microeconomic study we do not consider the separate needs of
nourishment of the hands, the legs, the back and the head of an
individual consumer, but just assume that these competing needs
work out their solution beneath the over-all wants of the consumer
as a whole, similarly in the macroeconomic study of a community
the needs and the competing needs of the various units are easily
bypassed. ‘
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Of these two ways of studying the economy of a community,
the latter has greater claim to be called a macroeconomic study.
The claims of the first, however, cannot be ignored. Although there
the environmental data include human behaviour (and to that
extent make the study partakes of the nature of a micro study), a
simultaneous study of individual economies, by setting the behaviour
of one against that of another, climinates virtually the significance
of hnman reactions as an element in the environmental data.

Tn the pages that follow we shall understand by maecroeeono-
mic study the study of the second type, that is, the one in which
the whole commnunity is considered as a unit. Needless to say that
the community's economy has to be conceived of as a self-sustaining
one. External dependence has to be ignored; unless that is done,
the environmental data would include human behaviour as one
of its elements.

1t is sometimes thought that macroeconomies differs from miero-
econonties inasmueh as the former studics an organism that differs
in one important respect from the orgauism that the latter studies.
An individual of microecononiies is mortal ; the organism (the com-
munity) of maerocconomics is immortal.  An individual grows and
ultimately dies. A community does not die. Apart from the fact
that 1his is not wholly true there is another reason why this differ-
enee is not valid.  In the first place, a community is also subject
to the same laws of growth and decay which operate in the case
of an individual. Civilisations have been known to flourish and
then die out.

Empires rise, grow and then disintegrate. The dynamics of
communities is slow; it changes slowly and its full ¢ycle has a vastly
longer amplitude. Bul this is not the only thing that can be said
against this alleged difference between miero and inacroeconomies.
Microeconomics, as we have seen above, is not necessarily a study
of the cconomy of an individual man. Nor is the economics of
a nation always of the macro type. If we ignore all external influ-
ences save those exerted by non-human agencies the study becomes
a macrocconomic one. We can ignore such influences while study-
ing the cconomy of an individual. Such a study by itself must
naturally be of a very limited service. But the same could be
said about the maecroeconomic study of a community. A commu-
nity of human beings is not free from the influences of other com-
gnunities. If the study of a community differs from that of an
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individual (and it differs in degrec only) it does so not because the
former is a macroecconomic study while the latter is microeconomie,
but because a community is an aggregate of individuals. Just as
the individual cells in the body of a man grow and die rapidly while
the man lives on, similarly the individuals in a community grow,
decay and disappear while the community continues to live.

It is further supposed by some that there are cortain proposi-
tions which are true of single individuals which however cannot
be applicd to the case of the whole cconomic system.  Tor instanee,
it is said that an individual can ‘‘hoard’ money and by so doing
inerease his stock of moncy that is, his cash balances. A society,
on the other hand, cannot have its cash balances incercased by the
hoarding of individuals. That is so because one individual can
hoard only at the expense of another. Every increase of hoard-
ing by individuals is counterbalanced by dishoarding of other
individuals. This however is not a valid example of macrocconomie
paradox. Tt would be a paradox if we could say that though ail
individuals inerease their hoardimng the community cannot. The fact
is that an individual hoards by not spending (cither on consump-
tion or on production goods). So does a community hoard by not
spending.  Its hoarding cannot come about by the inereased hoard-
ing by all individuals. In fact, provided the amount of money in
the community does not alter, all cannot hoard more, nor can they
hoard less. But the community can hoard more by not spending
as much as before. An individual increases his hoard of money by
keeping with him (not spending) a larger amount of cash during a
period of time. This he is able to do by creating more money iu
the only way in which he is allowed to do. Same Is the case with
the soeiety. A community increases its hoard of money by keep-
mg with it (not spending) a larger amount of cash during the
period of accounting. And this the community too is able to do
by creating more money in the way in which it is possible for it to
do. An individual ereates more money for itself by not spending;
the community can do so also by not spending in case there is inter-
national money which can be spent on the purchase of foreign goods.
But the community can increase its supply of money by coining
more coins or by printing more notes or by printing or writing
out more credit notes. 1t is correct to say as some do that ithe aggre-
gate hoarding of society is mot a result of decisions to hoard, but
of decisions to create or destroy money. But it is equally correet
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to say that an individual’s hoarding is the result of creation of
money. In fact, it would be more correct to say that every act of
hoarding destroys moncy and every act of spending creates it.
Money must have velocity. It is by virtue of its veloeity that it is
money. Hoarding destroys this velocity; spending creates it

A word may be said here against the view that provided the
amount of money in the community remains the same, some indivi-
duals’ increase of hoarding is necessarily accompanied by a corres-
ponding dishoarding of other individuals. For the sake of argu-
ment above, this view was taken as correct. In a strictly logical
gense, however, such a cancelling of hoarding by dishoarding is not
jnevitable. Take, for purposes of illustration, two individuals to
compose a community. Let one have with him Rs. 100 and another
Rs. 200 at the start of the period. Now suppose that A spends his
Rs. 100 to buy goods (or serviees) from B, and B spends his Rs. 200
te buy goods from A. T«t us say that such purchases are done
during the period under consideration. At the start of period the
two individuals had with them Rs. 300 in all. During the period
they spent Rs. 300 so that they saved or hoarded nothing. Now
suppose that A spends during the period Rs. 70 only to buy goods.
from B. Further suppose that B, during that period, spends only
Rs. 150 to buy goods from A. During this period therefore they to-
gether have spent Rs. 220. They have consequently not spent or
hoarded (in the sense in which this word has heen used here) betweem
themselves Rs. 80. The hoarding of one has not been counterbalane-
ed by the dishoarding of the other. This is clearly scen in such a
period-analysis. In the view above considered such a met hoarding
is not possible. Tt is argued that when A spends only Rs. 70 and
thus hoards Rs. 30, B’s income is reduced by Rs. 30. And if his
fncome is less by Rs. 30 naturally his saving must be less to that
extent. Likewise, it is pointed out that when B spends only Rs. 150
and thereby hoards Rs. 50, he reduces A’s income to that extent
Jeaving him with much less to hoard. It is thus impossible, it is:
argued, to increase or decrease hoarding.

All this amounts merely to saying that the amount of money
in existence cannot increase or decrease. At every moment of time
it must be somewhere. From what we have said above it should
be clear, however, that it is much better to think in terms of periods:
of time as Professor Robertson so ably pointed out. For, income,
expenditure, saving and investment are concepts that logically do
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not have reference to the same period of time. And we have to
think in terms of periods since buying and selling are acts of pro-
duction and such acts by the very definition of the term produc-
tion, extend themselves over a stretch of time.

If this view of hoarding is accepted, the difference between the
individual and the society in respect of the applicability of the pro-
position about hoarding disappears altogetlier.

Next, it is maintained that the propcsition about saving also
does not apply in the same way to the inlividual and the commu-
nity. An individual saves by consuming less than what he produces.
He increases his net worth by so doing. He bette~s his economie
position by saving. He is, in a way, richer. But, it is 2rgued, a
community does not necessarily get eeconomically better off or richer
by such decisions of individuals. If all individuals were to consume
less and thereby plan to get richer, the community would become
poorer iustecad of richer. For, such an inercase of aggregate sav-
ings would not result in incrcase of investment. A community is
better off only when its investment rise. Unless that happens the

community’s income would not increase and it would not become
richer.

This is essentially correct. But one wonders if that way a
difference between the applicability of the proposition in regard to
savings can be*made out, The fact remains that an individual
betters his status by widening the gap between his production and
his consumption. IIe is better off by so doing inasmuch as he in-
creases his command over goods (future). But this way of reckon-
ing presupposes a constant value of money or anything in terms of
which savings are measured. Likewise, a communily betters its
position by widening the gap between its production and its econ-
sumption. It is better off by so doing inasmuch as it increases its
command over (future) goods. Here too this conclusion rests on
wie supposition that the value of money or of any other thing in
terms of which savings arc measured remains unaltered. As far as
the community is concerned it is natural to reckon the gap between
production and consumption directly in terms of goods. Thus, it
is only when the stock of goods is greater that the position of the
community can be considered to have improved. Unfortunately,
when individuals save more (money) they by their combined action
reduce ine production of goods. This reduction affects them as
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much as the community as a whole. The difference consists me rely
in the fact that whereas an individual rcekons in terms of mc ey
and thinks that by increasing his saviny in terms of moncy he is
able to cffeet an improvement in his pcssessions, the ermmunity—
if it could be imagined to have a mind to think with- -would not
think that by merely having more money it can become better ff
in terms of goods. Kven a community, however, cften makes such
a mistake. It thinks that by buying less from another community
it can save more and thereby improve ity condition. ‘“‘Keeping
money at home’ is regarded as an advaniage. There is thus no
real difference between individual savings and the savings of the

eommunity.

It is again believed that the prineiples which determine the
distribution of inecome between wages and other veecipts are different
in the ease of individuals and in that of the eommunity as a whole,
To be more explicit, it is believed that an individual wage ecarncr
bargains with his employer and thereby has his wage determined.
This bargaining operates on certain given parameters of the situa-
tions. There are the wants and sacrifices of the wage carner and
the productive efficiency of the organisation and the wants and the
sacrifices of the employer. In brief, the demand and supply func-
tions determine the wage infer alia the earning of the employer.
In the case of a community, it is maintained, other factors of im-
portaut nature go to determine these carnings. ‘what may appear
to increase, for instance, individual wage receipts may cause an
actual reduction of wages for the community as a whole.  As far as
the latter are concerned the liquidity preference of the community
and its preference for accumulating real assets play a very deci-

sive part.
This difference is there. But fundamentally there is no differ-

enee of a nature that should warrant our regarding this fact as

a macroeconomic paradox. The cconomy as a whole has its demand

and supply functions, and wages are as much determined by them
as in the case of an individual. The desire to hold cash balances
or to accumulate real assets play a part also in the case of indivi-
duals. Each individual starts with a certain amount of real assets
(may be in the form of his personal faculties only in some cases)
and has his own secale of preferences for holding them in the form
of cash or in other forms. But this point need not be laboured.
it remains trué however that those who are accustomed to thinking
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in terms of individuals are likely to make a mistake when they begin
1o apply their analysis to the casec of a community as a whole. But
it would be too much to say that the principles of the distribution
of income are different in the two cases.

As we saw before the difference between microeconomics and
maecroeconomies consists in the fact that whereas in the former
environmental data include human behaviour in the latter they do
not. This fact must be clearly borne in mind while making a distine-
tion between the nature and contents of the study of these two types
of cconomics. In one the unit of study is eonfronted with environ-
ments of a dependent nature; in the other it is confronted with in-
dependent environment as it were. In the macroeconomic study of
a unit we are concerned with finding out how it would react to given
set of circumstances. Nature (from which we exclude human
beings) has its fixed and unalterable attitude to man. It has a cer-
tain invariable behaviour, as it were. Whether man behaves in
one way or another, its own behaviour is unaltered. For that
reason it is predictable. The operating unit knows what precisely
to expect from its environments. If he does not know, it is because
his knowledge is incomplete. Once it becomes complete and he
knows how the enviropments would react to his efforts, he knows it
for all times. )

That is not so in the case of microcconomies. There the study
of the behaviour of a unit is more difficult. The environments
now include human beings themselves. The way in which men
react to the efforts made by a unit is not unalterable and conse-
quently not so easily predictable. The root of the trouble is that
here environments are ‘‘willing and thinking’’ agents. Freewill
distinguishes the environments in this case from those in the former
case. The complication can be likened to that one finds in the case
cf oligopoly. In pure competition it is not neccssary to prediet
the behaviour of competitors. In oligopoly it becomes necessary
to know how the competing oligopolists would react to the behaviour
of the unit under study. The solution of the problem of oligopoly

rests therefore on the assumption made in regard to the reactlons
of competitors.

All microeconomic studies arc fundamentally of the nature
of the problem of oligopoly. All macroeconomie studies partake of
the nature of the problem of pure competition or of pure monopoly.
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A macroeconomic study is essentially the study of Crusoe economy.
A community considered as a self-sustained unit differs in no essen-
tial way from a Robinson Crusoe. The validity of the conclusions
of macroeconomics must be tested, therefore, by their applicability
1o the case of Crusoe. All the observations of Keynes, for example,
in regard to the manner in which national income, employment and
production are determined, must be true of Robinson Crusoe also.
A Crusoe must be under-employed in certain circumstances. The
rate of interest in his economy must normally be above the rate at
which full equilibrium can be expected to be reached. Depression
(of activities) must be due to deficiency of effective demand in his
case also. A redistribution of income between wages and other re-
munerstions carned by him must alter the effective demand and if
wisely done must lead to greater activity and therefore to fuller
employment. Keynes’s economics is essentially a study of Crusoe
economy.

The importance of the study of macroeconomics has increased
in recent times because we are now faced with certain problems
of nationwide concern. For example, in some countries and in
all countries at certain times, there is an alarming proportion of
people unemployed. There is general over-production and at other
times there is gencral under-production. Further, there are prob-
lems created by international trading or by obstacles to such trad-
ine. There is the state of subnormal development of an economy
or there is the danger, not always realised, of over-growth. These
arc the problems and features of an cconomy that have nationwide
importance. No cconomist can solve these problems or give his
correet advice in such matters by studying the behaviour of indivi-
duals. One has to broaden one’s outlook and make a study of
the whole.

Such a study requires a broad vision. We have to stop think-
ing in terms of individuals and conceive of the entire population
consisting of all the factors of production as constituting one ope-
rating unit. As an exercise in such a macro-study the example of
Crusoe is very helpful. It is believed by some students that Keynes
is the first economist to think in macro terms. That is not correct.
Many classical economists were concerncd with problems of the
whole nation. Adam Smith was concerned with the wealth of
nations, Ricardo, Malthus and Mill all dealt with aggregate
entities. Tt was more natural for them to think in terms of the
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whole community. It was fclt thereafter (as also by these econo-
mists themselves) that to understand the working of the whole
economy we must have some understanding of the economy of in.
dividual units. However, a time came when the study of indivi-
duals became more or less the sole concern of most economists.

Keynes lived in an age in which some problems of national
importance assumed tremendous proportion. He felt, and rightly
too, that our understanding of the working of the economic system
was hampered by our unduly concentrated attention to the beha-
viour of individual units. Ile focused his attention on certain
broad categorics such as national income, national saving, national
investment, the total working population and so on. He was then
able to show that the system can attain the position of equilibrium
before all the factors are fully employed. IIe could show how the
main cause of unemployment in developed countries was deficiency
of effective demand. IIe knew that the solution does not always
consist in reducing money wages but it consists in reducing real
wages. That uncmployment can be reduced by raising moncy
wages, which would increase cffective demand, became obvious from
his macrocconomice approach to the problem of unemployment.



CHAPTER XVI1

PRICE IN RELATION TO PRIME AND
SUPPLEMENTARY COSTS

In the case of perfeet competition the price of a commodity
always equals the marginal cost of production. In the short-period
it cquals the marginal short-period cost, while in the long-period
it cquals the marginal long-period cost. Every period has a cost
curve appropriate to it. It is sometimes maintained that in a very
short period supply cannot be increased and that consequently there
can be no (marginal) cost curve referable to it. This view is based
on an erroncous conception of the term supply. Supply has a
wider connotation than stock. Incrcase of supply does not neces-
sarily entail increased outturn of manufactured goods. Supply can
be increaused by means other than the actual manufacture of finish-
cd products. When the word supply (as also the word production)
is used in its wider sense it is not difficult to see how every period
can have its own supply or cost curve. In this extreme case, how-
ever, in which the period is infinitely short it may mnot always be
possible to imagine an increase of supply even in the above sense.
The supply then may be absolutely rigid and the marginal cost
curve may assume the shape of a vertical straight line passing
through the point representing the fixed supply. The cost of pro-
duction is not, then, uniquely fixed and though the price is still defin-
ed by the intersection of the demand and supply curve it is equal
to the marginal cost only in the geometrical sense. For, marginal

cost may now be any cost equal to or greater than the marginal
cost of the existing stock.

While we can have a vertical straight line to represent geo-
metrically the marginal cost actually there is no marginal cost for
any amount greater than the given supply in cases in which it is
absolutely rigid. If we understand by marginal cost, the cost of
producing an additional unit it is infinitely great from mathe-
matical point of view. If, however, we understand by it the cost
of the last unit produced, it is given by the last point on the sloping

marginal cost curve both from the mathematical and the realistic
points of view.
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Some objection can be taken to this v
tionship between price and marginal cost. We have just said that
from the point of view of a producer the price is higher than the
marginal cost, understanding by it the cost of the last unit pro-
duced. Strictly speaking, however, ihe cost of the last unit can-
not be considered to be the cost of production at all; for, the last
unit refers-to the past and there is no production currently going
on to which it can be referred. Production is an act and the
term cost of production wust refer to some act. If the stock of the
commodity concerned cannot be increascd, because we are consider-
ing a very small period, the term cost of production can signify
not the cost of manufacturing, nor even that of procuring fresh
supply from neighbouring market or markets (for the period is too
small to perait even such a procurement) but the cost of the mere
act of selling the commodity out of the existing stock. Thus under-
stood. we can rightly associate marginal cost with the cost of a
particular unit out of the geveral that are currently being pro-
duced. By thus taking note of the fact that production is an act
and that there is no production when there is no act currently being
undertaken, we can clearly realise how by marginal cost we must
understand the cost referrcd to the present and not the past. It
is obvious, therefore, that it is not the cost of the last unit but that
of the present that we should associate with the term cost of pro-
duction. But since the present is, strictly speaking, momentairy
and all that does not exist at the moment considered as the present
belongs to the future, it is difficult to put meaning into the term
“‘marginal eost of production’’ when the word present is thus under-
stood. However, the difficulty can be got over by introducing the
word expectation and saying that the price is equal to the expected
marginal cost of production. By so doing we effect, as it were, &
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compromise between the present and the future, Marginal cost,
we then say, means the expected cost of the additional unit to be

produced in the immediate future. The expectation refers of
eourse to the present.

In view of what has just been said, the cost curve represents
merely the cost of selling the stock in hand when the period under
consideration is too small to allow the stock of the commodity to
be increased. And, it is pertinent to note, the cost of sclling need
not be infinitely great nor infinitely small. For, since cost always
means opportunity cost, the cost of selling would include not mere-
ly the effort and expenditure required to take the stock out of the
store room and offer it to buyers, but the utility of the alternative
uses to which the stock could otherwise be put. Thus, if the price
is expected to rise in the future the scller would prefer to hold
the stock so that the cost of selling would then be cequal to the
present worth of the price that he is expecting to get for the stock
in the future.

In the wider and therefore the corrcct semse, production of
a commodity is possible under all circumstances and, regardless of
the length of the period, marginal cost of production is always
thinkable. The price of a commodity can, therefore, always be
determined. For, the above consideration shows that whatever
the period may be supply and demand curves can always be drawn
and made to intersect at a point.

1

So far we have considered the case of perfect eompetition.
But if we use the word marginal revenue instcad of price, the
equality of it with marginal cost can be affirmed of all cases in-
cluding those of imperfect competition and monopoly. What, we
may now enquire, is the relationship between price and average
cost of production? The equality of priee (or marginal revenue)
and marginal cost does not ensure equality of average cost and
price. It is said that in the case of perfect competition the normal
or the long-period price equals the average cost of production.
Given competition and the long-period prefits are annihilated (pro-
fit as a surplus over cost) so that the priee naturally becomes equal
to the average cost. What is true of both the long and the short-
periods, is that price is equal to marginal eost (case of perfect com-
petition) ; what is true of the long-period, but not necessarily of
the short, is that price is equal to average cost. Though this is one
«f the correct ways of expressing the manner in which eeonomie
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forces work themselves out, it is in a sense a clumsy way indeed.
Cannot one devise a better way of stating the principle of value?
Can we not state the principle so as to make it serve our purpose
both for the long and the short-periods?

When a stationary state is postulated there is no such diffi-
culty. For, in a static state there is no distinction of periods.
As we have discussed elsewhere, when economic forces are station-
ary, the conditions associated with the concept of the long-period
are found to prevail at all times. Hence, the price is always equal
to both the marginal and the average cost of production. But in
the case of a dynamic state where short and long-period distinetions
can be made it is worth considering if the principle can be so re-
stated as to make it applicable with egual validity to periods of alk
lengths.

Before we take up this question let us see how the disparity
between short-period and long-period prices is generally explain-
ed. In the short-period, so the ordinary explanation goes, the
price need cover only the marginal cost (that maximises gain or
minimises loss). Since in the make up of the marginal cost the
supplementary cost does not enter, the price does not mnecessarily
equal the average cost. It may be higher or lower than the average
cost depending on the fact whether the marginal cost is sufficiently
high or sufficiently low. In the long-period the price equals the
average cosé because if it is too low to cover the supplementary cost
it gives rise to a decrease of supply in the market and thereby to
a rise of price. If, on the other hand, it is high enough to cover
and more than cover the supplementary cost, it invites further
resources into the industry and thus leads to an increase of supply
and consequently a reduction of price. Thus, the price swings
this way and that till it comes to equal the average cost. ‘Whether
the short-period price happens to cover the supplementary cost on
the average or not, it is true that the producer is concerned merely
with the recovery of his marginal cost of production. It appears
from the consideration of the part that supplementary cost plays
fn the determination of the price in the long-period that it would
not be possible to restate the theory of value so as to make it appli-
cable alike to short and long-periods. The equality of price and
marginal cost appears to be the only universal statement possible.
And if it is desired to indicate the manner in which the average
cost of production has its own influence on the price it is perhaps
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‘best to say that while the marginal cost adjusts itself to price, the
price adjusts itself to average cost. This would be correct from a
certain point of view only. Mathematically and logically the only
correct statement is that price is determined by supply and demand;
price and cost act and react on cach other. Price is the indepen-
dent variable from the point of view of a firm but is the dependent
varizble from that of the industry. But this very fact can perhaps
be expressed in another way by saying that while the marginal
cost (of a firm) adjusts itself to the price (the independent variable
for the firm), the price (the dependent variable fer the industry)
adjusts itself to the average cost (of the industry in the case a static
state and of the representative firm in the case of a dynamie state).

Talking in terms of prime and supplementary costs it is pos-
sible to say that while the price in the short period equals and
need only equal the (marginal) prime cost of production, it equals
and must equal in the long period the aggregate (average) cost of
production. In more explicit terms the same statement can be
reworded as: while in the short period the price need only cover
the price cost of production, in the long period it must cover the
supplementary cost as well. The fact that the price covers the
prime cost in the short period does not necessarily mean that it
docs mot, on tihe average, cover the supplementary cost as well.
Since the price has to be equal to the marginal prime cost, and
since the marginal cost can be higher than the average cost, the
short period price may also happen to cover, on the avetage, a part
or whole of the supplementary cost as well. IIowever, the fact re-
mains that while the short-period price need not cover the supple-
wmentary cost, the long-period price must cover it.

This way of stating the facts obviates the mecessity of having to
make out a sharp distinction betwcen the manner in which econo-
mic forces work in the short and the long-periods. At all times,
therefore, without explicit reference to any period, the marginal
cost adjusts itself to price and the price in its turn tends to adjust
itself to the average cost. The only difference, and the one that
need not be stressed here, is that whereas the adjustment of margi-
nal cost to price is, as it were, instantaneous, that of the price to
average cost is delayed; it is spread over time. When this faét'
is noted by itself it once more brings into prominence the distinction
between short and long periods. However, this point will be clari-
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d later on. The consideration of the difference betwegq prime
d supplewcntary costs would be useful here.

Though correct in its own way the statement that the short-
riod price need cover only the prime cost while the long-period
ice must cover the supplementary cost as well, lacks some theore-
:al elegance. It reveals the disparity between the iwo prices and
ows the superficial difference between the forees determining
cm rather than indicate the fundamental uniformity between the
0 processes of price determination in the short and long-periods.

With a view, therefore, to the necessity of formulating a more
ndamental principle, let us examine our concepts of prime and

pplementary costs. We ‘e need not go into a lengthy discussion

the various definitions of these terms. Suffice it to say that
ime cost is usually defined as that cost which varies with output
d is conscquently absent or zero when production is nil. Supple-
snlary cost is defined as the cost that is constant—that does not
ry with the output—and which is consequently cqual to the aggre-
te cost when the output is nil. For practical, as distinguished
om theoretical, purposes, this pair of definitions may be regard-

as entirely satisfactory. TAll fixed charges such as the rent of
nd and buildings, interest on capital borrowed and the salary of
ganisers are, according to these definitions, supplementary costs,
aile the other charges such as the wages of labourers employed
r the day al.xd the price of raw materials used are prime costs.

Now, it is said, the short-period price must cover the (margi-
) prime cost of production, for it is only the prime cost that
inearred in turning out a fresh, additional supply of goods and
is this cost, and not the supplementary, that would be saved b)
ithholding production.

It is logically objectional to say, however, that supplementary
st is the total cost when the output is zero. For, when the out-
1t is zero there is no production, And when there is no produe-
on there can be no cost of production either. One can, of course,
eer clear of this difficulty by merely defining supplementary cost
. the cost that does not vary with the output. But when pro-
1ction is inereased beyond a certain limit even those costs which
‘e ordinarily regarded as supplementary costs have to be increas-
. Are not then even supplementary costs variable? Or shall
? say ﬂ:at when the cost that was once fixed becomes variable
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it should be called prime cost? Were we to consider the output
to increase always by large amounts probably all items of costs
would beeome variable. We would then be left with prime costs
only. Theoretically there is every justification for thus regarding
every cost as prime cost when large increases in the output are
considered. 'When a producer plans a large increase in the out-
put and needs, thercfore, to increase his expenditure on all the
items, he does expeet the price to cover the aggregate cost. Thus
the principle that the price in the short-period or what comes to
the same thing, the price at any particular time, need cover only
the prime cost, remains applicable to this case as well.

But the fact still remains that the short-period price, accord-
ing to the theory we are considering, is said to cover prime costs
orly. And so long as we speak of prime cost we imply the existence
of supplementary costs, suggesting at the same time that such
supplementary costs are not covered by the short-period price.

It is necessary, therefore, to define prime and supplementary
costs in a different way. Let us say that the cost of production,
that is, the cost of an act of production, is prime cost while
the cost of an act of production which is a means to another act of
production is supplementary cost with reference to that other act.
Thus, if there arc two acts of production, A and B, the former being
& means to the latter, then the cost of production of A is the prime
cost of A but supplementary cost of B. The cost of production of
B is the prime cost of B and since A is a necessary mecans to B, the
aggregate cost of B, in a sense, is composed of the prime costs of A
and B, that is, of the prime and supplementary costs of B.

In the case of a textile factory the act of engaging the organiser
is a means to the manufacture of cloth. The cost of engaging the
organiser, that is, his salary, is the prime cost of such an act of
engaging him; but it constitutes the supplementary cost of manu-
facivring cloth. The cost of raw materials used and the wages
of labourers engaged would be the prime cost of manufacturing
cloth. Even the cost of manufacturing cloth would perhaps be
broken up into two categories of means and ends, in which case
some items would constitute prime and others supplementary costs.
And that would be in accord with the generally accepted statement
that the price of cloth at times need not even cover the cost of raw
materials. The cost of raw materials then wonld not wholly con-
stitti» prime cost.



PRICE IN RELATION TO PRIME AND SUPPLEMENTARY cOosTS 178

With these slightly modified definitions of the two categories
of costs we can proceed now to formulate the theory of the relation-
ship between price and cost. Production and manufacture are not
tne and the same thing. An act of production is not
the same thing as an act of manufacturing a commodity. Cost of
production is, therefore, not necessarily identical with the cost of
manufacturing an article. An act of production may enable a pro-
ducer to get a direct return in terms of price or it may merely
enable him to pass on to another act of production which may
enable him to sccure such a direct return. In the former case it
becomes possible to establish some sort of relationship between price
and cost; the price equals (or the marginal cost of production equals)
the marginal cost of production (the priee). It is unnecessary to
mention the word prime not only because the marginal is always
the prime according to the generally accepted meaning of the term
prime cost, but also because the cost of an aet of production con-
sidered as an end (as distinguished from a means to another act) is
always prime eost. In those cases in which an act of production
does not enable the producer to get a direet return, that is, in cases
of acts of production which are regarded as means to further acts,
there is equality of marginal cost of production with the expeected
(indireet) veturns. This point can be eclarified by taking an
example.

Suppose a man makes ladders and uses them to pluck fruits
from a tree. There are two distinet acts of production here, name-
{y, the making of a ladder or ladders and the plucking of fruits.
Plucking fruits sccures direct return. Let us suppose the fruits
yield constant utility so that we can compare the returns to the
fixed price a producer can get in the case of perfeet competition.
The man will then continue to pluck the fruits with the help of
the ladders till the marginal cost of making them (the ladders)
equals the returns he expects indirectly to get vie the medium of
plucking fruits. The part that expectations play comes into promi-
nence here. The return he expects to get is calculated by sub-
tracting from the total returns expected the expected cost of pluck-
ing the fruts. Viewed from the point of view of the making of
ladders, the act of plucking fruits is the end and, therefore, of
the nature of consumption; likewise considered from the point of
view of the act of plucking fruits, the act of making ladders is a
means and therefore of the nature of production proper. Since the
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final act is of the nature of consumption (if it can be conceived of
as the final act, or 10 the extent to which it can be thus conceived)
we need only think of the acts other than the final while seeking
to establish u relationship between cost and price.

Instcad »f saying, then, that in the long run the price covers
the supplemcntary cost it is now possible for us to say that the cost
(marginal) «f production equals the anticipated return (indirectly
gecured). Tnis way of stating the relationship between cost and
returns enables us to link up anticipations with production. It
does not invulve us into the difficulty of explaining” what we pre-
eiscly mean by priee in the long run. The normal or the long-
period price as being equal to the average aguregate cost or as
covering supplementary cost may not in reality ever be found to
exist. Our statement of the relationship of price to cost is straight-
forward, is correct in itself and does not involve any sacrifice of
practical or theorctical facts.

A word may be said about the precise significance of the phrase
price in the long period. Price is in its nature a concept that has
reference to the living presence. There is mno price in the long
period for the simple reason that in the long period there are prices
rather than a single price. Price in the long period is, thercfore,
a2 mathematical concept and for the practical or even the theoretical
economist it ean merely signify a certain norm to which the actual
price—very-short period price—tends. That is why the long-period
price is called the mormal price.

A further difficulty arises when the word long-period is used
in different senses in different contexts. This word has historical
and analytical connotations. In this chapter its meaning was
restricted to its historical connotation. A long period in this sense
refers to calendar time; a lorig period is that period which extends
over a large number of days, months or years. What is long for
one particular act of production may not be long for another. In
the analytical sense it has no direct relation to a stretech of time.
Tt is in the analytical scnse that the word long-period has been used
in the next chapter.

If we are permitted let us say that the short-period price is
determined by the immediate active forces while the long-period
price is also influenced by and so determined by the background
forces. There is a hierarchy of forces; they act at different levels.
Forces that determine the short-period price are more obvious, more
visible as it were. The forces that operate to determine the long-
seriod price are more invisible.
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THE DETERMINATION OF PRICE IN SHORT AND
LONG PERIODS

The concepts of short and long-periods are nceessarily related
to that of the dynamic state. As has been explaincd elsewhere
the influenee of the forces governing the determination of price in
a stationary state does not depend on the period of time under
consideration. There, no difference between short-period and long-
period prices exists. As all the forees in a stationary state are con-
stant there is no nccessity of changing the technique of production
or of making any other adjustments in the factors of production.
And sinece all the activities are thus fixed there is no necessity of
considering the time clement in production.

A long period by definition is the period of time that is requir-
ed by a production unit to complete all those adjustments that are
called for by the forces acting on the production unit at the moment
of time under consideration. In a stationary state no adjustments
are needed and hence there is no criterion on which one could dis-
tinguish one period from another.

The congepts of dynamic state and its moving equilibrium (the
dynamie equilibrium) are, as just mentioned, linked up with the
concepts of the short and long-periods. These short and long-
periods of produective activity have their different costs which are
respectively called short-period and long-period costs. In the dia-
grammatical representation of the position of equilibrium in a
dynamic state the cost curve may, thercfore, indicate either short-
period or long-period costs. The short-period cost curve represents
the cost of producing various amounts when the adjustments neces-
sitated by changed conditions are not allowed adequate time. It
will be obvious that there can be a number of short-period curves,
for. there can be many periods of time shorter than the one that is
necessary to complete all the desired changes in the production unit.
However, we shall in what follows speak of the short-period with-
out specifying which one of the several possible short-periods we
arve referring to. That would not render our analysis invalid as
the difference between one short-period and another is not a funda-
mental one.
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Supplementary costs are usually defined as consisting of those
elcments of the aggregate cost of production which are constant,
that is, do not vary with the output. They can also te defined
as the total cost of production when the output is zero’. Supple-
mentary costs are, therefore, of a nature that does mot permit »f
frequent changes in the sense that small changes in the output of
finished goods cannot be followed up by corresponding changes in
supplementary costs. It is the divisibility of the factors of pro-
duction that makes the cost incurred on them rigid and thus gizes
them the peculiar characteristics of supplementary costs.

While it is only in the dynamic state that we can have short
aud long-period cost curves, prime and supplementary cost curves
we can have both in the static and the dynamic states. Supple-
mentary costs are due to the indivisibilty of certain factors of pro-
duetion and such indivisibility does not depend on the dynamie
charaeter of economic forces. Even in a stationary state, therefore,
the aggregate cost of production of a commodity is composed of
fixed and variable costs.

If in a stationary state a firm was to increase its output little
Ly little the average cost would fall for some time. After reach-
ing & certain minimum point it would begin to rise again. Such
a rise would be accounted for by the fixity of certain factors of
production whose quantities it is not possible to increase along with
the quantities of other factors. The rise in the cost is, there-
fore, due to the existence of supplementary costs. If the
firm was to go on increasing its output a time would cventually
come when it would become economical to increase the quantity of
fixed factors, that is, to inercase supplementary costs. Whenever
that is done the cost of production begins to fall again, and conti-
nues to do so with every inerease in the output of goods till, after
a time, it once again begins to rise.

In Fig. I we have drawn a number of curves each beginning
from a different point on the Y-axis. The curve that begins from
a higher point represents production with greater supplementary
.costs, or in other words, a larger scale of production. Each indivi-
dual curve shows that the average cost first falls and then rises
again when the supplementary costs remain fixed. The ecurves,
thercfore, show the changes in prime costs. These curves are often

1. Bee the previous Chapter.



DETERMINATION OF PRICE IN SHORT AND LONG PERIODS 177

called short-period curves. This, however, is misleading. For, as
we have said above, there can be no distinction of short and long

Fig. 1.

periods in a stationary state. These curves do not differ from one
another becausc different periods of time are allowed for adjust-
ments in production; they differ because the organisation or the
scale of production, or the supplementary cost, is different in each
case. The series of curves represent production potentiality at a
given moment of time. And in a stationary statc one moment is
the same as any other moment so that these curves merely indicate
production potentialitics.

We can dyaw a marginal cost curve for cach of these average
cost curves. In the diagram the dotted curves represent marginal
costs. Tf we call this series of curves short-period curves, how
can we construet a long-period curve? It has been suggested that
the long-period curve corresponding to this series of short-period
curves may be cither the locus of the minimum point on the short-
period curve or the envelope of the short-period curves.

In Fig. IT the short-period average cost curves are drawn and
the lowest points on them are indicated by dots. The envelope of
these curves is shown by a thin continuous line. The locus of the
minimum point on the short-period curve is not drawn.

Whether we understand by long-period curve the locus of the
fowest point on the short-period curve or the envelope of the short-
period curves it will be realised the long-period curve cannot be
a continuous curve. For instance, the point A on the long-period
curve shows that the average cost for an output OM is AM. As
a matter of fact the output OM cannot be produced at the average
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eost. It is only when the point A is a common point on the short
and the long-period curves that it can indicate the actual average

NX > >
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Fig. 1L

eost of production. The long-period curve therefore jumps from
one such common point to another. It is discontinuous.

It is necessary to remember this discontinuous character of
the long-period ecurve if we have to avoid blunders in the dia-

Fig. IIL

grammatical representation of the position of equilibrium in a sta-
tionary state. Suppose in Fig. III, L is the long-period curve (locus
of the lowest point on the short-period curve) and M is the carve
marginal to it. The M curve would, therefore, be regarded as the
Iong-period marginal cost curve. Let the price ruling in the mar-
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ket be OP. PZ is therefore the price line. How much will the
firm under consideration then produce? Judging from these long-
period curves an output OS would appear to be the amount that
it would produce. For, it is this amount that equalises marginal
cost and the price. (This shows the position of equilibrium of the
firm and not of the industry. In a stationary state this position
would therefore be reached during the process of adjustment lead-
ing finally to the equilibrium of the industry). The average cost
of this output is TS. Since the eurve L is the locus of the lowest
point on the short-period curve, T must be a lowest point on the
short-period curve. This short-period average cost curve has been
shown in the diagram along with its marginal curve. But if it is
profitable to produce an output OS, the short-period curve shows
that it should be still more profitable to produce an amount I’K.

The long-period and short-period curves, therefore, indicate different
outputs,

We would not have arrived at such contradictory results had
we remembered that the long-period curve is not a continuous
curve. The point T need not be the lowest point on any short-period
curve. If the long-period curve is drawn as shown in the diagram
and understood as a discontinuous curve or if it is drawn as a
dotted curve composed of points placed at intervals, it is difficult
to rcad the amount that would be produced by the firm. We have
therefore to draw the long-period curve in some other way to make
such a reading possible. Let the lower portions of short-period
curves, shown in Fig. II by thick marking, form the long-period
curve. It then becomes a continuous curve with every point on it
indicating the actual average cost for output represented by its
abscissa. It is the long-period curve of the firm in the sense that
when facilities are available for adopting the most suitable scale of
production the points on it show by their ordinates the actual average
cost for the outputs shown by the abscissa. As we proceed along
the long-period curve we find ourselves passing from one short-
period curve to another. While passing from one short-period to
another the supplementary cost incrcases and, therefore, in the
strict sense of the word, ceases to be supplementary. Portions of
the marginal curves corresponding to the portions of the average
curves shown by thick lines would, therefore, constitute the long-
period marginal cost curve of the firm.
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In Fig. IV the long-period average curve is shown along with
the relevant portions of the long-period marginal cost curve. The

0 S
Fig. IV. ..

marginal cost in the vicinity of the point of intersection of two
short-period average cost curves might cven be negative. If the
price were OP the firm would produce either the amount OS or
PN. Both the‘points N and K are points of relative maximum
and the output will be determined by that point which makes the
net income maximum. In the figure the point K is obviously the
point of absolute maximum net income. In a diagram of long-
period curve we have, therefore, to go by the consideration of the
average cost rather than the marginal. The nect gain indicated by
the product of the output and the difference hetween the price and
average cost should be maximum. The output thus indicated will
naturally be one of the outputs given by the points of the intersec-
tion of the marginal cost curve with the price line.

In a stationary state the diagram given in Fig. IV would be
the picture of the production potentialities of a firm and the point
S would indicate the output. It is to be remembered that the
difference between the long-period and short-period curves is due

1. Long after writing this T came across ‘A Note on Discontinuous Cost
Curves’ by Professor G. J. Stigler in the American Economic Ecview, Dee. 1,
1040. I find that he and others have also pointed out that the cost curve can
be as I have shown. They do not call it Long-Period Curve. Also sece M. F.
W. Joseph’s article on ‘A Discontinuous Cost Curve and the Tendency to In-
creasing Returns,” in Economic Journal, 1933. Professor Stigler draws our
ottention to 8. Carlson’s 4 Study on the Pure Theory of Production.
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not to time element but to the element of supplementary costs. 1f
all the costs could be conveniently varied (and that would be pos-
sible if all the factors were perfectly divisible) therc would be no
supplementary costs as such and ecach short-period average cost
curve (and thercforc also the marginal) would become horizontal.
Were the difference between the various scales of output merely
quantitative all the short-period curves would have coincided. But
the short-period curves do not differ merely in respect of the quan-
tity of various factors; they differ also in respect of the kind of
factors employed. A larger scale of production has a different tech-
nique. Just as there are indivisible factors there are, as it were,
indivisible techniques also. Of two short-period curves the one
that is lower has a more economical technique. This technique
requires, for economical use, larger output than what the higher
curve represents, Given the divisibility of all the factors (the divi-
sibility of technique consists, after all, of the divisibility of factors,
both material and immaterial) the long-period curve in a stationary
state would be a horizontal straight line tangential to the long-
period curve at its lowest point. Since the factors are not divisible
we have a long-period curve of the type shown in Fig. IV, and the
firm’s equilibrium output is given by the point T in a stationary
state.

The marginal curve has not been drawn as a continuous eurve
in this diagram. As has been said above, at points the marginal
curve might extend below the X-axis. At the points of inflexion
the marginal curve would fall vertically. The price line may cut
the marginal long-period curve at one or more points, depending
on the shape of the long-period average cost curve. In a static
state firmal equilibrium is given by the point T and industrial equi-
librium by the point Q.

In a dynamic state the price, as well as the forces on the sup-
ply side, undergoes changes. When the demand changes the long-
period supply curve remains the same but the short-period curve
changes. Thus, for instance, when the price rises to P’ (see Fig. V)
the new equilibrium in the long run is attained at the point K’
But in the short period it is possible to move only along the are b,
for it requires time to change the scale of production. If the time
allowed be shorter still even the movement along the are b would
not be possible and output could only be increased at higher costs
indicated by some such curve as a. According to the length of
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time allowed for increased production to mecet the expanded demand
the firm would have different cost curves. Other things being the
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same, the shorter the time the steeper the curve.

If the demand price were to fall to P” the long-period equili-
brium would be attained at the puvint K”. In the short period it
would be possible to move only along the are b; and in periods still
shorter than this production would contract along such curves
as a'.

What emerges from the study of these curves is that the condi-
tion that marginal cost should equal the price docs not necessarily
give us only one position of equilibrium. Its usefulness is confined
to short-period considerations. In studying long-period adjust-
ments we have to take average costs into consideration. The condi-
tion that the difference between the price and the average cost multi-
plied by the number of units produced should be maximum gives us
one and only one position of equilibrium. That is diagrammati-
cally explained by the faet that the long-period average cost curve
is continuous (as defined by us) while the long-period marginal
curve is discontinuous with several peaks. In the static state, how-
ever, when industrial equilibrium is reached, output is established
at the lowest of all lowest points. In the dynamic world, since
knowledge is not likely to be perfect, equilibrium is likely to be at-
tained at any of the lowest points on the long-period curve. As a
matter of fact, in the dynamic statc only a short-period monetary
equilibrium is possible. Over time there is no equilibrium though
at every moment of time the situation must appear as stationary.
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Dynamic equilibrium is moving equilibrium; at every moment: vari-
able forces adjust themselves so as to exploit the demand conditions
to the greatest advantage. Thus, the equilibrium position, in the
dynamic state is attained at every moment with price equalling
the short-period marginal cost. And the short period in the dyna-
mic state is the shortest possible.

The long-period cost curves are themselves changing in the
dynamic world. Thus, cvery time there is some change either in
the demand or in the supply, the entire picture of produection
potentialities changes. A production unit, therefore, finds itself
continually tossed to and fro from one short-period curve tc
another. In a static state, before the final position of stability is
reached, a production unit has to move along one or more short-
period curves belonging to relatively fixed long-period curve. But
in the dynamie state, movement is not confined to changes of posi-
tion along the ares of known curves; every moment the old and
known ares of short-period curves disappear and in their place
new ares appear.

All this has pre-supposed perfect competition among the
sellers.  When competition is imperfect, the demand curve for tne
individual production unit is negatively inelined. Our diagrams
would, therefore, need to be redrawn with demand curves sloping
downwards instead of being horizontal. Dut the conditions of equi-
librium would remain the same with the substitution of marginal
revenue for price.

Here we might introduece the distinetion between ex-ante and
ex-post cost curves. Economist often speak of ex-ante and ex-post
(anticipated and actual) demand curves particularly in connection
with price determination in impure competition. But the same dis-
tinction can easily be made in regard to cost curves. A cost curve
shows the (average or marginal) cost of production for different
outputs. But it is always in anticipation of cost that arrangements
are made for production. Thinking that the cost would be so many
rupees, for instance, a producer buys or hires factors and commits
himsclf to the production of a certain amount. When the goods
are actually produced and cost is calculated it might turn out to
be different from what he had anticipated. The actual cost, the ex-
post cost, gives a point on the ex-post cost curve. But it will be
realised that output is governed, in the first instance, by the anti-
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cipations of the producer in regard to cost of production (also of
the demand).

While that is true, it is also true that in the light of the actual
cost a producer makes a revised estimate of cost he is likely to incur
in the future. Provided the forces on the supply side do not change
violently, a producer’s ex-ante cost curve approaches the ex-post
eurve more and more closely as he gathers experience of business.

The fact remains, however, that the curves we have drawn
above are all ex-ante curves which will be found to be different from
the ex-post curves to a smaller or a greater extent. Because of this
fact the whole picture of curves has to be redrawn as the producer
comes to realise that the ex-post curves are going to deviate from
the ex-ante ones.



CHAPTER XIX
THE REPRESENTATIVE FIRM: ITS PLACE IN

DYNAMIC ECONOMICS

The word equilibrium is best defined as indicating a state in
which there is no tendency either to expansion or to contraction of
production. Thus, equilibrium of a firm would mean that state in
which it tends neither to expand nor to contract its output, while
the expression equilibrium of an industry would indicate the state
in which there is no tendency for its output to increase or decrease’.
Under certain given conditions this meaning of the word equili-
brium may cxpress itself in conditions other than the negation of
expansion or contraction of output. For instance, when individual
firms are in equilibrium the condition of equilibrium for an indus-
try, namely, that its output, should not tend to change, resolves itself
into the condition that there should be no entry of new firms into
or exit of old firms from the industry. But when the firins are not
in equilibrium mere absence of entry into or exit out of the indus-
try does not ensure equilibrium of industry, The condition that
output should not tend to change may again be expressed in terms
of the relationship between price and cost. Thus, equilibrium of a firm
is defined by the equality of price and marginal cost of production
of the firm,® whereas the equilibrium of the industry is defined by

1. As Pigou says, ‘‘Thus, even when the conditions of demand are con-
gtant and output of an industry as a whole is correspondingly constant, the
output of many individual firms will not be constant. The industry as a whole
will be in a state of equilibrium; the tendency to expand and contract on the
part of the individual firms will cancel out; but it is certain that many indivi-
dual firms will not themselves be in equilibrium and possibly that none will
be.”? Economics of Welfare, Appendix 1TIL.

2. When price equals marginal cost the firm is in equilibrium. This is
a more particular application of the general theorem that cquilibrium is defined
by the equality of marginal cost and marginal revenue. The situation does not
signify absence of profit or loss. It signifies, rather, the state of develop-
ment in which chances of maximising profits and minimising losses are fully
exploited. Marginal cost, it may be noted, necessarily means marginal cost of
production. There are, as is indicated in the text later, short-period and long-
period marginal costs. The former is marginal to the short-period average
cost and the latter to the long-period average cost. The long-period average
cost curve is geometrically the locus of the optimum point on the short-period’
eurve,
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the equality of price and average cost of production. The condi-
tion for firm’s cquilibrium is that there should be no further pos-
sibility of making profit or reducing loss, while that for industry’s
equilibrium is that there should be no profit or loss.

At this stage a difficulty arises. If all the firms are in the
same position then they cither all make profits or all make losses
or all make neither loss nor profit. In such a case there is some
sense in saying that the equilibrium of an industry ean cxpress
itself in the cquality of price and average cost. When, however,
all the firms are not in the same position the word average cost
loses its definitencss. For, average cost would then differ from
firm to firm though not the marginal eost. When individual firms
are in cquilibrium in such a way that their average costs are also
cqual to price, no difficulty is felt; for, then the average costs of
all firms are equal. Tu all other cases when the firmms’ marginal
costs only and not the average costs are equal to priec what do
we mean by saying that industry’s equilibrium is defined by the
equality of price and average cost? In fact it might even be doubt-
¢d whether in such a case the equality of price and average cost,
c¢ven if that expression had a definite meaning, could be regarded
as a sufficient condition of equilibrium of industry. Tt is best,
therefore, to relegate the relationship between price and ecost to
the background and always adhere to the most fungdamental eondi-
tion of equilibrium, »iz., that the output should show no tendency
cither to increase or decrease.

An industry, then, is said to be in equilibrium when its output
shows no tendeney to expand or contract. And it shows no such
tendency under one of the following conditions:

(1) When the individual firms are in equilibrimin and there is
no tendency for new firms to enter or for old firms to exit
from the industry.’

(2) When the individual firms are not in equilibrium but the
tendency of some firms to expand and of others to contract
just counterbalance each other and there is no increase or
decrease in the number of firms.

1. Thesc are iwo conditions. It does not mean that when individual firms
are in equilibrium there will be no tendency for the number of firms to increase
«or dcercase.
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(3) When the individual firms are not in equilibrium but the
tendency on the part of some to expand and some to con-
tract is just balanced and when the exit of some firms
is balanced by the entry of new firms.  Alternatively, there
is industrial equilibrium where individual firms are not
in cquilibrium and the net increase (deercase) in their
output is balanced by exit (entry) of some firms.

In no other case can an industry be in equilibrium. Let us
wow see under what circumstances will cach of the above condi-
tions of equilibrium be satisfied.

Individual firms arc in equilibrium when their marginal costs
are equal to price. They are in cquilibrium in the seuse that the
possibility of maximising profit is fully exploited. There is no
entry into or exit out of the industry by firms when, (a) all the
firms in the industry have their average cost equal to price or (b)
when, in spite of the fact that the price and average costs of indivi-
dual firms are not equal, i.c., in spite of the fact that some of the
firms may be making profits and others running at a loss, those who
are losing continue in the hope of better times and outsiders are
not tempted into the industry by the profits of some. Such a case
is imaginable. For, a prospective entrant into the industry is
not normally so optimistic as to be attracted to the industry which
has concerns both profit-making and loss-incurring. Optimism and
pessimism are evenly balanced when entreprencurs think that the
probability of making profits like some existing firms is more or
less cvenly matehed by the probability of incurring a loss. And
such a view an entrepreneur will take either when, regardless of
the real condition of the industry, he, somehow thinks that the
chances of profit and loss are evenly balanced or when in reality
such a balance exists and the knowledge on the part of the prospce-
tive entrant is correct.

Lastly, we have to note that entry of firms into an industry is
balanced by exit out of it when, in the first place, at least some
firms are running at a loss and do not wish to continue in the
hope of better times and some new firms enter in the belief, correct
or incorrect, that the general conditica of the industry indicates
greater probability of profits than of losses, and, in the second
place, when such exit and entry of firms balanec cach other.
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We thus sce that in many cases the possibility of the industry
being in equilibrium exists and that the possibility is not a mere
theoretical possibility but a very practical one.

In all conditions other than those mentioned above, the indus-
try is out of equilibrium. But whenever it is out of equilibrium
forces operate to take it towards the position of equilibrium. Let
us, therefore, study the forces that are responsible for such a ten-
dency to equilibrium.

We know that a firm adjusts its output so as to equate its margi-
nal eost to price. When the firms have had time to bring about
such adjustments they find themselves in the position of equilibrium.
But unless all the firms are of equal efficiency enjoying internal
and external economies in the same measure, some firms’ average
cost will be above and some firms’ below the price,  Some firms will
be making a loss and some profit.” Those that are making profit
will neither produce more nor less in the short period at any rate;
for they have rcached the short-period optimum output. Those
who are making a loss will cither discontinue production or stick
to their position in the hope of the return of better times. When
those who wish to discontinue have vacated the field the industry
is left with firmms that are making profits and those that are suffer-
ing losses but are hopeful of earning profit in the future. Let us
gee what it is that is likely to make such firms }mpo'f ul. There are
three reasons for their optimism.

(1) They may think that the times are abnormal and with the
speedy return of normal demand and supply conditions they would
be able to balance their accounts.

(2) They may not have had sufficient time to put their concern
on a sound basis. In other words, they might still be in the process
of reaching the optimum size, so that they know that the losses
would soon, or in a reasonable period of time, disappear.’

1. Throughout in this chapter the word profit is used in the sense of excess
of income over total cost.

2. This differs from the first rcason. In the first case losses are due to
some unexpected change in demand or in the prices of factors of production
employed. In the second, they are due to the fact that, though the demand
and supply conditions have been properly anticipated the firm has not had suffi-
eient time to adjust its economy to the conditions of the industry.
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(3) And, lastly, firms may continue to operate at a loss when
they think that discontinuation of production and investment of
realised capital elsewhere would be a greater loss.

Thus for three reas\ons'losing concerns may be found in the
industry. In other words, at any particular time we may find
that the price may be above the average cost of some firms and
below that of others while it may be that it is just equal to the
average cost of some onc or more firms. The tendencies then in
operation arc the following:

(1) Some of those who are making profits neither produce
more nor less as they have reached the optimum output. (2) Some
of those who are making profits may be expanding if they have not
reached the optimum. 1In both these cases the short-period margi-
nal costs equal the price. (3) Some of those who make profits may
be contracting duce to the fact that they have passed beyond the
optimum size. (4) Some of those that are making losses will be
leaving the industry. (5) Some losing concerns will continue pro-
ducing the same amount in the hope of better times. (6) Some
losing concerns will produce more if they have not reached their
optimum, and (7) some losing concerns will produece less if they
have passed beyond the optimum.

On the whole, therefore, the output may be contracting or
expanding from within the industry. If as a result of these vary-
ing tendencies the industry is as a whole contracting from within
there is not likely to be any inflow of fresh resources into it. That
is, the number of firms is not likely to increase. In this world of
course anything might happen. But arguing on the basis that
what is most likely to happen will happen we may say that the
number of firms in the industry will expand when there is a ten-
dency to expansion from within the industry. And this tendency
is there when the forces that cause some firms to expand produe-
tion are stronger than those that cause other firms to contract pro-
duction or end it altogether.

Now, if when the industry tends to expand from within there
is a firm that also tends to expand in a similar manner, let it be
called the representative firm. Likewise, when the industry tends
to contract let the representative firm be the firm that also tends
to contract in the same manner. We shall now argue on the suppo-
sition, first, that such a representative firm exists. We can then
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translate the foregoing proposition in the following words. When
the representative firm tends to contract no new firms enter the
industry. When the representative firm tends to expand new firms
enter the industry. .

When_new_firms enter the industry the price falls and it does
so because the output increases. The Tinerease of output is due
to expansion from within and without. As the price falls the ten-
dency on the part of firms to expand becomes weaker. In other
words, the representative firm shows a weaker tendency to expand.
As resources continue to flow the price continues to fall and with
it the tendency of the representative firm to cxpand gets weaker
and weaker. A position of stability is reached when the represen-
tative firm shows no further tendency to cxpand. That happens
when the price becomes equal to the average cost of the represen-
tative firnu.

‘When, however, the representative firm shows a tendency to
contract no firm enters the industry. The contraction from within
causcs the price to rise and thus weakens the tendency on the part
of the representative firm to contract. Ultimately a stage is reach-
ed, when the representative firm tends neither to contract nor to
expand. And that is again the stage when the price is just equal
to the average cost of the representative firm.

Thus the price moves either upwards or downwards till it
becomes cqual to the average cost of the representative firm. Of
course, the average gost of the representative firm itself changes
and the representative firm too changes or may change. But the
proposition still stands that the price is continually tending to-
reach the representative firm’s average cost,

We may, therefore, say that the price is influenced and deter--
mined by the expansion and contraction of the industry’s output.
And such expansion or contraction is determined by the expan-
sion or contraction of the representative firm. And again, the con-
traction and expansion of the representative firm is determined by
the fact whether its average cost is below or above the price. It
is, therefore, possible to say that the average cost of the representa-
tive firm determines the price. This does not, however, contradict
the more fundamental proposition that priece is determined by sup-
ply and demand, nor the more particular proposition that it is the
price that settles which shall be the representative firm. After all.
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we cannot say that since the representative firm is determined by~
the price, therefore, the price is determined by price itself.

The same argument can be worded in a different way. If
demand is taken to be fixed, price is determined by cost. Cost
is then the independent variable and price the dependent one. It
is, however, not the cost of any individual firm that can be regard-
ed as the independent variable in every sense. For, the price is
a given fixed quantity from the point of view of an individual firm,
in so far as conditions of competition prevail. Hence price is
determined by average cost referred to the industry rather than to
any firm. Since cach has a different average cost there is no iden-
tity between the average cost referred to the industry and the
average cost referred to an individual firm. It is possible, however,
to find such an identity between the cost of the industry and that
of the representative firm.

It remains now to sce to what extent our reasoning needs
modification in the light of the fact that the representative firm.
which ean exist may not actually exist. When such a firm docs
not exist, it is impossible to find any identity between the cost of
the industry and that of a firm. We are thus, prevented from
arguing in terms of a firm. Yet if we must predicate our state-
ments of a firm we can still speak of the representative firm,
and understand by it not any particular firm but only usc it as a
smallscale pictdre of an industry.

Marshall speaks of the representative firm as actually exist-
ing. It is a firm that has its average share of internal and external’
cconomies.” Tt is one that is neither too young and therefore imma-
ture nor too old and tottering. Nor has it any special advantages
over other firms in regard to situation or goodwill. Tt is, there-
fore, a firm which is not likely to have the tendency to expand
when the industry is on the whole tending to contract. Nor is it
likely to show a tendency to contract when the general tendency

1. Thus, Marshall says, ‘“And a representative firm is that particular
sort of average firm, at which we need to look in order to see how far the
economies, internal and external, of production on a large seale have extended
generally in the industry and country in question. We cannot see this by look-
ing at one or two firms taken at random; but we ean see it fairly well by re-
fleeting, after a broad survey, a firm, whether in private or joint-stock manage-
ment (or better still, more than one), that represents to the best of our judg-
ment, this particular average.’’ Principles of Feconomics, Eighth ed., p. 318.
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.of the industry is to expand. Marshall’s conception of the repre-
sentative firm, therefore, is one that would necessitate no change
in our arguments if it were substituted for the rcpresentative firm
as defined by us. The only difference is that whereas we under-
stand by such a firm one that shows the tendency to expand or con-
tract with industry in the same manner, Marshall defines it as one
ihat has its normal share of economies and is normally placed in
regard to situation and other factors that influence the cost of pro-
duction. Marshall does not feel it necessary to point out the fact
that when such a representative firm does not exist we can still have
it as a useful concept for purposes of wording our principles in
terms of a firm which is a less hotch-potch concept than that of an
industry.*

In all those cases in which an industry is composed of a large
number of firms the probability of a representative firm actually
existing becomes obvious.

When we consider the effects of an invention on the cost of
production of a commodity the above theory stands in need of
restatement though not of a radical change. An invention has the
offect of bringing down the cost of production. It often necessi-
tates considerable changes in the general organisation and an
enlargement of the scale of production. All the firms in the indus-
try or at any rate thosc that are not making sufficient profit or are
running at a loss find it necessary, therefore, to effect such changes.
If a large number of significant firms decide to ineorporate the in-
vention and thus expand their scale we may say that the industry
shows a tendency to expansion from within. The representative
firm would then be the one that is also expanding in like manner.
Its cost of production or its expected cost of production would be
the normal cost. The influx of new producers in the industry can
be then taken to be governed by calculations incorporating the cost

1. Marshall pictures the representative firm as a typical firm ¢‘built on
a seale to which actual firms tend to approximate...... That this conception
is appropriate to actual conditions is well shown by the studies of the sizes of
a number of actual business carried out in 1914 by Sir Sydney Chapman and
Mr. Ashton.’”’ Their conclusion was: ¢‘Generally speaking there would seem
to exist in industry or branches of industry of adequate size, under given
set of econditions, a typical or rcpresentative magnitude to which busincsses
tend to grow...... Ag there is normal size and form for a man, so, but less
markedly, are there mormal sizes and forms of business.’’ Pigou, Economics

of Welfare, Appendix III.
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of the representative firm. But when most of the firms in the in-
dustry do not find it possible to reorganise themselves so as to be
able to take advantage of the invention and, therefore, either dis-
continue production or cut down their output, the industry shows
a tendency to contraction from within. The representative. frm
then becomes one that is itself contracting. And yet there will be
an infiux of producers from without. The chances of such a thing
happening are, however, rare. Yet, if we do not want to ignore
such a possibility, however remote, we should understand by re-
presentative firm the firm that shows the same tendency to expand
or contract as the industry without limiting the expansion or con-
traction to changes from within the industry. When, however,
the concept of the representative firm iy thus widened it ecases,
we should note, to have much practical utility. We fcel, how-
ever, that it serves on the whole a uscful purpose in enabling us
to apply the technique of static equilibrium analysis to problems
of the phenomenal world.

A word may now be said about Pigou’s cquilibrium firm. His
concept of cquilibrium firm differs from our concept of the repre-
sentative firm in this respeet that whereas the equilibrium firm is
necessarily in equilibrium, the representative firm is not. There
is a representative firm in every case, %.c., whether the industry
is in equilibrium or uot. When, however, the industry is in equili-
brium in any of the ways we have described above, the representa-
tive firm ccincides with Pigou’s equilibrium firm. The two con-
cepts of the representative firm and the equilibrium firm are alike
in the respect that they both represent the condition of the industry
as a whole. When the industry is in cquilibrium price equals the
marginal as well as the average cost of the equilibrium and the
representative firms.

It is somectimes argued that the coneept of the representative
firin has no usefulness since in the case of perfect competition every
firm is alike and consequently there is no necessity of such a con-
cept, while in the case of imperfect competition every firm may
(and probably must) have a different price. To speak of the repre-
sentative firm, in such a case, as determining the price is therefore
meaningless, for the simple reason that the price does not exist.
To realise the usefulness of the concept of the representative firm
we have, however, to remember that in the case of imperfect eom-
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Competition may be imperfeet in the sense that the average costs
of all the firms are not equal to the price; or rather that they are
not equal and hence do not all become equal to any one price. Yet
it may be perfect in the sense that there is actually one price at
which these firms are forced by ecircumstances to sell their goods.
In the terminology adopted by Professor Chamberlin, and now
made use of by many, competition may be imperfeet and yet pure.
Purity of competition caused by the non-attachment of buyers
to sellers guarantces that all the firms will have to charge the same
price. In pure but imperfect competition then, all the firms are
not alike and yet have to charge the same price. In such a case
the unlikeness of firms makes the concept of the representative
firm necessary for theorctical purposes and the existence of one and
the same price makes it useful.

It is interesting to mote that the existence of pure but imper-
fect competition has reeently attracted the attention of econo-
mists. Yet its comparative neglect by many has evoked the follow-
ing remark by Professor David Wright:* ““The best we can have
js pure but imperfect competition. This is a qualification of the
utmost importance, and one almost wholly overlooked in recent
literature.’’

The usefulness of the concept of the representative firm is,
therefore, confined to cases of a number of firms selling identical
goods (guarantecing non-attachment of buyers to sellers) in an im-
perfect market, that is, in a situation that is characterised by im-
perfect mobility of resources between groups of scllers producing
different goods. To the extent to which conditions in the world
do not conform to such a pattern the concept of the representa-
tive firm lacks usefulness in practice. But as a tool of analysis,
enabling us to understand the forces at work, the concept has
value. To understand what would happen when goods are not
identical, it is helpful to know what would happen if goods were
identical.

It is necessary to remember here that what we have to study
must be real in the sense that it exists. What does not have an

1. In this connection it may be noted that Marshall talks judiciously of
free competition and not perfect or pure compeotition. See N. Kaldor’s ¢‘Mar-
ket Imporfection and Excess Capacity.’’ Economica 1935, and J. R. Hall and
C. J. Hiteh, ¢“‘Price Theory and Business Behaviour,”’ Ozford Eco Papers
11 1939.
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existence need not (perhaps cannot) be studied. If it can be shown
that pure and imperfect competition of the type indicated above
does exist, the case for the representative firm must be taken as well
established. Now, existence does not nccessarily imply existence
in the concrete or objective world. It is sufficient for our purpose
if the thing under consideration exists in the subjective world (the
world of thought). The study of facts as they are found in the
world of matter have to be understood and analysed by the mind
through mental concepts. It is neccessary to create mental pie-
tures of suitable character to enable us to understand the world
external to us.! The mind has to bring into existence a subjective
world through the medium of which the objective world can be
understood. The situation we have deseribed above does thercfore
exist (in the world of thought). The objection sometimes levelled
against the concept of the representative firm, namely, that the
representative firm docs not actually exist, can be explained away
with the help of such a concept of ‘‘existence’”’. Nowhere do all
the things talked of actually exist in the objective world. The
straight line or the circle of geometry does not exist in the material
world. They constitute the norms of study; the world of matter,
or the world as rcalised by us, is understood by us through the
process of its comparison with the subjective world. Through the
understanding of the deviations of the objective from the subjec-
tive world comes the understanding of the nature of the world that
is called real®*by so many of us.

Now, coming down to a less philosophical plane of thought, the
concept of the representative firm can be salvaged through the re-
instatement of the concept of the industry. For some time the
belief appeared to be getting firmly rooted in thcoretical discus-
sions that in pure theory of value the group and the industry are
uscless concepts’ From what we have said above, however, it
will be clear that situations are conceivable in which the concept
of industry can serve a very useful purprse. And in this con-
nection we may note what Mr. Wolfe has to say. - He says, ‘‘What

1. Prof. M. W. Reder in Rechabilitation of Partial Equilibrium Theory,
says, ‘‘The Representative firm is a hypothetical entity so defined that if all
firms were identical with it, the behaviour of the aggregate supply and demand
functions could be deduced perfeetly.’’

2. Robert Riffin, Monopolistic Competition and General Equilibrium
Theory, 1940.
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ijs important is that however price may change when demand
changes, it will still be identical for all competitors. We have here
a group of firms to which it appears natural to attach the name
‘industry’. And this ‘industry’ avoids all the pitfalls which beset
Mrs. Robinson’s attempt to draw up a supply curve under imperfect

7”1

competition’’.

Mr. Wolfe defined an industry as those firms involved in a
chain of oligopoly which operate as though their demand curves
had a kink at the prevailing price. Now, the supply curve of an
industry thus defined can be drawn with reference to the costs of
production of a Representative Firm. Such a concept of indus-
try is eriticised by Mr. J. H. Davies on the ground that the gap
between groups of commodities which act as close substitutes, giving
rise to a kink in the demand curve, nceds to be more clearly defined
than Mr. Wolfe has doue. And Mr. Davies concludes: ‘‘As the
matter rests, therefore, meither technologival similarity or substi-
tutability present a very convincing case for the use of the ‘indus-

?3

try’ as a precise tool of economic analysis’’.

On the whole, however, it appears that the battle is won by
those who belicve in the usefulness of the concept of industry. Tn
the world of our expericnce there ave very gradual changes from
one entity to another and yet the differences are somehow marked
enough to enable us to recognisc the existenee of various entities.,
The same is true of firms and industries. A group of firms differs
from another and justifics our imagining them as belonging to an
judustry; and yet on the border line between two such groups con-
fusion exists. The border line between two theoretical concepts
or two groups relating to the same concept, is a source of trouble
no less than the border line between two political territories.

1. J. N. Wolfe, ‘‘ The Represcntative Firm,”’ The Economic Journal, June,
1954. It may be recalled that Marshall uses the concept of the Representative
Firm in order to explain how price is determined in the case of increasing
roturns operating in an industry. That necessitated understanding what the
supply curve for an industry meant. But P. Sraffa and Professor Robbins
argued to show that in the casc of static equilibrium there cannot be any scope
for internal economics and hemce, according to Mrs. Joan Robinson, no scope
for external economies either. The concept of the Representative Firm was
therefore shown to be necedless either in the theory of value or in that of dis-
tribution.

2. J. H. Davies, ‘‘The Industry and the Representative Firm,’’ The Eco-
aomic Jouranal, December, 1955.



THE REPRESENTATIVE FIRM : ITS PLACE IN DYNAMIC EcoNoMIcs 197

Our mind is accustomed to thinking within the framework
provided by our senses. In the case of the average man it is the
testimony of the senses that dominates over the reasoning of the
mind. That is not the case with the highest intellects. They use
their mind to see what the physical eyes cannot sec. The mislead-
ing and mutilated picture of the world that our senses paint is
corrected and perfected by our thinking mind. That is what is
happening in the field of physies and that is what is also happening
on a smaller scale in the seience of economics.

The representative firm perhaps took birth in the world of
matter. But the thinking mind of man has projected it into the
non-material world. Matter is governed everywhere by invisible
forces. To understand the working of the economiec system we
must have some idea of those forces which our eyes cannot see.
What our eyes see and can see is the physical manifestation of
those forces. We see the effect of the forces and not the forces
themselves. But from the end-products of a system of foreces much
cannot be learnt. We must make an attempt to understand what
those forces are. The study of the representative firm, as it is made
today, is an attempt in that direction. We must remember that
we must never end where we begin, A seed is desired for the sake
of the plant into which it germinates. The representative firm in
a physical sens® is the seed; but it must germinate into the repre-
sentative firm in the mental sense. That is our desideratum. So
let no one object to what we have done in this chapter. Let the
concept of the representative firm play the part that it can play
in our understanding of the subtle forces that operate beneath the
surface facts of business life,



CHAPTER XX
IMPERFECT COMPETITION

The classical economists, while tackling the problems of the
real world," proceeded with the assumption of perfect or free com-
petition. For them, it was not a simplifying assumption; they
thought that in the majority of cases the conditions of free or un-
limited competition actually obtained in the rcal world. It was
only in rare cases that competition was restricted by legal or other
barriers, and conscquently free competition was replaced by mono-
poly.

Yet it would be a mistake to arguc that the classical or the
neo-classical school had no idea of imperfect competition. Rather,
they were vague in their conception of such a competition. They
seldom took the trouble of defining in logical terms what free or
unrestricted competition consisted in. And that was quite natural.
For, they thought that free and unlimited competition and mono-
poly between them exhausted almost all the cases of buying and
selling of commodities. Nor were they clear in their conception of
monopoly. Monopoly signified one seller; but they secognised cases
of partial monopoly. In fact, in the absence of logical definitions
of these terms, it is difficult for us to say whether the classical eco-
nomists had perfect or imperfect competition in mind. Yet there
are some clear indications pointing to the fact that the Marshallian
school, at any rate, assumed perfect competition among the sellers
of goods. For, Marshall says that when the number of sellers is
large, as it is in most industrics, no individual scller is able to in-
fluence the price. He has to adjust himself to the market price.
The preblems of exchange were explained mostly in terms of the
industry. The demand curve for the industry is sloping down-
wards and the price is determined at the point where .it cuts the
average cost curve (of the representative firm).

It was only recently that the economists of the English-speak-
ing world began to think in terms of the firm.* They rcalised the

1. By the expression rcal world we mean the world of our senses.

2. The attention of economists was first diverted to this aspect of the
(Continued on next page)
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fact that increasing returns, the problems of which the classical
economists tackled, are not compatible with the assumptions of per-
fect competition. If increasing returns are to operate in an indus-

{Continued from previous page)

problem by an article by Professor P. Sraffa on the Laws of Returns under
Jompetitive Conditions, published in the Economic Journal, December, 1926.
Then appeared Professor Hotelling’s paper on Stability in Competition in the
Foonomic Jowrnal of Deeember, 1929, Allied problems were further discussed
by Professor A. C. Pigou in an article on The Laws of Diminishing and In-
ereasing Cost in the Economic Journal of June, 1927, by Professor L. Robbins,
§n his article on The Representative Firm in the Economic Journal, September,
1928, and by Professor A. A, Young in his article on Increasing Returns and
Fconomic Progress in the Economic Journal, of December, 1928, Then in 1930
Professor Robertson, Professor Sraffa and Professor Shove took part in the
symposium on Increasing Returns and the Representative Firm in the Economie
Journal, March, 1930. The next year Professor R. F. Harrod wrote an article
on tle Law of Decreasing Cost in the Economic Journal. In 1932, Professor
R. . Kalm published an article on Imperfect Competition—A Further Note
§n the FEconomic Jourral. The mext year Professor G. F. Shove wrote an
article on The Tmperfeetion of the Market in the Economic Journal of March
1933 and in the same year appeared Professor Chamberlin’s book on the
Theory of Monopolistic Competition and Mrs. Joan Robinson’s book on the
Economics of Imperfect Competition. In 1934 Professor R. F. Harrod wrote
an article on Doetrines of Imperfeet Competition in the Quarterly Journal of
Economics, May issue, and the same ycar in the November issue Professor
A. J. Nichol wrote an article on The Influence of the Marginal Buyer on
Monopolistie  §Jompetition, while Professor K. N. Kaldor wrote his article
on The Equilibrium of the Firm in the Economic Journal of March, 1934.
In 1936, Professor . G. White reviewed the theories of Monopolistic Competi-
tion and Imperfeet Competition in the American Economic Review. In De-
cember 1942, Professor K. I, Boulding wrote an intcresting article on The
Theory of the Firm in the 4merican Economic Review. More recently a large
number of articles have appeared on ITmperfeet Competition. See Bain, Mar-
ket Classifications in Modern Price theory, Quarterly Journal of Economics,
1942; R. Balkrishna, Monopolistic Influences in Capitalistic Economy, Indian
Journal of Economics, 1944; Professor J. M. Clark, Imperfect Competition
Theory and Basing-Point Problems, American Economic Review, 1943, also
his article on Realism and Relevance in The Theory of Demand, Journal of
Political Ecomomy, 1946; Professor C. Kaysen, A Revolution in Economie
Theory, Review of Economic Studies, 1946-47; Professor F. H. Knight Immau-
table Taw in Fconomiecs: Its Reality and Limitations, American Economio
Review, 1946. Gregg, H. Lewis, Some Obscrvation on Duopoly Theory, dmeri-
can Economic Review, 1948; Neumann and Morgenstern, Theory of Games and
Economic Behaviour, 1944; Professor A. Nicols, The Rehabilitation of Pure
Competition, Quarterly Journul of Economics, 1947; Rangneker, Imperfect Com-
petition in International Trade, 1947; Professor 8. Weintraub, The Founda-
tions of the Demand Curve, American Ecomomic Review, 1942,
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try, competition between the firms must be imperfect. That is,
each firm should be able to determine the price for itself within
gertain limits. It was thus that the attention of the theorists was
diverted from the competition element to the monopoly element
in each situation.

It has sinee been more fully realised that every case of exchange
is a case of what might be called partial monopoly.’ And partial
monopoly is, looked at from the other side, a case of imperfect com-
petition. There is a blending of both, competition element and
monopoly element, in each situation.

If perfect competition is not compatible with inereasing returns,
one might ask, is it compatible with dynamic state? For perfect
competition what is necessary is that resources should be able to
move freely from one firm or industry to another. Resources,
buyers and sellers should be free to move readily and quickly. In
other words, there should be no barriers to movement. Onc of the
barriers to movement is however the hope of making more profit,
or to be more correct, the hope of doing better later on in the same
situation in which one happens to be. Such a hope prevents move-
ment. And dynamie state creates such hopes in men. Ilence, so
long as there is dynamic state, perfect competition eannot rule in
the market.

Assuming that there is static state, what is the shape of the
demand curve for the product of a firm in perfeet gompetition?
To be able to answer this question we must have a clear idea of
what competition implics. A number of producers can be said
to be competing with one another when cach of them is willing
and able to take away the customers of others. If there are ten
other sellers then the one under consideration can be said to be
effectively competing with them when he can take away all their
customers. If these producers are as big as this particular seller,

1. Partial monopoly, imperfeet imonopoly and imperfeet competition al}
mean the same thing. As has been mentioned later in the text, Professor
Chamberlin makes a distinetion between imperfeet and impure competition.
Otherwise, the above terms and impure competition convey very much the
same idea. There are some who have used the term mnon-perfeet competition.
For instance, see ‘‘Elements of Indcterminance in the Theory of Non-perfect
Competition’’ by Professor Benjamin Higgins in the American Economic Re-
view, September, 1939. Some earlier economists used the expression limited
competition, while Marshall uses the expression free competition for perfect
eompetition.
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then he can sell 11 times the previous amount. If there is only
one other seller whose sales are 10 times the sales of this man, then
also he ean increase his sales 11 times.

Now, what is required for such a competition to be effective
in the real sense, and therefore, perfect, is that a seller should be
able thus to deprive others of all their custom by reducing his
price slightly. In fact, he should be able to attract all customers
to himself by the slightest reduction in the price. When that is
the case, the demand curve for the seller becomes horizontal. For,
with a very small fall of price, say, 1/100th per cent., the demand
jnereases 11 times. That is why the horizontality of the demand
or the sales curve of an individual seller is associated with the
notion of perfeet competition.

However, a question might arise here about the length of the
demand curve. Is it necessary merely that the demand curve should
be horizontal or is it further required that it should be horizontal
over a considerable length? 1In the example given above, the curve
ceases to be horizontal after the output increases to 11 times the
previous quantity. For, when once all customers of the *other
gellers have been drawn to yourself vou cannot create more cus-
tomers without reducing the price of your goods by a considerable
amount. But if by competition we understand competition between
a given number of scllers of what is regarded as the same com-
modity, then allethat is required is that one should be able, by slight-
ly reducing the price, to deprive the others of all their customers.
In such a case, then, the demand curve is horizontal but only over
a certain length. If the number of sellers is small the demand
curve yiclded by perfect competition is correspondingly limited
in size.

Now let us study the conditions that are required to make
the demand curve horizontal. We can say at once that the buyers
should be completely detached from the sellers. They should be
attached only to the price, or the commodity. They should be
willing and able to buy the commodity from that particular seller
(out of all those we are econcerned with) who offers it at the lowest
price. Given the commodity, the buyers’ ounly concern should be
the amount of expenditure that its purchase entails. What is
necessary for such a detachment of buyers from the sellers is that
there should be no barriers to the free movement of buyers from.
one seller to another. There should be no physical impediments-
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in the way of mobility, there should be perfect knowledge about
the sources of supply and the prices charged and there should be
no social or legal restrictions on the purchase of goods." The buyers
should be rational; they should prefer a lower to a higher price.
In other words, there should be no force of habit making a buyer
purchase from a particular seller even at a higher price.

When the above conditions are satisfied the demand curve be-
comes horizontal. But these conditions are not sufficient to ensure
that the curve remains horizontal over a long range. For that
additional conditions are nccessary. There should be a large num-
ber of buyers fortheomning to purchase from the man under con-
gideration. If the number of sellers is large this condition is satis-
fied unless they are very small scllers. In order that a particular
seller may be able to offer perfcet competition to others what is
required is that the total number of customers should be very large
as compared to the number of his own customers. We can, how-
ever, be sure of having a long horizontal demand curve when a
seller is able to attract to himself not only the buyers of the com-
modity from other sellers but also the buyers of other commodities.
That amounts to saying that there should be competition between
the sellers of different commodities. In other words, the buyers
-ghould have no preference for any one or few commodities. They
-should be concerned with the want-satisfying properties of the com-
modities and not anything else. They should be willing and able
“to buy from the scller (and that commodity) who offers the greatest
amount of utility for a given price.

Thus we come to realise that what is required for the hori-
zontality of the curve is that buyers should have no preference
for any particular seller.  What is required for such a horizontal
curve to be long enough is that buyers should have no preference
for any particular commodity or service. To put the same thing
in other words, in order that the demand curve may be horizontal
over a distance of sufficient length, the commodity we are con-

1. Both Mrs. Robinson and Professor Chamberlin point out that for per-
feet competition (pure competition for Chamberlin) the number of sellers
should be large and that they should be indifferent to the various sellers. They
should care for the price and not for the seller. As barriers to movements,
or as Mrs. Robinson calls imperfection of market, the following are mentioned:
«Cost of transport, differences in the facilities provided by different producers,
quickness of service, good manners, length of credit and attention paid to the
dndividual wants, trade-marks, peculiarities of the package, etc.
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sidering should be in effective competition with other commodities.
But that way of putting the thing unnecessarily invites the diffi-
culty of defining a commodity. Perhaps it is best to express the
condition by saying that consumers should be indiffcrent as between
one use of money and another.

Since there are a large number of commodities and services
that money can buy, the above conditions are sufficient to ensure
the horizontality and the length of the demand curve for the pro-
duct of a single seller.

In the forcgoing discussion we have used the word perfect
competition to econnote what Professor Chamberlin calls pure com-
petition. He says that competition is pure when it is unalloyed
with monopoly element. 1t is perfect when there is ‘‘an absence
of friction in the sense of an ideal fluidity or mobility of factors
such that adjustment to changing conditions which actually in-
volve time are accomplished iustantaneously in theory. It may
imply perfect knowledge of the future and the conscquent absence
of uncertainty’’,

In the market for wheat in which there are a number of sellers,
says Professor Chamberlin, no individual scller has any monopoly
right. The price cannot be varied by any seller. Ile has to sell
at the market price; if he charges a higher price he goes without
cffeeting any’ sale. Yet the price does not equal the mormal price,
the sellers may be making profits or incurring losses. The com-
petition is thus pure but not perfect. In the language of geo-
metry the demand curve for the product of the individual firm is
horizontal, according to Professor Chamberlin, but not tangential
to the cost curve. It may be below or above the lowest point on
the cost curve. When it is above the cost curve there is profit.
This profit, in course of time, attracts fresh producers and thereby
brings down the demand curve. If new producers are not attract-
ed, the demand curve continues to lie above the cost curve. Im
order that there may be an influx of new firms what is required is
that resources should flow into this line of production. In other
words, producers should not be attached to particular lines of pro-
duction. Thus, for what Professor Chamberlin calls perfect com-
petition, the thing required is that the scllers as a class should be
indifferent as between the various productive aectivities. Or, in
simple words, they should be indifferent as between various com-
modities or services.
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Thus, it is only when there is no attachment of buyers to sellers
and to commodities, and no attachment of sellers to commodities
and to buyers, that the price equals the average cost of production.
When the sellers are attached to buyers—and that is a rare occur-
rence—they prefer to sell to their preferred customers even when
they have to scll at a slightly lower price. When that is the case,
a scller may be unwilling to change over from the production of
oue commodity to another or divert his sales from one group of
customers to another. And when there are an appreciable num-
ber of such sellers cither the number of sellers does not increase
when the demand curve lies above the cost curve or if it does increase,
such an increase does not affect all the demand curves. As a result,
some demand curves continue to remain where they were, or if
they do fall, they do not necessarily do so sufficiently to touch the

cost curve.

For perfect competition to produce the results that are ordi-
narily associated with that concept, the conditions necessary are,
therefore, competition among sellers as well as competition among
buyers. That is, competition on supply and demand sides is neces-
gary.

When Professor Chawmberlin says that pure competition re-
quires merely the absence of monopoly element while perfect com-
petition requires other conditions as well, he is rigitt. But it is
possible to state the same fact in other, perhaps better, words. Der-
fect competition requires the absence of monopoly (caused by the
attachment of buyers) as well as the absence of monopsony (caus-
ed by attachment of scllers). Monopsony is defined as the absence
of eompetition among buycrs. When scllers are attached to buyers
the conditions of monopsony are satisfied. Just as monopoly arises
due either to the fact that another seller is not available
or another seller is not availed of (and also because another
commodity is not available or availed of), similarly, monop-
sony arises due to the fact that another buyer is not available or is
not availed of. And, we may note, monopsony conditions are
brought about also because another commodity is not produced
or is not available for production,

If monopsony is defined as monopoly among buyers, then per-
fect competition requires the absence of monopoly. Professor
Chamberlin’s distinction between pure and perfect competition
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narrows down and actually disappears with a widening of the mean-
ing of the term monopoly.

Professor Chamberlin considers the problem of several sellers
competing among themselves. Each of these sellers is a monopolist
in the sense that he has some control over the price at which he
can sell his goods. In the chapter on monopoly we saw how a
monopolist, in the correct sense of the word, should have a vertical
demand curve for his product. For Professor Chamberlin, as also
for Mrs. Joan Robinson, a monopolist has a tilted demand curve
(i.c., with an clasticity bctween zero and infinity). Such a demand
curve shows that the monopolist can sell a larger quantity at a
slightly lower price, but not an infinitely large quantity. This larger
quantity is partly due to new customers and partly to the cus-
tomers of other sellers now patronising bim. When the price is
raised he loses only some customers. That is because some cus-
iomers now prefer to buy other commeodities instead, and some go
over to other scllers of the same commodity. There is therefore
some attachment, but only some, to the particular seller and tbe
particular commodity.

When there are a number of such sellers they compete with
one another. They compete because each is able to deprive the
others of some of their customers by reducing the price. And
when the number of sellers inercases cach of the old sellers again
loses some custdm. This loss of custom to new sellers as also
to those who reduce their price, is due to the fact that the attach-
ment of buyers to sellers is not perfect. The attraction of a lower
price, as also that of a new scller, proves strong enough to overcome
the attachment of (some) buyers to their sellers. When, therefore,
the demand curve is tilted it is because the attachment of buyers
to sellers is imperfect. And since it is imperfect there arises com-
petition between the sellers having such curves. Monopolistic com-
petition is, therefore, merely a casc of impure competition.

Professor Chamberlin takes two types of case for consideration.
One is that in which there are a small number of monopolistie
sellers—which he calls a case of oligopoly—and the other is that
in which there are a large number of such sellers. In the latter
case the demand curve, as Professor Chamberlin shows, tends to
be tangential to the average cost curve. There is no loss nor
profit (above normal profit) for the sellers. Monopolistic com-
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petition becomes a case of perfect competition between monopolists

in the Chamberlinian sense.

There are a few fundamental points of difference between Pro-
fessor Chamberlin’s approach and that of Mrs. Joan Robinson’s
to the problem of imperfect competition. To start with, there is
the difference in the naming of the problem. Mrs. Robinson calls
imperfect competition what Professor Chamberlin calls monopolis-
tic competition. Mrs. Robinson, again, understands by imperfect
competition what Professor Chamberlin calls impure competition.
To use Professor Chamberlin’s terminology, he tackles the prob-
lems of both perfect and imperfect competition—imperfect whem
there is a small group of sellers and perfect when there is a large
group. Mrs. Robinson, on the other hand, is concerned only with
impure competition. But since she assumes that there are large
number of secllers, and the price ultimately becomes equal to the
average cost, she converts her casc into one of perfect competition.
(in Professor Chamberlin’s sense) between monopolists.  But Mrs.
Robinson recognises the possibility of there being a small number
of monopolists competing with one another. Im that case, she points
out, the conclusion would need to take account of the existence
of super-normal profits.

Another difference betwcen the two trecatments is to be found
in the use of the demand curve. Professor Chamberlin uses two-
demand curves, one which is drawn on the assumption that the
prices charged by the other sellers are the same, and ‘the other that
is not drawn on such an assumption. Mrs. Robinson, on the other
band, makes use of only one demand curve. Her demand curve
shows the full effect upon the sales of the firm which results from
any change in the price which it charges, whether it causes a change
in the prices charged by the other firms or not.

Finally, Mrs. Robinson treats every case as a case of monopoly
(remember that for her and Professor Chamberlin monopoly is
defined by the non-horizontality of the demand curve for the pro-
duct of a single seller, and not by the verticality of the curve) dis-
regarding the competition between scllers. Or rather, she takes
for granted that there is a sufficient degrec of competition between
sellers to make the price come down to average cost of production.
When the competition is not sufficiently intense for such a result
to ensue, profits acerue. Professor Chamberlin does not resolve
his problems into those of mere monopoly. He considers each situa-
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tion as one in which there is competition between monopolists—
the competition may be perfect or imperfect. In other words, he
takes the case of sellers each of whom is a monopolist, that is, each
of whom belongs to a situation characterised by impure competition.
He then shows how the price is determined, first, when there is a
small number of such sellers, 4.c., when there is imperfeet competi-
tion between them, and second, when there is a large number of
sellers making competition between them perfect in his sense. He
studies, therefore, cases of perfeet and imperfect competition bet-
ween scllers cach of whom is a (partial) monopolist.

We saw carlier that when buyers are attached to sellers or
to commodities there is impure competition. We also saw that
when sellers are attached to buyers or to commodities there is im-
perfect competition. The problems that Professor Chamberlin
tackles are, therefore, those of monopsony in monopoly and of
buyers’ competition in monopoly. Mrs. Robinson, on the other
hand, tackles problems of buyers’ compctition and monopoly only.
The main difference between them, therefore, consists in the use
of the demand curve.

Is it proper to take only one demand curve when there is com-
petition between monopolists? Can the problem be solved when
such a final demand eurve is taken as given? Does such a proce-
dure take for,granted what is required to be proved? If the demand
curve of scller A shows the change in the demand for his product
that takes place when he changes his price, the prices of others
being allowed to change in response to such a change by A, it means
that the demand curve shows the quantities that he would be able
to sell at various prices. Such a demand curve does mnot show
what A thinks he will be able to sell at different prices. In reality,
all the decisions that A makes depend on what he thinks he will
be able to sell at different prices. And it is only when he is able
to think and foresee correctly that Mrs. Robinson’s demand curve
becomes the appropriate curve. Is it possible for the actual sales
to be equal to expected sales? That, it should be clear, is possible
only in the static state. If it is supposed that the actual demand
curve for A’s product is known, Mrs. Robinson’s technique becomes
correct. The whole problem then becomes just one of monopoly
and Mrs. Robinson does maintain it to be so.

Professor Chamberlin, on the other hand, emphasises the com-
petition between the monopolists. If the competitors are large in
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number the price ultimately tends to fall to average cost and the
.demand curve becomecs tangential to the cost curve. When the
number of sellers is small interesting cases arise. And it is here
that Professor Chamberlin has to say something that Mrs. Robin-
son does not bother to explain in detail. He says that when the
sellers are conscious of the final effect on themselves of the change
in the price they charge, the solution is the same as if all had com-
bined and acted as a monopolist. If they think that the price cut
would make no change in the prices charged by the rivals, the
solution is competitive price. But, it is pointed out, if before this
price is reached some sellers find that they cannot produce more,
the price shoots up and begins to oscillate as in Edgeworth’s solu-
tion. If the sellers think that the rivals should keep their outpuls
constant the price lies in between the monopoly and the competi-
tive prices.

We shall now study the process through which the price is
determined. Suppose for the sake of simplicity that there are
only two monopolistic sellers A and B. To start with, let them
both be selling the commodity at the same price. There may or
may not be equal demands for the products of the two sellers.
Now, A wishing to maximise his gains will reduce the price. The
extent to which he will reduce it depends upon what sales he expects
to have by reducing the price to various levels. He has, therefore, _
to proceed on some assumptions. He knows that if he reduces the
price a little the sales will increase only slightly and if he reduces
the price more he will find a greater increase in his sales. But
all this depends on what price the rival charges. When A reduces
the price, B will cither keep his price unchanged or reduce his own
price also. And if he reduces his price, he may reduce it either
slightly or to a greater cxtent than A has done. A does not know
what B will do. e, therefore, just assumes some move on the part
of B. What is true of A is also true of B. That is, B while taking
any decision about his own price has need to know what price A
will charge. He too, therefore, proceeds on the basis of some as-
sumption regarding A’s reactions to his price cuts.

Taking the case of A’s movements, he has some idea of what
amounts he would be able to sell at different prices on any of the
assumptions regarding B’s reactions. He makes an assumption
that he thinks is the most correct one to make, and on the basis of
that gets a possible demand curve for his produet. ‘With this
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demand eurve he calculates the most profitable price for his product.
When A has thus fixed his price, B starts determining his own
price. 'While deciding what price to charge, he makes some assump-
tion regarding A’s reactions to his own price moves. On -the basis
of such an assumption, he gets a demand curve for his produet.
1le charges the price that such a demand curve makes most profit-
able for him to charge.

Here there are two kinds of guess work that the sellers have
to make. First comes the guess about the reaction of the rival
seller and, second, the guess about the behaviour of the buyers.
For, not only does a scller not know for certain what price the
rival will charge when he has changed his price, but he also does
not know for certain in what way the buyers will react to price
changes.  The buyers are partially attached to scllers and com-
modities. They do not change the seller they patronise unless the
price charged by another seller falls appreeciably. And what is
an appreciable c¢hange for one may not be so for another. And a
seller does not know to what extent the buyers are sensitive to
price changes.

Tt is for these uncertainties that the expectations of the scllers
turn out tn be wrong. A finds that B does not react in the same
way in which he had expeceted him to do. As a result of such un-
realised expeetations his gains are not as great as could have been.
The same is the case with B, In the light of what actually happens
they revise their expectations about cach other’s reactions. They
make, further, whatever corrections they find necessary to make in
their expectations about buyers’ behaviour, On the basis of revised
expectations they fix their prices anew. Perhaps they find their anti-
cipations once more unfulfilled. They keep on revising their ex-
peetations. It is only when cach of them finds that his expeeta-
tions about the other seller and the buyers are corrcet that some
stability is reached.

The question then is not only how the rivals would react. How
one would react depends upon how he thinks the other man would
react. The reaction of B is not fixed. It is not only the question
of A’s findiug out, by the trial and error method, what B’s reaction
will be. For, B’s reaction is itself dependent on A’s decisions.
And as A changes his decision, B's reaction undergoes a change.
It is this dependence of one on the other that introduces complica-
tions into the problem.
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Tt is possible however for both A and B to come to know each
other’s mind in the end. And when they do come to know that (as
also the minds of the buyers) some final price is rcaeched for both.

The decision of a seller depends on the expectations and realisa-
tion of the final results. If he thinks that price-cutting in order
to maximise gains is bound to prove ruinous in the end, he will
decide to stick to some price higher than the one that he would
otherwise charge. And in so doing he would be helped by the
hope that if he did so perhaps his rival would also charge a price
as high as his own. It is thus that some tacit agreement might
be reached and they may therefore happen to charge the price that
would be charged were they to combine and act as one monopolist.
This is explained by Professor (‘hamberlin and others. But if the
sellers do not realise that it is in their interest to combine informal-
ly in this way, they would go on waging price wars against cach
other. Tt is perhaps too much to assume that a seller will think
that the rival will keep his price constant or his output unchanged.
The rival never does that for any length of time, and a seller is
bound to change his expectations about his rival’s decisions. The
most likely thing to happen is that they would in the end combine
and act as one seller, or continue to undersell each other till one is
driven out of the market.

It is also possible that the price may change in sqme haphazard
fashion. If the sellers are carcless and do not try to maximise their
gains and remain satisfied with whatever gains they just happen to
be making, they may continuc to do business without combining
or trying to drive each other out of the market.

It is these different possibilities that one should keep in mind
in the study of monopolistic or imperfect competition. Mrs. Robin-
son has taken a short-cut (perhaps not unwisely) by assuming that
the demand curve is known. She further takes the case of a large
number of sellers. The assumption of a large number simplifies
the solution. She assumes perfection of competition among impure
competitors.

When the number of sellers is small, we have already observed,
the price depends on the assumptions made from time to time. The
most likely thing to happen is for the rivals eventually to come to
some tacit agreement about the price or prices they would charge.
‘When that happens, competition comes to an end. Or, as we have
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seen, some kind of haphazard movement of price may continue in-
definitely. But if neither of these two things happens, a seller will
have a demand curve for his own produet based on some anticipa-
tion of the reactions of other sellers and buyers. The demand curve
in such a case is not likely to be a constant one. For, the reactions
of other sellers cannot be assumed to be constant. Nor is it possible
for a seller to be quite constant in his own decisions made on the
basis of given expectations of buyers’ and sellers’ reactions. For
these reasons the demand curve may go on shifting. DBut there is
something that can be said about the gencral shape of the demand
curve. The demand curve will be a negatively inelined curve.
1f there are a large number of sellers it will eventually touch the
cost curve, otherwise it will cut it. In the diagrams below the
position and shape of demand and supply curves are shown when
there is perfect and imperfeet competition. The first two dia-
grams are drawn from the point of view of a seller, when there is
competition among scllers.  Tn the first case, the sellers are detach-
ed, that is, there is competition among buyers. The demand curve
then is horizontal and touches the average cost curve of the seller.
In the seccond case, the scllers are attached, that is, the buyers’
competition is not perfect. Iere the demand curve may be higher
or lower than in the previous case. The priee is not necessarily
given, in this case, by the interaction of the marginal cost curve
and the demand curve. For as the scllers are attached to parti-
cular buyers, a seller may not necessarily be willing to sell to the
buyers who are willing to buy from him. But such cases are rare.
And, since the buyers are not attached, the seller under considera-
tion has all the buyers to choose from. The price is, therefore,
almost always determined by the intersection of the curves.

1. A negatively inclined curve is the most natural to assume; but in
reality the demand curve can be even positively inclined. The negative slope
fis based on certain assumptions—assumptions that obtained in the case in
which a seller has no competition to face from rivals. Tn other words, the
demand ecurve is negatively inelined in the ease of monopoly, but not necessari-
ly in that of monopolistic competition. In eertain cases the demand curve
may be kinked. See ‘‘A Note on Kinked Demand Curves,’’ by C. W. Efroym-
son, The American Economic Review, March 1943. For various types of demand
curve see ‘‘The Foundations of the Demand Curve’’ by Sidney Weintraub, The
American Economic Review, 1942. Also see ‘‘Demand Curve Under Condi-
tions of Oligopoly,’’ by Paul M. Sweczy, The Journal of Political Economy,
August, 1939.
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Competition among Buyers (Sellers detached)
A Buyer’s Diagram
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The third and fourth diagrams illustrate cases of imperfeet
competition among sellers.  When the sellers are detached, that
is, when the buyers compete freely, the demand curve though in-
elined, just touches the average cost curve. But when the sellers
are attached, that is, when eompetition among buyers is not per-
fect, the demand curve does not necessarily touch the cost curve.

The next two diagrams represent the position of demand and
supply curves when there is perfect competition among buyers.
The first one relates to the case in which the buyers are detached.
that is, the sdllers are competing. Here the supply curve is hori-
zontal (beeause there is perfect competition among buyers) and
cuts the demand curve., The demand curve is sloping downwards
because it is the demand curve of a single buyver. It is a buyer’s
diagram. In the next diagram it is assumed that buyers are at-
tached, that is, the scllers are not in perfeet competition. The
demand and supply curves again eut each other.

In the last pair of diagrams the cases of imperfect competition
among buyers are represented. In the first diagram the buyers
are taken to be detached—sellers' competition. In the next, the
buyers are attached, that is, the scllers are in imperfect eompeti-
tion, The supply curves are rising and the demand curves falling.
The supply curves are rising because a single buyer has to offer a
higher price in order to be able to buy more when he is in imperfect
competition with other buyers.



CHAPTER XXI
FOUNDATIONS OF IMPERFECT COMPETITION

In the last chapter it was scen how competition becomes im-
perfect when buyers or scllers are attached. When buyvers are at-
tached to scllers competition among scllers becomes imperfet. When
scllers are attached to buyers the competition among buyers becomes
imperfeet.

We have to study in detail here why buyers are attached to
particular sellers. The causes of such attachment constitute the
foundation of imperfeet competition. A buyer sticks to a seller,
or is said to stick to a seller, when he purchases the commodity from
him even though there are others (or at least one other seller) offer-
ing it at a lower price. Here however one difficulty is encountered
at the very outset. And that refers to the meaning of the word
commodity. Is it necessary for such attachment of buyers to sellers
that there should be many sellers selling precisely the same com-
modity ? That is, if a buycr continues to patronise a scller even
when he charges a higher price for his goods than another seller
who is selling a slightly different quality or type of good, should
we call him attached? He is certainly attached when he buys from
one who charges a higher price than another who is also offering an
identical good for sale; DBut such cases are very rare. In many
cases different sellers sell different qualities of a commodity. How
are we then to judge whether a particular seller is selling his com-
modity at a higher price or not?

This difficulty can be got over by defining attachment of buyers
to sellers in a different way. We would say that a buyer is attach-
ed to a seller when he continues to buy the same amount of the
same thing from him even when he charges a higher price. The
attachment would be perfect when cven a very great increase in the
price does not send the buyer away to another seller. The greater
the degree of attachment the greater is the monopoly element on the
supply side. It follows directly from this meaning of attachment of
buyers to sellers that the measure of monopoly power consists in the
maximum rise of price that keeps the buyer attached.
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To investigate the causes of imperfect competition we have,
thercfore, to ask ourselves why a buyer continues to buy the same
amount of the same commodity from the same seller even when he
charges a higher price. Naturally we have to assume that other
things remain the same. If other things do not remain constant
we cannot be sure whether it is a real case of attachment of buyers.

Ordinarily we would expect a person to buy less when the price
rises; and that a man does in most cases. 1t is only when the price
rises by a very small margin that he does not bother to reduce his
consumption. Or, again, he buys the same amount or cven a larger
amount, when other things change. But when other things remain
the same, he buys less when the price goes up. 1f there are other
sellers from whom he can buy the identical commodity he often
buys from them when his own firm raiscs the price. In such a case
a slight rise in the price results not only in the reduction of the
amount that is purchased from the more expensive source but in
its total disappearance. When other sellers of identical goods are
not available, those who c¢harge higher prices do not lose their
custom in such a fashion.

Tot us see then why a buyer continues to buy the same amount
of the same thing from the same seller in spite of a higher price.
In the first place, he may do so if he is not very sensitive or cal-
culating. And he will not be very sensitive to price-changes if
the rise in the price affects his expenditure on other things insigni-
ficantly. For that what is needed is that his total espenditure on
the commodity under consideration should be a very small fraction
of his total aggregate expenditure, and the rise in the price should
In the second place, he will do so jf other sellers of

be small.
In such a case he will eontinue

identical goods are not available.
to buy the commedity from the same seller. But in order that he
may continue to buy the same amount also, some further conditions
are nccessary. For, if identical goods are not available, substitutes
are always available. And a buycr always substitutes a cheaper
good for a more cxpensive one. Hence, when other sellers of iden-
tical goods are not available (though substitutes might still be
available), there is partial attachment of buyers to sellers. Hence.
our discussion now will take into consideration cases of partial at-

tachment also.
The only case in which there is absolute attachment is the one

already considered above, namely, that in which the price-rise does
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not affcet the consumer's expenditure on other goods significantly.
Even in such a case, it will be realised the buyer does mnot stick to
his seller when the price rises beyond a certain limit. For, in that
ease, the expenditure on other goods is significantly affected.

‘When substitutes are available there is, as we have said, partial
attachment of buyers to sellers. Another cause of attachment may
be imperfection of knowledge. Identical goods might be available,
but the buyer may not be aware of it. In such a case there is again
{partial) attachment to sellers. Or again, the buyer may be aware
of the existence of other sources of supply of identical commodi-
ties, but he may be prevented by circumstances from availing him-
self of them. These are what are called barviers o free exereise
of onc's choice. The other sources, for instance, may be far away
from his place, requiring additional expenditure on transport. Or
the identical goods are perhaps sold in a locality where he does not,
for one reason or another, want to shop. Or, again, there may be
legal or social obstructions to his movements. There may be, fur-
ther, the force of habit that keeps him attached to his own firm in
spite of there being other firms selling the same commodity at a
lower price.

When identical goods are not available, a buyer may be at-
tached to his seller beeause he prefers the particular type of good
he is selling. Ilere then is attachment to a kind, qun]ity or brand
of a good. Such attachment may be due to real or imagined differ-
ences. So long as the buyer thinks that the commodity is different
from other commodities, the difference is real for the purposes of
our analysis. The reason why a consumer prefers a particular
kind or quality of commodity is that he expects to derive greater
utility from its consunption. And the reason why he expects
different amounts of utility from different commodities is that every
commodity is a bundle of various potential utilities. A eommodity
satisfies a number of wants. Some commodities satisfy one want
more, while others satisfy some other wants more. A commodity
is therefore a combination of various utilitics. A buyer has prefer-
ence for that commodity which he thinks constitutes the best com-
bination of utilities. The attachment of buyers to commodities
thus turns out to be their attachment to utility. A consumer is at-
tached to a particular quantity of utility; and naturally that parti-
cular quantity is the maximum quantity. Since the commodity he
prefers has more utility for him than any other, he is prepared te
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pay a little higher price for it. When the price rises he does not,
therefore, at once pass on to another commodity. The rise of price
must be great enough to cross the barrier of higher utility.

It is thus clear that when each seller has his own (brand, quality”
or mark of) commodity or product to offer to customers, there
enters an additional kind of attachment of buyers to sellers. And
that attachment to seller is, in the final analysis, an attachment to-
utility.

Tt is now possible for us to generalise and say that every act
of purchase is an act of exchange of money for utilities. While
buying a commodity we buy several services. We buy transport
gerviee, the good behaviour and other qualities of the seller and the-
commodity which is a bundle of several services in itself,

We stick to a seller when we think that the total cost incurred
in purchasing the commodity bears a smaller ratio to the total
utility obtained in the process of purchasing it, than the total cost
ineurred in purchasing any other commodity does. So long as
there is consumer's surplus greater than can have from another
commodity there is an attachment to the seller. And as
already pointed out, what is necessary is that the buyer should
think that the consumer’s surplus is greater. It is, if we prefer
%0 to deseribe it, the ex-ante and not the c.r-post consumer’s surplus
that matters.

Over and “above all these causes of attachment there is another
that has not been specifically mentioned so far. When the num-
ber of sellers is limited, or to put it less vaguely. when the number
of scllers is a small oligopoly, some buyers are forced to stick to
their respeetive sellers even when other causes of attachment are
not operative. Suppose, for instance, that there are only five sellers.
of a commodity. Lect us suppose further that they are identical in
all respects so that the other causes of attachment are absent. Now
suppose that one of them raises his price slightly. Since there is
no attachment of his buyers to him, they would now purchase the
commodity from onc or more of the remaining four sellers. But if
the other four sellers are not able to mect the increased demand
fully, some customers would be compelled to go back to their ori-
ginal firm and purchase the commodity at the higher price. Thus
smallness of the number of sellers is another cause of attachment.

But this smallness of the number of sellers hardly becomes as
cffective factor in operation. For, its significance is confined to-
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cases in which there are a number of people selling identical com-
moditics. Where products differ from seller to seller there is mo
special significance attached to this factor of a limited number of
sellers.

We can, therefore, maintain that imperfect competition’ among
sellers is due to the fact that each seller is offering for sale a spe-
cialised product. There is no other seller that sells precisely the
came combination of utilities, as explained above. The so-called
seller of a commodity sells not only the material good, finished,
packed and named in a cortain fashion, but also his personal ser-
vices. And as we have said, such differences need not be objective
differences; subjective differences are sufficient to give rise to im-
perfect competition. It is possible for purposes of analysis to group
all these things together and eall the heterogeneous mixture a com-
modity. That is what Professor (‘hamberlin and Mrs. Robinson do.

Thus, in imperfect competition each seller has his special eom-
modity to sell. There is only one seller of commodity. Imperfect
competition therefore becomes a case of monopoly. Monopoly in
the sense that a commodity has only one seller. But there are a
large number of such monopolists who have some degree of com-
petition between them. A scller is able to raise the price of his
good to a certain extent without the fear of losing his customers
10 other sellers. But beyond that limit he cannot raise the price
without sacrificing a part of his custom in favour of other sellers.
Hence, the monopolistie competition of Professor (*hamberlin.

This way of considering each seller as a single seller of a spe-
cialised product enables us to accommodate in our analysis all cases
of buying and sclling. For, even when there are a number of firms
competing freely with one another, the whole group constituting
the industry can be likened to a single seller of a specialised com-
modity. And in such a case the competition between monopolistie
sellers of specialised products can be replaced by competition bet-
ween industries each selling its own product.

That is precisely what Marshall has done. He considers cases
of free competition between sellers composing an industry. When
there is freedom of entry into the industry, equilibrium is reached
when the price equals the average cost of production. But when
entry into the industry is somehow restricted, profit accrues. That

1. We arc using the word imperfect in the sense of impure.
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is what happens in the case of firms when each has his special pro-
duct to offer for sale. If the number of scllers (of, now, similar
products—not identical products) is large the price equals the
average cost of production.

A slight modification of this parallelism is called for. In the
case of imperfect competition, that is, when each seller has his
special product to sell, a large number of sellers means, as we have
said, a large number of similar goods. DBut since the goods are not
quite identical, each commodity has only one seller. It is diffieult,
therefore, Lo imagine the case in which the price would quite equal
the average cost of production. So long as there is some attachment
of buyers to sellers, a seller can charge a price higher than the ave-
rage production cost. But it has still to be conceded that though
buyers will always have preference for a particular product, the
number of buyers continuing to have such preference diminishes as
similar products increase in number. As Professor Chamberlin says,
the sloping demand curve for a firm falls from a higher to lower
level as the number of sellers of similar products increases. Even-
tually it might happen just to touch the supply curve. The cru-
cial point is the degree of difference between similar products, that
is, between the substitutes. When one produet differs much from
another, the presence of a large number of substitutes is not effec-
tive in bringing the demand curve down to the point of tangeney
with the av{lrage cost curve.

In conclusion, it may again be emphasised that the founda-
tion of imperfect competition consists in the differences between the
ratios of total cost to total utility.

A Mathematical Note.—

A note may be added to bring out the full implications of the
matter in the last two chapters through mathematical notations.
Suppose we denote price by p and quantity demanded by x, suffixing
them with small letters to indicate the source (the seller) to which
they belong. Using the ordinary notations of caleulus, the elasti-
city of demand for the product of a seller i can be denoted by

If a seller decreases p the demand increases, provided nothing hap-
pens to the price charged by other sellers. But as other sellers can
change their prices we can use the cross-elasticity expression (Pro-
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fessor Triffin’s) g%’f X %’ where xi is now a function of the prices
i t
charged by other sellers, py, p:, Pocv...... P

Briefly speaking, when the degree of perfection of competition
is very high (perfect competition) the above elasticity is infinity
(prices to start with being equal). The reader is referred to R.
Triffin, Monopolistic Compctition and General Equilibrium Theory,
1940, and Tun Thin, Theory of Markets, 1960,

In monopoly the above elasticity is 0 and in intermediate cases
it has a value in between infinity and zero.

As Tin Thun shows Fellener (Competition Among the Few,
1949) introduces a refinement by pointing out that in the case of
perfect competition a reduction of price charged by a single seller
does not affect the sales of a competitor, but that it is affected when
all other sellers lower their prices. Hence, the elasticity eonditions
are:

9 pg

— X . =no anl -affx Py,
op,” «; op,” x;

‘We may remark that when there are only a few sellers the cross-
elasticity would be coif a big supplier reduces his price and O if a
small supplier reduces his price. From the point of view of a parti-
cular scller eonditions of perfeet competition and porf‘eot monopoly

would appear to coexist.



CHAPTER XXII
INDUSTRIAL FLUCTUATIONS AND UNEMPLOYMENT

Industrial fluctuations manifest themselves in what may con-
veniently be called states of over- and under-production. In times
of upward movement the economy is characterised by a state of
under-production, while in times of downward movement it is cha-
racterised by a state of over-production. Thus, in a period of
‘““boom’’ production appears to lag behind consumption and prices
show an upward trend, while in a period of ‘‘depression’’ produe-
tion seems to be in execess of consumnption and prices show, con-
scquently, a downward tendeney.?

‘When we view f{luctuations in the light of such states of over-
and under-production it beecomes necessary to consider the precise
meaning of over- or under-production. It has frequently been argued
that while it is possible for one or a few industries to be in a state
of over-production, it is impossible for all industrics to be simul-
tancously in such a state. General over-production, in other words,
has been regarded as an impossibility. As against this view it has
been observed that while it may be absurd to talk of over-produe-
tion in all 1ndu%tr1(‘s in case of barter or non-monetary economy, it
is certainly posmble to conccive of a state of gencral over-produe-
tion in moncy economy.” TFor, since over-production is a comparative

1. This doey not mean, as is shown later in the text, that stability of the
price-level iy a condition for industrial equilibrium. The tendeney to such
tiuctuations in the priee level is often conecaled by tendencies on the side of
money working in the opposite direction. Pigou writes (Industrial Fluctua-
tion, p. 31), ‘‘Booms are characterised by the production of goods in excess of
the current rate of consumption, with consequent accumulation of stock and
depression by curtailment of production below current consumption of stock’’.
Words in italies are quoted from The Problem of Business Forccasting by Per-
sons, IIarly and othcrs.

2. The difference between money and barter economy does not consist in
the fact thut the onc uses a medium of exchange whercas the other does not.
Most of the theories that call to their aid the difference between money and
barter cconomy fail to understand thc cssential characteristics of barter eco-
nomy. Rosenstein-Roden (‘‘The Co-ordination of the General Theories of
Money and Price’’, Economica, August 1936) believes that the economy that

(Continued on mnext page)
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term, over-production in one industry must necessarily signify a
state of under-production in some other industries. Hence, mno
sensible meaning can be attached to the term general or all-round
over-production if we are considering the case of barter economy.
But in the case of money economy such term assumes intelligent
meaning. For, gencral over-production would there mean over-
production of all commodities as compared to under-production of
money. We can thus find a genuine case of general over-production
in our modern monetary economy.

Industrial fluctuations then, if they manifest themselves in
states of over- and under-production, also naturally manifest them-
selves in states of shortage or abundance of moeney. Whatever the
causes of such restricted or abundant supplies of money may be a
shortage of moncy signifies a comparative increase of demand for
money, while abundance of it signifiecs a comparative deerease of
demand for it. 1f money be identified with a medinm of exchange,
so that it is understood as a thing that is in circulation and has a
positive velocity, the demand for it could be considered in the light
of demand for investment' (assuming, however, that money is bor-
rowed only for purposes of investment). Supply can similarly be
identified with that part of moncy stock which is not spent and is
available for lending. In other words, then, industrial instability
can be viewed in the light of a lack of balance between saving and
jnvestment. This is the view that is now held by most leading
economists’. Keynes in his recent book has, however, defined sav-

(Continued from previous page)

uses more than two goods possesses the essential characteristics of money-ceco-
nomy. Adarkar (The Theory of Monetary Policy) is of the opinion that com-
yarison of momncy with barter economy cannot help us in analysing the causes
of industrial fluctuations.

1. The word money is capable of various interpretations and, consequent-
ly ¢“demand for mondy’’ may signify, besides what has been indicated in the
text, a demand for liquidity. But the money that possesses cent per cent
liquidity has no velocity of cireulation and, thercfore, in one sense is not moncy
at all. The important point involved here is whether money is a medium of
exchange or a store of value meant to satisfy the want of sccurity.

2. Keynes, Hayek, Robertson, Mises, Lindahl, Myrdal, Spicthoff, Fanno,
Ropke, Moulton, Hobson, Adarkar, Dmbin and others make their theories rest
on the pivot of savings investment equilibrium. But there is still considerable
difference of opinion as to the precise manner in which saving and investment
get out of equilibrium. For Keynes and Hobson, for instance, the cause of

(Continued on mext page)
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ing and investment in such a way as to make them necessarily and
always equal to each other and, consequently, he seeks to find the
cause of unemployment in the deficiency of effcctive demand.”  As
a matter of fact, deficiency of cffective demand is caused by hoard-
ing and, therefore, by a lack of proper balance between saving and
investment as eommonly understood.”

Saving and investment get out of balance when a portion of
income is hoarded, that is, when it is neither spent nor lent out
but kept idle as a cash balance. Of course, the practice of hoard-
ing on a modcrate scale in this sense is natural. Tad it not been
necessary for us thus to hoard any part of our income, production
would have been correspondingly larger and probably along with it
welfare too. Iloarding signifies, along with other things, the lock-
ing up of certain resources of the community. Sinee income under
normal conditions is cost, unless the whole of it is spent (or invest-
ed) the cost incurred by the economic system is not fully recovered.

(Continued from previous pagce)

the trouble lies in the excess of saving (al least to stut with), while for Spiet-
hoff it lies in the shortage of saving. There is further disagreement in regard
to the meanings of the terms saving and investment. The present writer finds
Adarkar’s conception of the balance hetween saving and investment perhaps
{he most satisfactory.

Tor Meade equilibrium cousists in the constaney of Tinal Income which
liowever is 8o dgﬁned as to make saving-investment parity a neceessary condi-
tion for it.

Pigou in his Industrial Fluctuations does not touch this point of saving-
jnvestment parity; but nevertheless he recognises the importance of a poliey
that does not interfere with the natural flow of ecapital into industry. He
writes (p. 252), ‘‘The monctary and banking influences which at present aug-
ment the range of industrial fluetuations will be climinated if both the banks
refraincd from interference by way of foreed levies with the mormal flow of
new capital of industry......

1. Mr. Hobson also rceogniscs the important part that deficiency of
offective demand plays in causing industrial depression. As a matter of fact,
discrepancy between saving and investment must neeessarily manifest itself
in deficieney or exeess of effective demand.

9. Hensen’s comment on this terminology is: ‘‘Keynes, refusing to adopt
this terminology, is hard put to it to find a satisfactory scheme of exposition.
One is never elear preeisely what his terminology means...... In terms of real
phenomena, obviously saving must always equal investment, hut in terms of
the receipt and disposition of money funds, such a terminology makes it very
dificult to handle satisfactorily the important concepts of hoarding and dis-
hoarding, credit creation and debt cancellation.’’ (Mr. Keynes on ¢‘Under-
cmployment Equilibrium’?, The Journal of Political Economy).
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Hoarding causes a loss to producers and through them eventually
to consumers. However, a fixed amount of hoarding is quite con-
sistent with stationary economic conditions and an economy that
somehow adjusts itself to circumstances created by constant hoard-
ing may not suffer any more from such a hoarding." In that case,
in fact, hoarding cannot be said to be currently practised. The
irue cause of fluctuations consists, therefore, not in the fact of hoard-
ing itsclf, but in the fluctuations of hoarding. For, it is a change
in the volume of hoarding that is responsible for disequilibrium
between saving and investient. With an increase of jucome, other
things being the same (the propensity to consume and liquidity
preference remaining undisturbed), hoarding and cash balance in-
wcrease and saving and investment tend to get out of equilibrium.’

Roberison s definition of hoarding differs from the usual defini-
tion of the term. 1Ic¢ defines a person as hoarding when he takes
step to raise the proportion existing between his money-stock and
disposable income.  Some cconomists, as Keynes and Hawtrey, do
not favour this new definition of hoarding. To the present writer
it scems that while Mr. Robertson’s definition has some valuable
foatures, it does not fit in well with the theory of industrial fluctua-
tions that secks in some way or other to find the cause of distnrb-
ances in the disparity between saving and investment.'

1. In the lomg runm, the cceonomic system ean adjust itself to ci;uum—
stances ercated by the practice of hoarding a constant amount. As a resull
«f such an adjustment the general level of prices would be lower. Dut it is
difticult for the economic mystem thus to adjust iteelf in the period which
«vireumstances allow it. For, such an adjustment necessitates reduction of the
prices of finished goods, fall of wages, fall of interest, reduction of the hourx
of work, cte.—changes whieh are difficalt to effeet in the absence of flexibility
of our cconomic system. llence it is hardly possible to reach a position of
equilibrium before fresh changes in the system shift the point of cquilibrium
away from ity previous position; or it might be possible to rcach it, ag Prof.
Reynes says, by less economic ways, ie., with a large percentage of the popu-
Jation unenmploycd.

9. ¢‘Saving and Hoardirg’’, Economic Journal, September 1937. Bargar
defines the term in a similar manner. “‘In truth a person performs an act of
hoarding or dishourding according as he allows the ratio of his cash balanee
to his turn-over to inerease or decrease.’’ (‘‘Natural Money and the Trade
{Cyele??, Economica, November 1935).

3. Equilibrium of saving and investment necessarily implies the absence
©f fluetnation in the rate of hoarding. The meaning of the word hoarding
must, however, offer some difficulty. But it is possible so to define hoarding as
(Continued on mncxt page)
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When saving increases due to the increase of income, it does
not automatically find its way into investments, though the mecha-
nism of the rate of interest does help it, to a certain extent, to find
that way.! Kor, as Keynes argues, the volume of saving is deter-
mined by income (propemsity to consume remaining undisturbed)
while investment is induced by the marginal efficiency of capital,
and there is no natural force that necessarily harmonises the two.’
In other words, equilibrium is preserved only when the inerease of
income is distributed between spending and saving in a unique way.
The rate of interest is not powerful enough a force to bring about
this the only equilibrium-distribution of inercased income. An in-
appropriate distribution in the beginning generates forces that in-
stead of corrccting further upsct the distribution and it is only
after a time that forces begin to turn in the other direction.

There are about as many theories of the trade cycle as there
are writers. But it scems that the differences between most of
them are not of a fundamental nature being generally confined to
details of exposition and the particular angle from which indus-
trial disturbances or depressions are examined. If we agree that
one satisfactory way of looking at fluctuations is to view them in
the light of disequilibrium between saving and investment (which
in a way is the same thing as inequality between natural or normal

(Conlinued from *yrevious page)

to make the balanee between saving and investment a condition for its absence.
The idea that industrial stability requires absence of hoarding is implied in
the works of more or less all trade cycle theorists, but we find it in explicit
form in the works of such economists as Robertson, Bargar and Koopman,

1. It is now generally recognised that though the rate of interest ecam
easily check investments it is comparatively ineffective in encouraging them.
Prof. Robbins has thus becn criticised for having regarded the rate of interest
as an active agent in bringing about equilibrium.

Professor Bye still believes in the classical theory that the rate of interest
automatically regulates the supply of saving and the demand for capital.
(‘‘The Process of Capital Formation and its Relation to Inequality’’, The
American Economic Review, December 1936.)

9. This view is now held by most of the leading writers on Trade Cycle
Theory. Mill argued, consistently with the teachings of classical economies,
that investment always followed upon saving, but he too was careful to observe
that disturbance can be caused by too rapid accumulation of savings for which
it becomes difficult to find a profitable investment.
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rate of interest and the money rate of interest)' or fluctuations in
hoarding, the next step we have to take is to seek the causes of such
a disequilibrium between saving and investment. Assuming that
the propensity to consume and the innate preference for liquidity
do not change independently, except perhaps in a very long period,
for the more ultimate causes of fluctuations we have to look to
changes in the income of the people. The effects of changes in in-
come would be comparatively less pronounced were all incomes to
inerease in the same proportion. But since, in the short period,
some ineomes are variable and others not, changes leading to a rise
of income do not affect all incomes equally. The first effect, favour-
able or unfavourable, on incomes is on the earnings of enfreprencurs.
When, therefore, incomes change a redistribution of wealth also
takes place. We may, therefore, be reasonably correct in assum-
ing that the equilibrium between saving and investment is upset
principally because a redistribution of the community s wealth
takes place.

Among the causes of such a redistribution we have inventions
leading to changes in the technique of production, changes in tastes
of people, causing shifts of demand from one commodity to another,
changes in foreign demand for a country’s products, fluctuations
in agricultural harvest and errors of optimism and pessimism as
the most important ones.  These are primarily non-monetary il their
pature. On the other hand. we have monetary causes which re-

1. Though the rate of interest may wot be strong enough a foree to
bring the dislocated cconmomic systemn bhaek into a state of equilibrium, yet the
yale that prevails when the system is in a position of cquilibrimn and does
not tend to get out of that position, must be looked upon as a mnatural or
jdeal rate.  Various names bave been given to such a rate of interest, e.g., equi-
librium 1at+ (Dr. Hayek), normal rate (Wicksell), true rate (Cassel), natural
rate (Keynes) and Tdeal rate (Adarkar). Yet there is great divergenece of
opinion as to what this rate of interest is cxactly equal 1o. For a stimulating
and eritival study of these rates, see Adarkar, The Theory of Monetary Policy.

9. Broadly speaking, there are two schools of Trade Cyele thoeries,
wonetary and non-monctary. The former helicves that non-monetary causes
cannot of themsclves bring about cyclic fluetuations, for, in the absence of
nmonetary disturbanees, the economic system would always exhibit a tendency
to return back to a position of equilibrium. For a broad review of various
trade cycle theories sece Hayck’s Monetary Theory and the Trade Cycle.

As a matter of faet, no clear-cut distinction between monectary and non-
n.onetary causes is possihle. Non-monetary causes must act on monetary fac-
(Continued on mext page)
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distribute income even in the absence of the changes just mention-
ed. Thus an inecrease or deecrease of the supply of money created
by banks also upsets the distribution of national dividend. For,
jit is impossible for the money injected into the system by monetary
authoritics to get distributed at once among the various income
receivers in the proportion of their income-holdings.

So far our treatment of the problem has not been made to rely
«irectly on the equation of supply of and demand for commodities.
However, it may be noted at this stage, that induastrial equilibrium
loes require, of course, the balancing of the supply and demand of
all commodities. But since the demand for commodities is some-
what uniquely related to the supply of saving and supply of goods
to the demand for saving, by taking a step backwards we find that
this balance is resolvable into that of supply and demand of saving
(suelal saving as Adarkar explains it). In other words, savings
must equal investment. Tt does not matter, it is maintained, what
the absolute volume of saving 1s'; industrial stability is assured if

{Conlmued from premous page)

tors and 70 versa. 1t is difficult oven to keep the monetary and non-monetary
approaches to the study of trad» evele theories neatly separate. The difficulty
is due to the faet that monetary and non-monetary factors act and reaet on
each oller, flecall Adarkar’s Aetive and Passive Aspeets in this connee-
tion.)  Morcover, even in o barter cconomy influences comparable to mone-
tary influence thed operate in money economy would not be totally absent.

Havek cays in a footnote (Monetary Tl‘u'ory and the Trade Cycle), ¢‘Since
the publieation of the German edition of this book, I have become less con-
vineed that the difference between moneiary and non-mouetary cexplanations
is the most important point of disagreement between the various Trade Cyele
theories .

Rosenstein-Roden writes (“‘The Co-ordination of the General Theories of
Money and Prices?’, Economica, August 1936), *“The distinction between in-
Auences from the side of money aud from the side of goods and the consequent
geparation of the monetary and non-monctary approach in economic theory is
an Iinheritance from the classical sehool which is being overcome only very
gradually and with great diffieulty’’.

1. 1t is generally supposed that the absolute volume of saving does not
matter. As is shown in the following pages, there is a way in which the
absolute volume of savings can become the cause of disturbances. Wilhelm
Ropke (“*Socialism, Planning and the Business Cyele’’, The Journal of Poli-
tical Economy, Juue 1936) says, ‘‘The theory of erises and eyeles which I
prefer may he conveniently labelled as monetary over-investment theory. ...
In my analysis it is not the rise of the rate of investment relative to the rise
of saving which is the real cause of instability, but the absolute rise of in-
vestment, no natter whether financed by volnntary or by forced saving’’,
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jnvestments are made to equal savings. Talking in terms of em-
ployment, the workers thrown out by inereased saving would be
absorbed in investment industries, if savings are turned into invest-
ments. No saving is wasted—purchasing power is not allowed to
remain unutilised. In this argument there is, however, a fallacy
which consists in thinking that the market rate of interest is an
effcetive agent in bringing up investment into level with saving.
For there is, according to the stage industrial development has
reached, a certain appropriate proportion between -capital invest-
ment and output. Industrial stability requires that this propor-
tion should coincide with that between saving and expenditure.
But there are no forecs which the change in the amount of saving
automatically releases and which could be relied upon to secure this
eoincidence. To save more is to spend less, 4.c., to demand less
consumption goods. To invest more is to plan the production of
a large quantity of consumption goods and also to create an addi-
tional demand for them through providing more employment. What
is the guarantce that these changes in various directions will balance
one another?

In short, it is impossible for every increase of saving to be pro-
fitably absorbed by new investments. The market rate of interest,
therefore, cannot prove effective in pushing up investments into
Jevel with savings.! For, what is necessary to bring the system back
into a position of equilibrium is that the market :ate of interest
should be capable of affecting, on the one hand, the amount of saving
and, on the other, investment.* It is unable, however, to do either.

1. It will be readily understood, if the exposition of the text is clear
_enough, that the manipulation of the rate of interest can but achieve little
when it has to face an cconomic system that has gone hopelessly out of balance.
Mhis fact has not remained wunnoticed by Trade Cyele theories. Hayek
(Monetary Theory and the Trade Cycle, p. 188) writes, ‘“....for it implies.
that no measure which can be conceived in practice would be able entirely to
supproess these fluctuations’’.  Adarkar (Jhe Theory of Monetary Policy, . 188)
is, therefore, pericetly justified in his belief ‘‘that the concept of the natural
rate, which is only appropriate to the theory of moving cquilibrium, cannot be
extended to that of a discquilibrant ceconomy’’.

Robertson holds the same view.

2. The classical theory that the rate of intercst equalises the supply
and demand of saving or cquates savings to investment is mot applicable to-

the modern progressive eapitalistic economy. All ecomomists are now agreed
on the point that the rate of interest has very little influence in increasing
(Continued on next page)
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Specially, the supply of saving is little affected, at times, by changes
jn the rate of interest; and therc lies the root cause of disturbances
—hindrances in the way of forces that could otherwise be relied
upon to bring the system back into a position of equilibrium.

Although, therefore, we can say that in a state of equilibrium
saving equals investment, it is not possible to maintain that a rate
of saving that equates investment with saving would necessarily
gucceed in re-establishing equilibrium. For when consumption is
at its Jow ebb and savings are, therefore, abnormally high, the
policy that pushes up investment to balance the savings would cause
& large stock of final goods to be produced than the low level of
consumption could absorb. The cause of disequilibrium would
thus remain, and get strengthened by the policy that aimed at
bringing about equilibrium between saving and investment. This
might appear as a paradoxical statement. But we should note that
fncreased saving, unless it is deliberately practised to make pos-
gible increased consumption in the future (and this may, under
normal conditions, be the rational aim of inercased saving), signi-
fies a desire to consume less and, therefore, calls for a more or less
proportionately decreased volume of investment. TUnder such
eonditions cquilibrium can be established by allowing saving to
remain idle: and in the new position of equilibrium thus establish-
ed there would be a smaller volume of investment, a smaller output
of consumpticn goods, a lower standard of living and probably
though not necessarily, a great percentage of unemployment. (If
hours of work could be reduced evenly and cquitably, equilibrium
would be established without sacrifice of employment. In other
words, we would have under-employment instead of wunemploy-
ment.)

The only way of establishing equilibrium by equating invest-
ment and saving would be by allowing the structure of production
to get suitably adjusted to changed conditions. Increased volume
of investment, consequent upon inereased saving, should not be

(Continued from previous page)

the demand for capital in times of falling prices. Hawtrcy (Economic Jour-
nal, 1922, p. 299) expresses the idea very well when he says, ‘‘Even lending
money without interest would not help if borrowers anticipated a loss on every
conceivable use that they could make of the money?’.

Pigou writes (Industrial Fluctuations, p. 257), ‘‘People do not want to
borrow on amy terms and the banks cannot force them to do so’’.



230 ADVANCED ECONOMIC TIEORY

allowed to increase the output of consumption goods; for, as already
shown, the supply of such goods would otherwise exceed the demand.
But the only way in which we can coneeive of a larger volume of
jnvestment associated with a smaller output of final goods is by
allowing our mind first to coneeive of a changed structure of pro-
duection. As Dr. IJayek has so ably shown, the lengthening of the
structure of production can absorb a larger percentage of saving.’
Those who eriticise Dr. Iagek fail to grasp this fundamental fact.
In the normal course of time the lengthening of the structure of
production is accompanied by inereased productive efficiency and,
consequently, a larger output of final goods. DBut the lengthening
of the structure of production that we here envisage is not of this
historical type. A lengthened-out structure here represents a pro-
ductive system that is more complicated or rather more roundabout,
and more costly. 1t signifies a state of affairs in which people save
more because more (not less) investment has beeome neeessary to
turn out the same (or a smaller) quantity of goods. The implica-
tions of the state of equilibrinm thus established would be a smaller
output of goods and a lower standard of living. Dut the stability
thus secured would have an advautage. namely, that it would pro-
vide fuller employment than the state of equilibrium that could
be established by allowing increased saving to remain idle®

Often in the study of the problem of trade eyele barted eco-
nomy is assumed to be a mode of economic life that is free from

1. It seems that Dr. Ilayek’s theory in terms of the structure of pro-
duction has been very much nusunderstood.  The cruecial point in the theory
is that if increased saving is (o be absorbed hy investment industries with-
ocut causing consumption goods to inerease, the structure of production must
get lengthened. Such a lengthenced-out structure of production is Jless econo-
mical, not more. It is the failure to understand this point that is responsible
for the eriticism of Hayck's theory, hased on the size of the struecture of
production.

That excessive raving can be absorbed when the structure of production’
gets lengthened is alvo vecognised by Hawtrey. He wuses the expression
“‘deepening process'’ {o characierise n more capitalistic system of produe--
tion.

2. To the present writer it appears that Keynes gives cevidenee of hold-
ing substantially the same view when, while eriticizing Robertson’s advocacy
of nipping the boom in the bud by means of high rate, he says, ‘It may be
that it overlooks the social advantages which acerue from the inecreased con-
sumption which attends even on investinent whieh proves to have been totally
misdirected’’. (General Theory, p. 327.)
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all those disturbing influences which the use of money exerts on
the equilibrating mechanism of economic forces. Thus it is argued
that in barter economy there would be no discrepancy between
saving and investment,' for savings, in the manner in which they
are accumulated in the money economy, would be unthinkable in
a barter economy, and, therefore, the amount of saving would be
automatically regulated by the needs of investment. Again it is
maintained that the rate of interest proper to such a barter eco-
nomy would be the ideal or natural rate of interest, so that there
would be no (monetary) factor whose operation would throw the
ceonomie machinery out of gear.

All such theories commit the fundamental mistake of sapposing
that barter cconomy differs radically from money-economy in not
having in use anything comparable to money. As a matter of fact,
even in a barter economy there always exists a substitute for money.
Money in a barter cconomy may be, and of course must be, less
universally acceptable, so that its currency is restricted to a smaller
cconomic field. As a consequence of it a barter community would
have in use mot one but many systems of money. Hence, barter
¢conomy would not differ fundamentally from our money-economy,
inasmuch as it would have in use (a commodity or) commodities as
media of exchange. Yet there is much to be gained by a comparison
of money-cconomy with barter economy. The point of comparison
iv not that one system uses money whereas the other does not,
but that the® two systems make use of different kinds of money.
In our modern ceconomy money tends to be more and more & free
and costless money—it has an insignificant cost of production and,
thercfore, no supply price. In a barter economy, money, though
not absent from the scene, and though performing fundamentally
the same functions, would consist of what may be termed commo-

1. Thus Wicksell identifies his natural rate of interest with that which
would prevail in barter economy and Koopman says that in barter economy
no one can continually sell without buying.

Bargar thinks that cyelic fluetuations are not possible in barter ecomomy
to any great extent; ‘“Act of God and of Politicians,’’ may, however, cause
snch fluctuations.

Professor Pigou maintains that the essential features of barter economy
would be realised in practice if money is kept constant in value (Industrial
Fluctuations, p. 319).

Zawadzki says that the implications of barter economy are that cash
balances should remain consiant.
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dity-money, having intrinsic value and a cost of production’ It
is this difference between barter and money economy that makes all
the difference in the working of economic force. Where money has
a cost of production, in the sense relevant to our purpose here, it is
impossible for the economic system to let its investment exceed its
saving. It is, however, when money can be freely created at will,
e.g., through means of book-credit that the possibility of invest-
ment cxceeding real saving arises. This fact has not received the
recognition it deserves from those who seem to see no sense in bring-
ing in the conception of barter economy as an aid to the under-
standing of the causes of industrial fluctuations or economic depres-

sions”.

1. The implication of such a moncy that has a cost of production is that
the banks should not lend more than what iy deposited with them by the
people who save, or to be more eorrcet, total lending in the system should
equal total saving, or again, investment should equal saving. That this is the
condition for indastrial stability is no mew idea, of course; for this is the gist
of tho theory of Wicksell, Mises and Hayck, among others, that make use of
the concept of natural, mormal or equilibrium rate of interest.

The costless (credit) money idea is expressed by Hayck and others in the
words that in money cconomy the supply of moncy is clastic. Even Wicksell
(Gridzine and Guterpreise, p. 101) writes, ‘¢The more clastie is the currency
gystem the larger can a more or less constant difference persist between the
two interest rates and the greater, therefore, will be the influence of this discre-
pancy on price’’.—Quoted from Hayeck's Monctary Theory and the Trade Cycle.

Similar ideas are expressed by other continental writers. ¢

Professor Fetter (‘‘Interest Theories and Price Movements’?, American
FEconomic Review, vol. xvii) writes, ¢¢Throughout this process the much esteem-
ed clasticity of bank funds is the very condition eausing, or making possible,
the rising prices which stimulate the go-called ‘nceds of business’. Truly

a vicious eirele, to be broken only by erisis and collapse when bank loans reach

2 limit and prices fall'’.

2. Prof. Adarkar, it secems to me, has not done justice to this view. He
is however perfectly right in maintaining that money can never be neutral in
its effoet on the formation of prices. If moncy changes in supply whether
natarally and justifiably or artifieially and unjustifiably, it necessarily influ-
ences the price level. If, on the other hand, it does not change, the price
flevel may again be influenced by its failure to respond to changes on the
How should money behave in order to be neutral towards
prices? The most convenient answer is that it should behave so as not to be
the cause of movement in prices. But Adarkar as well as the critics of Wick-
sell (e.g., Hayek) rightly maintain that a neutral money does not (and we

might say, should not) guarantee stability of the price level.
(Continued on next page)

commodity side.
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We have mentioned, as the cause of the trade cycle, the dis-
yarity of saving and spending. Such a disparity can lead to over-
sroduction or under-production with its accompanying symptoms
f rising or slirinking (money) incomes. But the trade cycle con-
ists in the cycle. Unless over-production turns into under-pro-
juction and under-production, again, into over-production there
s no cycle. The explanation we have given above, though correct
n itself, needs to be supplemented by the inclusion of factors that
iccount for, what is called the turning points.

Once the process starts in one direction it gathers momentum,
he rate of incrcase or decrcase gets accelerated and after a time
‘he process comes to an end. 1t is then that the reverse process
starts. During the period of investment going ahead of saving
here is inereasing economic activity, rising prices, fuller and fuller
:mployment of resources and there are other incidental changes
n the economy of a country. But, without being an expert in this
sranch of economics, one can see how such an upward process can-
1ot continue ad infinitum. A time must come when the resources
wre more or less fully employed and there is no scope for further
sroduction of real income. At this stage of growth, or at
imes before this situation is reached, prices begin to soar up at a
-apid rate. The upper turning point is then reached. 1t comes
0 be realised by the productive system and the banking system that
he rate of growth cannot be profitably maintained. Investment is
wut down; credit is restricted and, sometimes, there is a crash, a
»anic.

From this point onwards investment begins to lag behind sav-
ng and as saving begins to outstrip investment this reverse process
rathers momentum and the disparity gets accentuated. The state
if over-production is witnessed, prices show a tendency to fall, un-
mployment of resources increases and economic activity in general
yecomes dull. The depression takes roots. But even this process
lownwards must come to an end and finally reverse itself if there
1as to be a trade cycle. And the end does come when the falling

Continned from previous page)

Our desideratum is not or should mnot be stability of the general price level,
mt the more ultimate industrial stability. A system, then, in which money
as a cost of production, in the sense of the text, would be industrially more
table though such o money would not be meutral towards prices if stability
£ the priee level be considered the criterion for such neutrality.
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-~

rate of investment cannot continue any longer. Net investment can
fall till it touches the zero level and thereafter capital might not
be replaced as it becomes depreciated. In that way some disinvest-
ment can take place. But beyond abstaining from replacing worn-
out capital-goods no further act of disinvestment can easily be
undertaken. The economic system has then to ery a halt to further
investment receives a push.  The encouragement

disinvestment :
In-

thus given to produciton gives a turn to the economie system,
vestment inereases and caiches up with saving and ultimately begins
1o run ahead of it. The old process of increased economic activity,
with all its acecompanying features, is repeated. The trade cyele
phenomenon is witnessed.

The above is only a very sketehy account of what happens and
how it happens. The upper turning point is provided by more or
less full employment of resources or their scarcity; the lower turn-
ing point is provided by the impracticability of increasing disinvest-
ment beyond a eertain point. All this happens, we can say, because
the built-in mechanism of the economice svstem is such as to make:
it always overshoot the mark.

But model builders have built endogenous models of our grow-
ing economies. They have shown how duc to certain saving fune-
tions and investment functions the economy advances in one direc-
tion and then takes a turn and begins to march in the reverse diree-
tion. The models that conveniently exhibit such features of our
economy and provide explanation for them are known as multiplier-
aceelerator models. By giving judiciously sclected values to the
multiplier and the accelerator we can make an economy move in
a ecyclical fashion. It is difficult to incorporate all the features of
an cconomy in a model; nor perhaps is that necessary. Our under-
standing of the forces, innumerable as they are, that propell an
economy and make it behave in a particular way is yet incomplete.,
We can construct a model that would yield the required result but
we cannot be sure that it correctly represents or explains the eco-
nomic behaviour of a society.



CHAPTER XXIII
BASIC PROBLEMS OF DISTRIBUTION

In the course of discussions on problems of distribution, the
questions which have often been raised are: (i) Does a producer
sell his output at the marginal cost of production or the average?
(#) If he sells at the marginal cost does he get a surplus? (#)
1f he does. can we conceive of any peculiar funection for the hiring
factor which may be said to earn for him this surplus? and (iv)
Lastly, if the factors of production are paid at rates determined by
their marginal productivities, how can one be sure that the entire
produce is absorbed by such payments? If it is not absorbed is
not a surplus left over as the residual earning of the producer?

These questions have been direetly or indirectly answered by
such ceonomists as Wicksell, Wicksteed, Walras, Marshall, Prof.
Pigou, Dr. Hicks and Mrs. Robinson.' But as these problems have
never been taken up all in one place and discussed in a rigorous
manner intelligible to non-mathematical minds. it is not surprising
that the ideas of most students on these points are not sufficiently
elear.  Unless, therefore, these problems are discussed in relation
to one anothe? and the answer to each separate question judged in
the light of the answers to the rest, the maze of somewhat confused
ideas cannot be cleared.

One great difficulty in tackling these problemns is due to the
want of preeise notions of such terms as cost and profit. To this
difficulty, great in itself, is added another caused by the failure on
the part of non-mathematically minded students to recognise the
fact that all productive efforts obey the laws both of increasing and
decreasing costs. Were these tendencies, however, to be taken for
granted and the words cost and profit defined beforehand the student
would feel no confidence in the conclusions finally reached since such

-

1. Here, the student’s attention is drawn particularly to Wicksteed’s
The Co-ordination of the Laws of Distribution, and The Commonsense of Poli-
tical Economy; Mrs. Joan Robinson’s article on Euler’s Theorem and the
Problem of Distribution (in the Economic Journal, September, 1934) and her
review of Wicksteed’s Co-ordination in the Economic Journal, Jume 1933; and®
Dr. Hicks’s The Theory of Wages, Appendix (%).
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a procedure would suggest to him that they were conditional to
the assumptions deliberately made or the peculiar conditions postu-
lated. It is nccessary, therefore, not only to let the fundamental
.assumptions be evident in our reasoning but to show, in the most
obvious manner, how the other minor conditions postulated by
our reasoning are tendencies inherent in them.

Before we take up the problems mentioned above let it be noted
that the fourth question is the main and the most fundamental onc.
It has given rise to what is popularly known as the adding-up
problem. Tt is maintained that the payments made to the factors
of production according to their marginal produectivities add up
to the total produce raised. This assumes in the first instance that
payments to factors are made on the basis of marginal productivity
and there is no factor which is otherwise remunerated. This
obviously rules out land as a separate and independent factor of
production. For, land, in the strict sense of the word, is not remu-
nerated according to marginal productivity’. It is obvious, further,
that a stationary or a riskless economy is postulated. For, in a
.dynamic economy characterised by risks and uncertainties it is not
possible for payments to factors of production to total up exactly
to the output raised. Two facts have therefore to be clearly borne
in mind. First, that land is not to be treated as an independent factor
of production and consequently rent is to be understood as an
element in other earnings and second, that a riskless economy is
postulated so that there is no entrepreneurship nor any profits to
be considered as one of the earnings of the factors of production.

There are, to begin the enquiry into the problem, three inde-
pendent factors of production, namely, labour, capital and organi-
sation.”

1. Land is a specific and free factor. It does not need any remuneration
as there is no (opportunity) cost incurred by it. The income of land can be
shown to be determined by marginal produetivity only when it is trcated as a
non-specific factor.

2, As stated in various other connections land is not in the strict sense of
the word a factor of production. In a stationary state the landowner as such
aas no function of production to perform. In a dynamic cconomy the entre-
preneur must needs be in possession of land. In that sense land comes into
the picture of production. But even in dynamic economy the function of
wisk-taking is performed by the landowner in his capacity as an enirepremeur.

(Continued on next page)
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Of these three factors of production let us suppose the capitalist
hires the other two. The hiring factor has to pay the hired factors
in advance and, therefore, it is natural for the capitalist to play
the role of the employer. In a stationary state the only connotation
of the word hiring is that of advancing income. If the man who
hires the factor also himself supplies some labour and organisation
his total earnings must include along with interest some wages
and salary. If he gets some (producer’s) surplus over and above
what he earns as his share of wages for his labour, interest for his
capital and salary for his organising ability, then the office of hir-
ing becomes more attractive and alluring than that of any other
factor. Hence, if such a state of affairs prevailed the labourers-
or organisers would make a shift from their position as ordinary
labourers or organisers to that as the hiring factor (provided of
course they have whatever little capital is needed for such a role)
and by so doing restrict the supply of labour and organisation and
raise their prices. This is casy to understand when one remem-
bers that as hiring work becomes more attractive the cost curve
of labour rises. For, the cost of labour is merely the utility of its
substitute, the hiring work. Henece the change over from labour
to the work of hiring other factors raises wages and along with it
the total cost of production and thus reduces the surplus. In the
position of equilibrium, then, the labourer gets more than before
(though still 3 wage that equals marginal cost) and the capitalist.
or the hiring factors' less. Henee, labourer’s position as ordinary
labourers and their position as hiring factor becomes equally attrac-
tive.

Approaching the problem from another direction it can be
shown how the capitalist can securec no surplus®. The possibility
of a surplus accruing to him is generally understood to arise from

(Continued from mnrevious vage)

We cannot therefore, treat entreprencurship and land as two distinet factors
even in a dynamic economy. For further clarification of these points see the
Chapter on Rick Rent and Profit.

1. Throughout in the text the words capitalist and hiring factor are used
as gynonyms. The duty of both is to advance money in the stationary state
that is postulated here.

2. It must be emphasised that the trcatment of the problem in the text
is meant for a non-mathematieally inclined student. For one who is welF
versed in the mathematical technique the treatment of the text is bound to
appear laboured and clumsy.
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b

the fact that he can so adjust production as to be able to sell his
produce at the marginal cost of production.

In that case also the surplus can accrue only if the initial costs
.are lower than the marginal. But if cost includes all the elements
of cost, as it should really include, then it is not difficult to see how
the price must equal the average cost and not only the marginal.
If the capitalist’s remunerations as a labourer and organiser are
.also reckoned in the cost, so that when the cost is covered he is
.amply remunerated for his work and waiting, there is no reason
why he should be allowed by economic forces to charge any price
above the average cost. For, when cost is thus properly understood.
it is clear that the capitalist performs no other specific function and
he can have a eclaim to no other kind of income. The productive
system is, therefore, in equilibrium when the hiring factor charges
a price that equals his average cost, all possible elements of cost,
being ineluded in his reckoning. 1f he charged a higher priee
others would assume the role of hiring factor and thereby, increas-
ing the supply, reduce the price to the point where it cqualled the
average cost. It is, therefore, not correct to argue that as priee
cquals the marginal cost it cannot cqual the average cost, when cost
includes all the elements including the earnings of the hiring factor
bimself. Obviously, therefore, the employer’ can sceure no surplus,
the entire value produced being distributed between the factors that
co-operate to produce it.

Our analysis of the problem so far has been md('pendent of the
rate of charge of cost, so that whatever law the productive costs
may obey our conclusions must remain correct.’

We have tacitly assumed the prices of factors of production to
be given. But how are they determined? To discuss this prob-
lemn we have to assume that the price of the produce is fixed®.

If the price is given the employer as a bargainer with other
factors will not pay a factor more than what it contributes to pro-

1. The cemployer as an employer seeures no income besides what he
gets as the capitalist. And as a capitalist he gets as any other faetor an
income determined by his marginal productivity.

9. As a matter of fact our conclusions depend on the assumption of
payment to factors according to marginal productivity. And this nssumptwn
is dependent on the law of increasing cost.

3. We arc adopting the partial equilibrium method for the verbal treat-
ment of the problem before us,
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duetion. 1f he pays less he pockets the saving and in order to
increase this gain he would employ more units of that factor. But
the greater the number of units employed the smaller is the margi-
nal contribution’. In the limit, therefore, the payment equals the
marginal contribution. If, on the other hand, a factor demands a
higher payment the cmployer gains by reducing all those units of
the factors which contribute less to production than what they de-
mand as their remuneration. Eventually, therefore, the prices of
factors come to be stabilised at their marginal productivities.

Thus, taking up the problem piceemeal we have arrived at two
distinet conclusions. First, that the price of produce equals the
average cost and the hiring factor has mno surplus left over after
paying the factors of production (himself included) and, second,
that the price of a factor equals its marginal productivity®.

Now taking these two propositions together we arc able to say
that when the factors of production are paid according to margi-
nal productivity the entire produce is exhausted and no surplus is
left over for the employer above what he carns as a factor of pro-
duection along with the other factors.

On the face of it this statement may appear absurd to thosc
who  knowing that marginal productivity is less than the initial,
are apt to think that when each factor is paid according to its margi-
nal productivity some surplus must be left over. But the argu-
ment that the marginal produetivity is less than the initial® contains
nothing to disprove the proposition that payments to factors made
according to their marginal productivities will absorb the entire
output. As a matter of fact, the difficulty in understanding this
point can be traced to the mistake of multiple counting which is
often made while calculating the entire produce.

Taking an individual factor, its initial produectivity is greater
than its marginal. The entire productivity of labour is calculated

1. This assumes the operation of the law of diminishing marginal pro-
duetivity. '

2. All through the chapter perfect competition is assumed.

3. As a matter of fact production might obey the law of decreasing
cost in the beginning so that marginal produetivity need not always be less
than initial productivity. However, by taking units of sufficiently big size we
would always find the marginal productivity to be less than the initia]l under
the assumption postulated in the text.
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by adding up the marginal productivities of all the units. This,
however, is the aggregate produce—the result of the co-ordinated
efforts of all factors of production. The individual factor con-
cerncd being an essential factor, when all its units are dispensed
with the entire produce disappears. Thus, the attempt to calculate
the total productivity of a factor gives us every time the aggre-
gate output. For, as just explained, the total productivity of a
factor calculated in this manner comes out to be the entire output.
Hence, if we take the total productivity of all the factors together
we would find it to be as many times the entire output as there
are essential factors.

The argument, therefore, that as the marginal productivity of
a factor is less than its initial productivity the payment to factors
of production adjusted to their marginal productivities cannot
exhaust the entire produce and must consequently leave a surplus
for the employer is founded on an erroncous method of calculating
the total output.

Although the discussion shows that there is no prima facie
reason for supposing that payments to factors according to their
marginal productivities would not exhaust the entire output, it does
not in any way prove that payments so adjusted should exactly
cover the total value produced. This cannot be proved indepen-
dently of our first proposition that the selling price must equal the
average cost of production. And it is on the strength of this pro-
position that we are able to maintain that the sum of the marginal
productivity of each factor multiplied by the number of its units
equals the total produce. The forces of free competitions, the re-
duction or increase of the number of hiring factors, and consequent~
ly of the amount produced, the increase or decrease of the number
of units of the factors employed and, therefore, the decrease or in-
crease of their earnings, bring about that distribution of factors of
production between industries and, within an industry between the
various production units, which establishes the dual equilibrium,
first, between the total cost and the total sale price and, second, bet-
ween total value produced and the sum of the marginal producti-
vity of each factor multiplied by the number of its units.

We have assumed prices of factors and the price of finished
products to be constant and worked out on these bases the problemr
of the determination of the selling price of produce and the demand
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prices of the faetors of production. This method which is called
the partial equilibrium method we may once more make use of
here. Let us assume the price of the produce predetermined for
an individual producer and the prices of factors of production used
by him fixed by the inter-play of market demand and supply. Now,
as he cannot vary these prices he can maximise his earning by pro-
ducing the optimum amount. The optimum is naturally the amount
the marginal cost of which just equals the unit price of produce.
If it is greater than the price he can increase his income by redue-
ing output by a suitable amount. If it is below the price he can
inerease his income by producing a little more and earning the ex-
cess on them. Thus, in the position of equilibrium his marginal
cost must balance the sale price.

IIere is then, our third main proposition. Taking this along
with the first proposition we can say that the price equals both the
average and the marginal costs. In the long run, therefore, all
kinds of resources are so distributed between industries and pro-
ductive units that a perfect balance is established between marginal
cost, average cost and the price. Wherever this exact relationship
is found wanting the position should be regarded as being out of
equilibrium. Dut such cascs of discquilibrium cannot be found in
the stationary state which is postulated here’.,

We have cgme to a stage where the fact of equality of average
and marginal costs necds some explanation. Average and margi-
nal costs can be equal only under one of the two {following condi-
tions. First, when production obeys the law of constant returns
and, second, when it obeys the laws of decrcasing and increasing
costs or incrcasing and decreasing costs. If it obeyed either the
law of increasing costs only or of diminishing costs only, the ave-
rage cost eould not be equal to the marginal cost. As we shall pre-
sently show the equality of average and marginal costs is due to
the laws of deercasing and increasing costs to which all produetive
efforts arc subject. But the mere mathematical equality of the two
costs, other comsiderations apart, can only suggest that costs are
either constant or that they first decrease and then increase or vice
versa.

If the examination of our propositions leads to the above con-
clusion we cannot feel satisfied by merely saying that production

1. For further explanation of this point see Chapter XIIT.
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obeys the law of constant returns or a combination of the laws of
increasing and decreasing costs.' It should be our duty to show
that there are certain influences of forces underlying our reasoning
so far which necessarily make all productive efforts subject to such
laws. For instance, competition, mobility, or any other fundamen-
tal assumption should be shown to be invariably based on tendencies
which make production operate under the law of constant reiurns
or a .combination of the two laws of decreasing and increasing costs.
Unless we point out these inherent tendencies and conneet them
10 our fundamental assumptions we cannot feel satisfied that the
whole theory of valuation or distribution has been finally verified or
its truth firmly cstablished.

Now, the one fundamental assumption on which our reasoning
so far has been based is that of free competition. That the em-
ployer cannot sell the produce in the long run at a price higher tham
his unit cost, that otherwise there would be a shift from hired to
hiring factors, that factors of production are paid according to their
marginal productivity and that in the absence of such an equality
between marginal productivity and the earning of a factor the em-
ployment of that factor would increase or deercase, are statements of
facts which presuppose a competitive organisation of the entire eco-
nomie system. Remove competition and substitute a comprehensive co-
operative organisation and the entire superstructure of the theory
we have raised will tumble down. )

Now, if competition is to rule in the domain of all productive
activities one of the conditions that are necessary to operate in the
long run is that no producer should eventually be absolutely supe-
rior in efficiency to the rest, irrespective of the amount produced?.
For, if one were, in this sense, absolutely superior to others he could
permanently undersell all the rest and assume command of the
entire market. Competition would then naturally disappear and
the theory of distribution break down. Similarly it can be shown
that it is essential that the productive efficiency of the various pro-

1. Some economists assumed constant returns to prove the fact that
payments to factors according to marginal productivity exhausts the entire:
produce.

2. We are not raising the question of the distinetion between perfect and@
imperfect competition or pure and impure competition. Competition on the-
part of a seller requires in the long run that mno seller should eventually be:
absolutely superior in efficiency to others.
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ducers should not eventually be absolutely equal, that is, equal for
equal amounts produced, otherwise competition, though possible,
would be erratic and spasmodic and, therefore, ineffective.

The first of these two essential conditions, implies that produc-
tion costs (marginal and average) should eventually increase if
they do not increase from the very beginning. The second implies
that the cost curves should not, throughout their entire lengths or
eventually, be identical.

The second of the two conditions is fulfilled by the fact that no
two employers can be exactly equal in their productive cfficiency.
It, therefore, remains for us to show that in the nature of one or
more factors of production there is inherent some quality or attri-
bute by virtue of which every productive effort is subject to the
law of increasing costs.

Of the threc factors of production mentioned in the beginning
of this chapter, organisation implies at least co-ordination of the
factors of production, if it does not involve anything besides it. Co-
ordination, or as sowme express it, decision-taking, is an absolutely
Yimitedy factor of production’. (One can employ many units of capi-
tal or labour but co-ordination is by nature a single, indivisible and
unmultipliable unit.) Inasmuch as it is not capable of being in-
creased it renders the whole productive plant subject to the law
of incrcasing costs. For, once the co-ordinating unit is suitably
combined with the rest of the factors so that it is utilised to its
fullest capacity, there is no scope for a further increase of the plant
keeping all the factors combined in the same proportion. Diminish-
ing returns or increasing costs must, therefore, follow. Tt is for
this reason that all productive plants have eventually to operate
under the unrelenting law of increasing costs.

Again, inasmuch as the co-ordinating wunit is indivisible it
renders the whole productive plant subject to the law of decreas-
ing costs in the initial stages of its expansion. For, while the other
factors are employed in small quantities, co-ordination has to be
employed in its entirety. Hence, as the rest of the factors are
increased, without any additional expenditure on co-ordination, co-
ordinating factor gets more and more fully utilised. Hence de-
creasing costs are encountered.

1. For an able discussion of this point see Prof. N. Kaldor’s article,
¢‘The Equilibrium of the Firm?’’, The Economic Journal, March 1934.
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We are now in a position to say that the one fundamental as-
sumption underlying our reasoning, namely, that of free competi-
tion, is inseparably connected with the laws of decreasing and in-
creasing costs in such a way that every productive effort in the field
in which competition prevails, obeys the law, first, of increasing
returns and then of diminishing returns. And as this was shown
to be the technical condition necessary for the equality of average
and marginal costs of production, an equality the necessity for which
was indicated by the reasoning given earlier, we can now say that
the theory of distribution has been adequately reasoned ouf® and
rigorously proved. The conclusions may new be briefly summed
up as follows:

(1) That factors of production, in the case of a stationary
state, can be classified into labour, capital and organisa-
tion. The ecapitalist can conveniently act as the hiring
factor, and perform besides, the functions of a laboarer
and an organiser. The employer’s income is therefore
determined on the same principle as that of any other
hired factor.

(2) Since the employer does no other work his income does
not contain any surplus over and above the remuneration
that he gets in his capacities as a capitalist and a labourer
and/or an organiser.

(3) That consequently the selling price of a commodity equals
the average cost of production.

(4) That the sclling price also equals the marginal cost of
production, for that is the way in which a producer can
maximise his income by adjusting factors over which he
has a control.

(5) That, consequenily, production is stabilised at a point
where the average and marginal costs arc equal, that is,
where the two cost curves intersect.

(6) That every production factor is paid a price that equals
its marginal productivity and that when all the factors

1. As already stated verbal proof given here must necessarily appear
clumsy when contrasted with the mathematical proof of the adding-up prob-
lem. Attempt has, however, been made to supply as rigorous verbal proof
as possible.
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are thus remunerated the entire value produced is ex-
hausted.

(7) And, lastly, that the theory of distribution, as adumbrat-
ed here, postulates free competition and a static economy.

When it is said that an employer gets no surplus over and
above his income as capitalist, a labourer and/or an organiser it is
not implied that there is no element in his earning that is of the
nature of a surplus. The foregoing analysis simply shows that the
owner of a productive plant, ordinarily called the producer, gets
no surplus over and above what he secures in his capacity as a
eapitalist, a labourer or an organiser. Every factor of production
obtains a surplus measured by the difference between the utility
of his income and the disutility of the effort required to earn it.
The disutility of the effort is, again, measured by the utility of the
alternative forgone. The employer, being a factor of production,
secures such a surplus but it appears as a part of his income earn-
ed in his capacity as a factor of production. It may incidentally
be mentioned that such surpluses are always earned by a person in
his capacity as land’,

1. For a detailed discussion of this point see thc next Chapter.



CHAPTER XXIV
THE CONCEPT OF RENT

The term rent, like the term capital or interest, has been used
in so many senses that it has not been possible to maintain con-
sistency in its use in one definite sense in any two essays on the sub-
jeet. And yet there is no term in any science that should admit of
more than one fundamental weaning. The various senses in which
the word rent is used today can, therefore, be regarded as evidence of
loose and confused thinking. Fortunately, however, modern eco-
nomists, it appears, have come to realise the essential characteristic
of rent so that their definitions of this term do not show the same
diversity of mecaning as thosc of older economists. Yet, the con-
notation of the term rent has not been made as definite as we think
it could or should be made. Is rent a surplus? Can it never be
a part of cost? Is it associated with or earned by land?—are some
of the important questions which still seem to trouble many eco-
nomists. We have, therefore, made an attempt here to clarify the
coneeption of rent and to reconcile the older with the newer mean-
ings of the term wherever such reconciliation was logically and
reasonably possible.

Tt is the fundamental theorem in Distribution that payments
to factors are made according to their productivitics’ while pay-
ments are demanded by factors according to their sacrifices. In a
competitive system the point of equilibrium happens to be one at
which the produectivity and sacrifices are equal when both are ex-
pressed in terms of a ecommon denominator, say, money. But due
to the operation of the laws of return and the law of utilities, the
productivity and sacrifices go on changing. Hence the equality
can only mean the equality of marginal productivity and marginal
sacrifice. There thus emerges a difference between total producti-
vity and multiples of marginal produectivity on the one hand and
{otal sacrifice and multiples of marginal sacrifice on the other. The
first difference—a kind of surplus—constitutes the fund out of

1. This is an oversimplified statement. When amplified it would read
as follows: ‘‘The upper limit to the payment made to a factor of production
equals, in normal times, the expected marginal produetivity.’’
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which payments to factors other than the one that is considered,
can be and are made. It is for this reason that when we are con-
sidering one factor the payments made to other factors appear as
surpluses. It is only a mathematical conception, for mathemati-
cally, when you compare two unequal quantities the difference bet-
ween them appears as a surplus of one over the other. ‘When atten-
tion is paid to this aspect of the problem of distribution we see
that cvery earning assumes the character of a surplus, so that the
peculiarity of land as carning rent (a surplus) scems to disappear’.

We have also seen that there is a difference between total saeri-
fices and muitiple of marginal sacrifice. Ilere since it is the latter
quantity that is greater, the difference—again a kind of surplus—
accrues 1o the recipient of the income. The surplus accrues—as
should be obvious from the fact that the sacrifice of every agent
goes on inereasing—to all factors, so that if we use the term rent
as a technical synonym for the arithmetical term surplus, we can
say that rent is also carned by factors that are ordinarily called
land’.

We sce then that there are two kinds of surplus which, at least
in appearance, are different from each other. The first kind of
surplus is the carning of a factor looked at from the point of view
of the carning of another factor. The second is what may best be
called the clement of rent in the carning of a factor. A proper
understanding of the nature of these surpluses enables us to recog-
nise the fact that (1) the income of cvery agent of production is as
much a surplus or a residual carning as the classical rent of land
and (2) the carning of every agent of production contains within
it an clement of rent.

We shall now take up this second kind of surplus for a more
detailed study. Tt has been observed before that this surplus is the

1. Clark has donc much to emphasise this surplus-aspeet of all kinds
of earning. Wicksell in Sweden and other cconomists have also more or less
independently argued likewiso to show that rent of land and wages of labour
do not differ fundamentally. To what extent the statement is correet will
become evident as we proceed.

2. A factor has multiple aspects. An agent may be, and generally is,
8 number of factors combined in one. He may be a capitalist as also an
entrepreneur, and likewise cvery factor has his land aspect. A labourer may
also be a capitalist, an entrepreneur and an organiser; but he would be ordi-
marily called a labourer,
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difference between the multiple of marginal sacrifice, that is, the
earning of a factor, and total sacrifice. Obviously, therefore, i%
must differ according to our conception of total sacrifice. Take, for
example, the ease of a labourer. Rather than sit idle and enjoy case
and rest at home, he would be willing to work for, say, Rs. 10. But
he actually earns, let us say, Rs. 15. This difference of Rs. 5 is
the surplus or the element of rent in his wages. Rs. 10 is the lower
limit while Rs. 15 is the amount that the forces of competition have
seccured for him. This lower limit of Rs. 10 is one mecasure of his
sacrifice. But the word sacrifice is capable of a different interpre-
tation. Let us say that the labourer could earn in another occupa-
tion, 7.c., by putting his faculties as a labourer to some other alter-
native use, an income of Rs. 14, In such a case he would not be
willing to accept a wage lower than Rs. 14 as a labourer in the
employment under consideration. Rs. 14 now mecasures his saeri-
fiece and his surplus is reduced to Re. 1. Which of these two inter-
pretations of sacrifice and consequently which quantitative measure
of surplus are we to regard as correet? The fact that each of these
differences is a surplus in its own sense makes it clear that each is
rent in its own way. The word rent is, therefore, capable of two
equally correct interpretations. What we precisely mean to indi-
cate by the term reut should therefore depend on the expression we
use. For instance, in the case cited above, Rs. 5 is the ‘‘rent of
labour’’, while Re. 1 is the ‘‘rent of a particular use, of labour”.
In the first case the sacrifice or cost is the eost of labouring as against
not labouring; in the seeond, it is the sacrifice or cost of making a
particular use of labour. 1In one case rent is the surplus enjoyed
due to the fact of being able to make use of labour: in the other,
it is due to the fact of being able to make a particular use of the
labour power.?

1. Davenport says, ‘‘But perhaps a stronger case may be made for in-
cluding within the rent-cost of ome commodity, say tobacco, only such part
of the tobacco rent as the land could be made to earn, if employed in the
production of its next best alternative crop’’. The Economics of Enterprise,
pp. 188-89.

J. 8. Mill says, ‘“When land capable of yiclding rent in agriculture is ap-
plied to some other purpose, the rent which it would have yielded is an element
in the cost of production of the commodity which it is employed to produce’’.
Principles, Book III, Ch. VI,

Mrs. Robinson writes, ‘‘The cost of any unit of a factor, from the point.

(Continued on mnext page)
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A similar dichotomy is possible in the case of rent of factors
other than labour. For instance, the rent of land may signify the
difference between the total income and the total cost of production
or the difference between the total income from one particular use
and the total income from the next best use. In the first case the
word rent is employed to measure the ‘‘rent of land’’, while in the
other it measures the ‘‘rent of a particular use of land’’.

It remains for us now to link this scientifically correct concep-
tion of rent as surplus over cost with the alternative, though not
conflicting, conception of it as the income of the specificity of a fae-
tor of production.

When a factor of production is (imagined to be) capable of one
and only one particular use its entire carning assumes the nature
of a surplus; for, the cost or sacrifice involved in the use of the fac-
tor disappears altogether. For one who could do but just one kind
of work there is no sacrificc in the real sense of the word. The
earning becomes a surplus in its entirety.

Now, it is impossible for a factor to have onc and only one
use. There is no picee of land, no machine and no labourer that is
absolutely specific to one particular use.! For this reason the
difference between specificity and non-specifieity of a factor should
be understood in the sense of the difference between the speeific and
non-specific aspeets of a factor. Whenever, then, we take into eon-
sideration the specific aspect of a factor its entire earning assumes
the character of a surplus or rent. This is what is meant by saying
that the income of a capital ““good’’ is rent while the same income
considered in relation to value of the capital good is interest.

(Continued from wprecvious nage)
of view of one industry is, therefore, determined by the reward which that

unit can earn in some other industry'’. The Economics of Imperfect Com-
petition, p. 104.

1. Tho fact must be considered to be of some importance in view of
Prof. Robbing’ definition of Economics. Ho defines it as ‘‘the seicnce which
studies human behaviour as a relationship between ends and scarce means which
have alternative uses’’. He brings out the importance of alternative usecs
by obscrving that ‘“if means of satisfaction have no alternative use, then they
may De scarce, but they cannot be economised’’. An Essay on the Nature and’
Significance of FEconmomic Science, pp. 13-14.

2. Most of the modern economists have emphasised this fact but we find’
the truth stated in beautiful words by Davenport who says, ‘‘Those incomes
which with passing time accrue to the individual from his possessions are

(Continued on mext page)'
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Again, when a factor of production earns more in one use than
in another the surplus of carning thus considered—a surplus that
has been called rent carlier—can justly be associated with the ele-
ment of specificity of the factor to the particular use in question.
The fact that the factor does not earn the same amount in all uses
but secures for itself a greater income by applying itself to a parti-
.cular use can indicate but only one fact, namecly, that it is speci-
fically suitcd, or better suited to that use.

In this connection it is important to note that the concept of
surplus or rent or of specificity of a factor is a relative rather than
an absolute one. Surplus is always the resultant of two quantities
subtracted one from the other. The rent of a factor is one quantity
when we compare its productivity in one use with that in the next
best use, and another when we compare it with its productivity in
the third best use;' and yet another when we compare its produe-
tivity as that particular factor with ils productivity as any other
factor.* In the case in which a factor cannot be used as another,
the entire produciivity becomes rent.

The following siguificant points emerge from the above con-
siderations:

1. That rent is a relative rather than an absolute concept.

2. That it is capable of more than one interpretation even

when it is used in its strict sense as a surplus.

3. That every type of income can be made tq appear as-rent

or surplus.

4. That within every type of income there is an element of

surplus.

.called now (1) rent, and now (2) interest, according as the income refers (a)
to the aspeet of its source as mere possession or (b) to the capital aspeet of
its source’’. [bid., p. 132,

1. A faclor is always put to the best known use. If it is put to the
scecond best use it is because the use is not known or for some reason it is mot
possible to put it to the best use. The phrase ‘‘onc use’’ in the text means,
therefore, any use that is muade of the factor. When it is put to second best

use, rent as a surplus acerues by comparison with the third best use.

2. A person or a thing can be used as one factor or another., If it is

used in the best way, i.e, as a faclor with greatest productivity, then rent as
a surplus is obtained by subtracting from its productivity, the productivity in
the alternative use. In the text, factors are treated as being divisible into
five broad categories—land, labour, capital, organisation, and enterprise. How-
-ever, as made abundantly elear in the text, land is not a factor of production.
It is just the specificity (or free gift) aspect of any of the other factors.
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5. That the quantitative measure of this element depends on
whether we understand by rent the rent of a factor or the
rent of a particular use of a factor.

6. That the surplus or rent, in whatever particular sense it
may be used, is due to the specificity of a factor to pro-
ductive use in general or to a definite use in particular.

In the light of the above interpretation of the term rent what
are we to call the income of a landlord, that is, the income that a
man gets in return for the services of the land he lets to his tenant?
In ordinary language it is called rent. But nothing is rent unless
it is surplus above cost. If the fact of lending the use of land
entails no cost, the entire income becomes rent. But does it not
entail some cost? In order to lend the use of his land the owner
has to forgo its use for some other purpose such as its use as a
recreation ground. Thus viewed the act of lending involves a cost
s0 that the income of the land ccases to be wholly and solely rent.
A part of it—the surplus above the cost'—however, still retains its
«<haracter as rent. The income of a landlord, we may therefore
maintain, is not rent but contains an element of rent.

But is this element the rent of land? Strictly speaking it is
not; it is the rent of a particular use of land, for it is only this
particular use that entails a cost. But there is no cost in the act
of letting it out for use in general, 7.c., if the landlord was to use
the land himseff there would be no cost in using it, in the sense in
which there is cost in using his own labour power®’. This considera-
tion justifies the common asscrtion that the income of the land is
rent. For rent unqualified means rent of land as distinguished
from the rent of & particular use of land.

Since rent is a surplus above cost it cannot be regarded as
being carned in the strict sense of the word. In other words, it is
not, like intercst for example, a remuneration for some useful and
scarce function. The capitalist ‘‘waits”’ and by performing this

1. The word cost has throughout heen used in the scnse of opportunity
<ost. That is the widest and in faet the only conception of cost that we can
use and apply to the study of economic problems in all types of cases.

2. The cost of letting out land is mnil. The cost if any consists in the
alternative use of the land of which the owner is deprived; but this is the
cost of a particular use of land and comsequently the surplus thus conceived
is rent of a particular use of land. In brief, land can be used as land omly
and hence there is no cost. It is specifie, if it is land.
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useful and scarce function of production ‘‘earns’’ interest. No
such relation can be shown to exist between rent and any function
on the part of its recipient for the simple reason that rent is a sur-
plus above cost.

There are four principal functions of production, namely,
labouring, organising, enterprising and waiting, which earn respec-
tively wages, salaries, (normal) profit and interest. Rent is over
and above any and all of these necessary earnings. The so-called
landlord performs no function and if he does any it is that of wait-
ing which function he performs in his capacity as a capitalist. But
within the income that he earns while performing his function of
waiting as a capitalist, there is, as already explained, an element of
rent.

In what capacity does the capitalist or any other agent of
production earn this rent-element? The logic of our argument in-
dicates clearly the fact that whatever rent-clement is earned it is
always carned by an agent in his capacity as land. Queer and odd
as it may sound, the labourcr, the capitalist, the organiser and the
enterpriser all have their land aspect. It is only in their eapacity
as land that they can be understood as earuing rent. We are fore-
ed, and not unrcasonably, to this way of understanding things by
the consideration that if land has to be retained in economie theory
as a factor or an aspect of a factor, then rent can be associated only
with land.? ~ '

What then is land? We do not understand by it soil, earth
or rain as the classical economists did and as some modern econo-
mists seem to do. By land, as Fraser says, we now understand a
certain aspeet of this: it is merely an abstract but omnipresent part
of material wealth in general. We can thus find the land aspect
in all things just as well as we can find the non-land aspect in &
plot of agricultural land.*

1. Tho practice of associating land with soil is greatly responsible for
the reluctance on the part of many to accepting the statcment in the text.
But that there is no absurdity in it will be realised when the same statement
§s worded thus: ‘‘When an agent earns rent he does so by virtue of the fact
that he is specific to a particular use, and the clement of rent in his total
fncome is earned by virtue of the fact that he is more specific to one use tham
to others’’. ’

2. Economic Thought and Language. The eclassification of goods into
specific and non-specific is well known. Prof. Hayek uses this terminology in

(Continued on mnext page)
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The best way to understand the meaning of land is to begin
by noting the important fact that all concrete things as factors of
production can either be land or capital. To understand land we
have therefore to understand capital; for, land is that which is not
capital. Capital is anything that is saved, t.e., anything that is not
used in some way in which it could be used. Thus, the idea of
saving and the notion of capital involve the idca of an alternative
use. A thing that is capable of only one use can never assume the,
role of capital or, to be more correct, inasmuch as a thing is con-
sidercd as having one particular use it has its land aspect. A fac-
tor of production, therefore, appears in its land aspect when it is
considered as rendering its service without any sacrifice or cost.

‘When an agent of production earns an element of rent, ¢.c.,
when its total earning contains an clement of surplus over cost it
is obvious that it does so by virtue of the fact that there is no cost
to counterbalance it. The part of the income that is balanced by
cost is, therefore, to be regarded as being carned in its capacity as
capital, while the surplus that remains unbalanced has obviously to
be understood as being earned in its capacity as land.

It should be clear now that there is land aspect in every factor
of preduction. The labourer has as much his land aspect as any
piece of agricultural land. This discussion incidentally raises some
points of profound interest in theory. The labourer, for instance,
appears partly as land and partly as capital. His carning is part-
ly rent and partly intercst.

Were consumption possible without production there would
have been no cost and consequently the entire psychiec income (uti-
lity) would have become rent. Constituted as most of us are and
our economic order being what it is, it is not possible to evade pro-
duction as a means to consumption. But for the man who has
learnt to be wantless, for him who can look upon every act as an
end in itself, there is no production. The entire income becomes
Tent.

(Continued from previous page)

his Prices and Production, having taken it from Wicser. Since, as already
explained in the text, no good is entircly specifie, it is best to say that ‘‘things
are specific in so far as they are thought of as serving one particular purpose
and are valued on that basis, while they are non-specific in so far as they are

valued for their potential usefulness in a wide range of different purposes’’.
Ibid., pp. 208-9.
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And this should make one point clear: rent is the income from:
eonsumption, it is net income from consumption. Where produc-
tion is eliminated through wantlessness net income and gross income
become identical. When such a stage in the development of a man
is reached all things that are consumed become land; they become
ecent per cent land. And since land can logically be regarded as a
gift of God (call Him Nature if you like) he who has become want-
less, and is thereby in the enjoyment of rent, can realise that for all
that he possesses and all that he uscs he is beholden to God. Side
by side with the elimination of cost (pain) and the enjoyment of
rent in the fullest measure such a man therefore comes to have a
religious attitude to life.



CHAPTER XXV

THE CONCEPT OF WAGE

Let us investigate into the nature of wages and compare it with:
that of interest on the one hand and rent on the other.

The income of a labourer pure and simple is called wage. But.
seldom does a worker supply manual work only. In faet, it is im-
possible in the very nature of things to isolate organising work from
labour. In most cases, perhaps in all, a workman has to do some
amount of waiting and undertake some risk as well. Thus Lis earn-
ing contains elements of salary, interest and profit.

A labourer who is hired by an entreprencur is paid by him at
more or less regular intervals, gencrally a weck or a month. When
there is perfeet competition the wage that he gets, it is generally
believed, cquals the value of his marginal produect. But as the
labourer is often paid this marginal productivity in advance, the
amount actually received by him ecquals only the present worth of
his marginal productivity. That is, he is paid an amount that
would, with interest, equal the value of the marginal product at the
end of the production period. By production period we understand
here the time that is taken by the process of production culminating
in the final sale of goods. And since what is actually reccived by
the labourer is called his wage, it is argued that wages are cqual
to the discounted marginal productivity of labour.

Suppose a labourer takes six months to produce (a stock of)
a commodity which is sold a month after it is completed. Tf the
value of the stock is Rs. 1,000, then the labourer is paid during
the six months he works a sum, say, in six instalments, which at

the prevailing rate of interest total up to Rs. 1,000, at the end of
seven months.

When a labourer is thus paid and the rate of interest is 10%,
he gets in the first month a sum of about Rs. 157, being 1/6th of”
Rs. 1,000 less interest for seven months. If interest was not deduct-
ed he would have got Rs. 166 approximately. Are we then to regard
Rs. 157 or Rs. 166 as wages in this case? These, however, are not
the only figures that could be taken into consideration.
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If the labourer knows for certain that he will be paid Rs, 157
at the end of the month and if his (psychological) time-preference
js such that a sum of Rs. 157 one month hence is worth to him Rs. 150
now, we can say that he gets on the first day of work a psyehic satis-
faction worth Rs. 150. Or to be more precise, the labourer ’s daily
wage of about Rs. 5.20 nP. when discounted by his time-preference
becomes Rs. 5. That provides another figure for wage. In order
that we may be able to compare the three figures let us relate them
to one and the same period of time. Taking a month to be the
.appropriate period, we have three figures of Rs. 166, Rs. 157 and
Rs. 150. Rs. 166 may be said to be the monthly average value of
the produce when completed and sold. Rs. 1567 is the amount that
the labourer actually gets at the end of the first month and is equal
to the discounted value of the produce. And Rs. 150 is the mental
worth (at the time of entering into a contract with the employer)
of the money income to be reecived after a month,

It is obvious that any one of these figures can be called wage.
To a great extent nomenclatare is o matter of convention. 1t
matters little how we define a word; what is essential, however, is
{hat we should be consistent in the use of the word and in all that

such a use implies.

When a labourer works, he forgoes the possibility of enjoying
rost. The cost of labour equals, therefore, the satisfaction that he
would get from not labouring, that is, by resting. If a labourer
contracts to work for an hour, his cost of so doing is equal to the
satisfaction that he expeets to get from not working (the oppor-
tunity cost). The wage that will induce him to work must at least
be equal to this satisfaction. In other words, the expected utility
of the wage, discounted at the rate of time preference, must be
slightly greater than the expected utility of rest discounted in a
gimilar way. These two figures should, at the margin, be equal.
1f we take an hour as the smallest time unit for purposes of our
reckoning, we can say that at the time of working or deciding to
work, the labourer’s estimate of the two figures should be equal
.at the margin. As a labourer he is exchanging, as it were, the work
(the rest-utility) for the wage (the wage-utility). His cost is the
aitility of not-working forgone, while his income is the discounted
expeceted utility of the amount of money to be obtained after a
month. Since income obtained for the work is called wage, it seems
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rcasonable to call this discounted expected utility of the remunera-
tion received his wage.

The process of discounting becomes necessary because the remu-
neration is always received at intervals and not continuously as the
work procceds. What the employer pays is discontinuous; what
the labourer reccives—the satisfaction—is continuous. Since the
work is continuous the wage that remunerates it should also be con-
tinuous. Ilence, logic demands that wage should be identified with
the discounted expected utility of what is received for work. At
every moment of time there is some discounted expected utility of
the remuneration. The one is the cost item, the other the receipt
dtem. The one is the cost of labour, the other the income of labour.

If then wage is thus understood and accordingly Rs. 150 be-
comes the wage in the above example, what is the amount of Rs. 157,
the sum that the labourer actually gets, to be called? This sum is
an objective figure, while the discounted expeeted value of it that
we have considered proper to call wage, is a subjective one, There
should be a technical name for this actual, objective receipt. Be-
sides a name, one should expect to find its counterpart on the cost
side. Just as the discounted cxpected utility of the remuneration
is balanced by the discounted expected disutility of work (at least
partly), similarly the remuncration actually received at the end of
the reckoning period should at least partly be balanced by some
objective entity. The thing that might be found to balance it would
give us some ifdication of what the actual remuncration is to be
called.

When a labourer works and thereby forgoes rest some depre-
ciation of his bodily and mental faculties takes place. It is main-
ly this that accounts for the disagreeable feeling caused by work
and consequently makes rest enjoyable. When, therefore, the work
is over and the remuncration is received, it is naturally utilised for
the purpose of making good the depreciation. Or, at any rate, if
that is not the actual intention, the fact remains that the expendi-
ture of the sum received goes at least partly to make good the depre-
ciation. When the money is wisely spent such a thing always
happens. And every wise man utilises the remuneration to repair
the damage done to his body and mind by the work. When the
remuneration is in excess of what is required for so doing, the
balance is spent for other purposes. In such cases a labourer would
find himself in a better position after labour than he was before it..
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We should therefore note that the sum received at the close of work
is always available for the rational purpose of making good the
damage done to body and mind. Would not this consideration war-
rant our calling the amount actually received the depreciation fund?
And since in most cases the remuneration is in excess of what is
needed to repair the damage, it is obvious that the depreciation
fund contains an element of rent. The remuneration for the mar-
ginal hour of work (if contract is by the hour) will perhaps not
contain any rent. That however is not guite certain. For all that
can be maintained is that the discounted expected utility of the
remuncration for an hour is just equal to the discounted expeeted
disutility of the last hour’s work. If the rate of discount is the
game in both the cases and the expectations are correct, there is
perhaps ample justification for supposing that there is no rent
element in the remuneration received for the last hour’s work.

If this view of wages is taken, what reclationship can we estab-
lish between marginal productivity of labour and wages? We bave
seen that according to the traditional way of expressing the rela-
tionship, wages are equal to marginal product of labour in the case
of perfect competition. According to Taussig and others they are
equal to the discounted marginal product of labour. According to
us, it would follow, that wages are equal to the discounted pay-
ment made to a labourer. In other words, there is double discomnt-
ing here: in the first place, the entrepremcur discounts the margi-
nal product at the prevailing rate of intervest and pays the labourer
accordingly and, in the second place, the labourer discounts this
figure at the rate of his time-preference. In a way then, wages turn
out to be a discounted figure.

If this way of looking at wages be correct, they do not equal
the marginal product of labour even when a labourer is paid after
the produce is sold. For, though in that case wages would equal
the marginal product of labour according to Taussig’s definition,
they would still need to be discounted at the rate of time-preference
according to our definition.

If the labourer was paid for his work by the day he would
receive a sum of Rs. 5 a day. For, as we have seen, that is what
induces him to work. He is, however, actually paid at the rate of
Rs. 5.20 nP. a day at the end of a month, This is worth to him only
Rs. 5 at the beginning of the month. He would therefore accept a
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daily wage of Rs. 5 if he were to make a fresh contract with the
employer every day. But the twenty nP. extra that he gets is in
a way the compensation for his waiting for a month to get the sum
of Rs. 5. It is, therefore, of the nature of intcrest. He gets Rs. 5,
he lends it back to the employer and receives Rs. 5.20 nP. at the end
of the month. It is obvious, therefore, that the sum of Rs. 5.20 nP.
can be regarded as wages plus interest. Wages, therefore, do not
cqual the amount that is actually paid to a labourer by the employer,
1o matter whether such a payment is made before or after the pro-
duce is sold.

Does it follow then that, in view of this meaning of the term
wage, the theory of wages couched in terms of marginal produe-
tivity of labour needs to be modified? Is it, in every sense of the
word marginal productivity, wrong to say that wages equal the
marginal product of labour? The traditional theory equating
wages to marginal product of labour possesses much elegance; to
overthrow it lock, stock and barrel scems too drastic a step to take.

Lict us suppose, for the sake of simplicity, that an employer
pays a labourer when the produce is actually sold and the value is
realised. Or, what comes to the same thing, le®us suppose that a
labourer’s output assumes saleable form and is actually sold for a
price at the end of the month. In that case what a labourer receives
at the end of the month equals his marginal product. But his wage
as defined by us does not equal that amount. This means, however,
that what the labourer gets does not equal the marginal prductivity
of his labour to the employer. Does it also imply that it does not
equal the marginal produectivity of his labour to himself? What
the labourer produces for himself is the income that he gets. And
the income that he gets at the end of the month is what the employer
pays him. His income, then, at the end of the month equals his
productivity. His present income equals his present produetivity.
In fact the words income or wage and productivity are interchange-
able for the labourer. Instead of saying that his wage equals his
productivity one should say his wage 4s his productivity. And his
income or his wage or his productivity is greater than his cost. If
he is paid by the hour and he contracts to work five hours a day
when paid at the rate of so many rupees an hour, we can say that
the wage equals the cost of the fifth hour’s labour. Hence, looked
at from this point of view his wage contains an element of rent. In
the course of this argument it is assumed that the man under con-
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gideration supplies labour only. In reality, however, he supplies
the other essential factors of production as well. For, nobody can
produce any thing without the use of all the essential factors of
And since the labourer produced his wage he must

production.
aniser, an enire-

have used or supplied the other gervices of an org
preneur and a capitalist also. It would not be quite correct there-
fore to call his income wage. It is a mixture of wage, interest,
salary and profit. When there arc no risks there are no profits and
so his income is composed only of wages, salary and interest. But
even then, whatever name we give to his income, there is an ecxcess
of income over cost. This exeess accounts for his preference for
the work that he contracts to do over any other work. Tt is his

rent.

What then is his pure wage? Pure wage should consist of
what he earns by his labour (excluding organisation and waiting)
less the rent element of this earning. To find out this wage we
have, therefore, to calculate the cost of supplying labour. And the
cost of labour consists of the satisfaction that can be obtained from
the non-labour use of time. That is, if the man labours for five
hours, the cost of®his work equals the satisfaction of enjoying rest
for five hours. It is the total satisfaction when he works for five
hours minus the total satisfaction when he takes rest for these five
hours instead of working, that gives the measure of the rent element.”

We come to the queer conclusion then that weages consist of or
rather equal the cost of Jabour. It is thus that part of the discount-
ed expected income that is equal in amount to the cost of supplying
labour. The rest of the discounted expected income is of the nature
of rent. However, it is worth remembering that if we thus calculate
wages, interest and salary—assuming that therc are no risks—we
would get three figures of rent elements. A certain part of the
total income would consist of rent and the rest would make up wages,
interest and salary. But if we take labour, organisation and wait-
ing together and calculate their combined cost we will perhaps find
it to be zero. For, if a man does not perform any of these services,
that is, if he does not do any physical or mental work nor wait for
any period of time, he would get nothing instead. Rest is enjoy-
able because there is some labour donc. Mental rest is likewise
enjoyed when the mind is tired of organising work. In the absence
'of any work rest would have no value at all. That is, the alter-
native to all bodily and mental work, including waiting, has no
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utility. The total cost of all these exertions including waiting is,
therefore, zero. The whole income then takes the form of rent.
Hence, we realise that the true significance of rent is to be found

in those cases only in which the rent element associated with any

one particular type of income is singled out for consideration.

We have said before that what the so-called labourer gets from
the employer is the result of labour, organisation and waiting. That
is true. But the discounted expected utility of this income is not
the result of waiting. The process of discounting eliminates that
part of income that would otherwise have been called interest. There
is no waiting in the case of income immediately received; and the
discounted expected utility of what is reccived after a month is
obtained immediatcly. And sinee it is this immediate income that
is called wages, it is clear that it is free from the element of interest
In the abscence of risks, this discounted figure is composed of wages
and salary only.

A word may now be said about interest. The labourer, or to
use a more innoecent word, the employee, gets his money income
or his income in kind from his employer at the end of each month.
He has, therefore, to wait, though not for the derived utility obtain-
ed through the reflection backwards of future gains, at any rate for
what he reccives in the more tangible form from the employer. 1Is
there then no waiting involved in an act of production? And, if
that is so, is there no interest earned by any person undertaking an
act of production? It appears from the foregoing discussion that
ginee for every type of work psychic income is immediately receiv-
ed, there is no room left for interest as a species of remuneration.
That deduction is, however, not quite warranted. The very process
of discounting and the very necessity of it is an indication that an
act of production involves an act of waiting. Such an act does not
necessarily reveal itself by the total absence of satisfaction or utility
for a period of time. Rather, there is no waiting only when there
is no loss of utility sustained by the person concerned when future
utility is reflected backward.

Suppose, for instance, that a man lends a sum of Rs. 100 to
another man for a period of one year. The borrower contracts to
pay back Rs. 110 on the expiry of that period. If Rs. 100 after a

year are worth to the lender Rs. 95 now, then he would need to be
L] 04 . o iimae tha o~ af ahant Re 10A 98 For. that sum is
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worth to him now only Rs. 100. The promise of receiving or the
expectation of getting that amount after a year just induces him to
lend Rs. 100. His sacrifice of waiting is then equal to about 5%
in the sense that 5% of the future income is lost in the process of
reflection from the future to the present. For that purpose there-
fore, to induce him to lend, the lender needs to be paid Rs. 105.26
at the end of a year. Ilis interest and his cost of waiting are equal
to Rs. 5 immediately. There is sacrifice or cost in the sense that
Rs. 100 paid back after a year are worth less than Rs. 100 in his
ealeulation. This sacrifice is made good by the promise of an extra
amount of Rs. 5.26 after a year, that is, by the discounted expected
utility worth Rs. 5 now. Intcrest, like wages, is just equal to cost;
all incomes in cxcess of cost constitute rent.

Interest is then an income (psychic income) that is earned the
moment a man lends his consumable income. Such a lending, as
has been discussed elsewhere, need not involve two individuals. For,
a man can lend to himself as well. At any rate what needs to be
emphasised here is that interest is not a delayed income. What is,
then, the sum of Rs. 5.6 that the lender receives over and above the
Rs. 100 lent? As a matter of fact, the full amount of Rs. 105.6
i to be regarded as an addition to his possession. Out of these
Rs. 100 go to make good the loss sustained by lending the amount.
They may, therefore, be called, as in the previous case, a kind of
depreciation fund. The remaining sum of Rs. 5.6 would appear to
be a surplus. But it is not quite a surplus. The disagreeable feel-
ing of waiting has been compensated by the interest as defined
above. But the going without the consumption of Rs. 100 for a
period of one year can be imagined to cause some depreciation of
the position of the lender. Had he spent the amount instcad of
lending it he would have been better off. The process of lending
and consequently the fact of going without its use causes, therefore,
by comparison, some loss. The sum of Rs. 5.6 goes to make good
such a loss. If the lender finds himself, at the end of the year, in
possession of a greater stock of assets (both internal and external to
himself) than what he had at the beginning, we can say that the
sum of Rs. 5.6 has more than made good the depreciation. The
addition to the assets in such a case can be regarded as land, or an
addition to his land-holding.

‘We have so to regard this excess since capital must be taken
to maintain itself. It cannot be spoken of as an increment to capi-
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tal. This raises the question whether the assets the man had at
the starting point (the point at which the enquiry begins) should
be regarded as capital or as partly made up of land also. As explain-
ed elsewhere, a thing is land or has land aspect to the extent to which
its use yields income in excess of cost. Thus the asscts at the start
ean be both capital and land. If they yield income in excess of cost
they have a land aspect and we can adopt the convenient way of
measuring the land aspect by calculating the percentage of in-
come that is in excess of cost. In short then, the sum of Rs. 5.6
received at the end of the year may be partly or wholly an addi-
tion to the land-holding of the lender.

In the normal course of the life of a man the assets of a person
go on increasing, at least when measured in physical quantities,
unless duc to imperfect foresight mistakes are committed in ae-
counting. And these additions to land-holding are the conse-
quences of what is in ordinary language called work.

A word may here be said about the distinetion between rent
and land. Rent is an income; land is not. Rent is income in the
sense that it is obtained along with wages or interest, immediately
and continuously. ILand is not of this nature. It may take the
form of moucy or other things; but it is neither immediate nor
continuous. Qne gets land, that is, one’s holding of land is increas-
ed at the end of a period. Rent is of the nature of a flow; land is
of the nature of a fund. At the beginning of the period under con-
sideration there is a stock of capital and land. That stock of capi-
tal, by virtue of the fact that it is capital, maintains itself intact.
The stock of capital yields interest; land yields rent. Or the assets
yield rent in the proportion in which they are land. At the end
of the period under consideration the stock of capital remains what
it was; the stock of land changes, or may change. At the beginning
of the next period the distribution of the assets between capital and
land may, and often does, change. For, to what extcnt an asset
is land depends on the extent to which the income yielded by it is
in excess of cost. And this depends on circumstances. As circum-
stances change the land element of the assets, therefore, changes.

What we have said here about wages does not amount to a
theory of wages as such. We have said something about the con-
cept of wage and in that light examined the prevailing nottons re-
garding the wage of labour. We have observed that wage is more
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or less continuously earned and that what is in practice called wage
is utilised to make good the depreciation of the body of the labourer.
But we have not shown how wage of any particular type of labour
s determined ; we have simply pointed out what it is that should be
called wage when equilibrium is reached and the so-called wage
has already been determined.

Nor is it our purpose to give any theory of wages in this chap-
ter. Labour is like a commodity and has, like it, its demand and
supply. And these—demand and supply—must determine its price
that we call wages. But, and it has been emphasised by Marshall
and Hicks and others, labour differs in certain respects from other
commodities that are bought and sold in the market and have con-
sequently their demand and supply. Labour cannot be separated
from the supplier of labour in the sense that the labourer has to
be present in person where his labour is sold. The man and his
physical exertion go together and that makes a difference to the
supply side of labour. And, as Hicks has argued, there is a rela-
tionship between the labourers and the employers which is not to be
found in the case of a material commodity. As a result, wage-rates
are more uniform both between workers and over time, than they
would be if the labour market worked like a commodity market.

If there is a difference between the theory that determines
wages and the theory that determines the price of commodities it
cannot be, and is not, due to the fact that in onc case the supply
and demand forces account for the remuncration or price and in
the other not. The supply and demand theory is universally ap-
plicable to all cases of determination of value, and the difference
where it exists can be found to exist in the degree in which the
forces of competition on the supply and demand side have a free
play. The peculiarities of labour market affect wage-determination
through their cffects on the strength of the competitive element
present in the market. A study of the theory of wages must be
made with the conviction that any differcnce between it and the
theory of commodities must be caused by the difference in the ele-
ment of competition on the supply and/or demand side.



CHAPTER XXVI
RENT IN RELATION TO COST AND PRICE

Ever since Ricardo defined rent of land as the difference bet-
ween the produce of a given plot of land and that of the marginal
land cultivated in precisely the same manner, it has been maintained
that rent is not an element of cost. And since it is not a constituent
of cost it is also not a determinant of price. Price, the Ricardians
say, is determined by the cost of production of the marginal land
which pays no rent. Price is, thercfore, determined independently
of rent. This is the pet argument of the Ricardian economists. And
even when the marginal, no-rent land does not exist, as in the case
of old countries, it does not lose its force. For, as the Ricardians
say, even if there is no marginal land there is the marginal dose.
In place of the extensive margin we can substitute the intensive
margin and the argument would stand.

Thus, rent determines neither cost nor price. Some economists
have, however, argued that though from the point of view of society
rent is a surplus above cost, from the point of view of individuals it
is cost itsclf. For, an individual producer reckons as his cost not
only wages, intercst, salarics, and normal profit' but also the rent
that he pays to the landlord for the use of his land. This argument
is correct only in the sense that somebody clse’s rent is his cost.
But a person’s own rent is never part of his own cost. Ilis cost of
producing a commodity does not contain his rent (from the produe-
tion and sale of that commodity) as one of its elements. His cost
expressed in money consists of the payment made to all the hired
factors of production and his sacrifices computed in terms of money.
In other words, his cost of production consists of wages, salaries,
interest and profit whether paid to hired factors or appropriated
by himself, together with rent paid to the landlord. But the pay-
ment made to the landlord is not, in the economic sense of the word,
rent. For, the so-called landlord does not supply what in the eco-
nomic sense is spoken of as land. He supplies, in reality, capital

1. Here the term normal profit is used to denote the income of the enire-
prencur as an uncertainty-bearer and surplus profit to demote the unexpected
excess of income over cost. As has been pointed out in the Chapter on profit
it constitutes accidental appreciation of land.
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which has a land element in it. And, such land element is to be
found in other factors too.

Since land does not exist as an independent factor of produe-
tion rent also does not exist as an independent income. It is, there-
fore, sufficient to say that cost is composed of wages, salaries, interest
and profit. The income of each agent of production consists partly
of rent and partly of one or more of the four categories just men-
tioned. A labourer, or to be more correct one who goes by that
name, earns income that can be broken up into two parts; that
which is equal in value to the sacrifices that he has to make as
labourer is called wages, while the surplus above it is called rent.
If the so-called labourer is also an organiser (he generally is an or-
ganiser, an entreprencur and a capitalist besides) his income has a
third part equal in value to the sacrifices he has to make as an or-
ganiser. And what is true of the so-called labourer is true also of
all agents of production. The cost of producing a commodity,
therefore, excludes that part of the income of the producer which
is (his) rent in the economic sense of the word, though it includes
what constitutes the rent element in the incomes of the hired fac-
tors. That is so because the incomes of the hired factors is the
sacrifice of the hiring factor.

‘While it is true that the cost of production incurpred by a pro-
ducer consists of the sacrifices made by him—that is, of all that he
pays to factors and all other sacrifices he makes himself—it is not
quite correct to say that cost of production is composed of wages,
salaries, interest and profit. For, as we have just seen, the cost of
production is composed of wages, interest, profit and the rents earn-
ed by the hired factors. However, it is clear that the rent of the
producer is wholly outside his cost. The view, therefore, that from
the point of view of an individual rent is a part of cost is incorrect.

Since rent is the surplus above cost it is obvious that rent arises
cnly when income is greater than cost. In terms of price we say
that rent arises when the price of a commodity is higher than its
average cost of production. When the selling price is just equal
to average cost there is no rent. And this equality of price and
average cost is ordinarily regarded as an indication of absence of
surplus profit. Thus the cxistence of surplus profit appears as the
condition for the emergence of rent, and in static states in which
surplus profits are eliminated, there would appear to be no room
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left for rent. It is clear from this consideration that either sur-
plus profit and rent are the same (since both are due to the price
being higher than average cost) or, if they are not the same, the-
differcnce between price and average cost is not a sufficient condi-
tion for profit. Since rent and surplus profit are not one and the-
same thing, as can be seen from the fact that in a static state profit-
cannot be earned though each seller may secure considerable rent, it
follows that excess of price over average cost is no indication of
surplus profit. That is, in other words, while all surplus profits are
due to the difference between price and average cost, all such differ-
ences do not indicate the existence of surplus profit. For, as has
been discussed elsewhere,' the difference between price and average
cost may either be an expeeted difference or an unexpected one. It
may, in other words, be due either to the possibility of taking ad-
vantage of a speeial quality or to errors in forecasting the future.
Tn the former case, the surplus that accrues is called rent; in the
latter, it is called surplus profit.  While, then, surplus profit is due
to imperfoction of foresight, rent is due to imperfeetion of competi-
tion. Let us examine this point in greater detail.

It is a fundamental faet in the theory of value that the normal
(long-period equilibrium) price of a commodity in case of perfect
competition just equals the average cost of production. In state-
ments such gs this the term eost of production is used in a parti-
cular sense. For, as we have seen, if the commodity sells for its
average cost there is no rent left for the producer. But every pro-
ducer earns rent as a producer in the sense that as a productive agent
he earns more than what he would have otherwise been able to
earn. Since a producer carns rent the price of the commodity he
produces cannot be equal to average cost. But if the price is not
equal to ecost even in the case of long-period equilibrium, how is it
after all determined?

The fact, however, is that a producer gets as his income, after
paying the hired factors, a sum that exceeds his cost as a producer;
and this surplus of income over cost is his rent. But his income
does not, in competition, exceed his cost as the producer of the parti-
cular commodity he produces. For, his cost as the producer of that
particular commodity consists of what he could have earned as a
producer of another commodity. Since, in competition he would

1. 8ee Chapter XXIV.
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carn the same amount in both the cases, his income is equal to his
cost. Hence, as the producer of a particular commodity, he carns
no rent. His income is just equal to cost and the price of the com-
modity is just equal to the average cost of production. It must,
therefore, be clearly noted that the cquality of price and average
cost that the forces of competition bring about does not imply that
the producer of a commodity does not ecarn rent in his capacity as
a productive agent. It does however imply that rent from the pro-
duetion of a particular commodity disappears in perfect competi-
tions in regard to prices are not fully realised, or to both these fac-

Let us study, therefore, the various categories of rent and see
which of them is likely to disappear in the case of perfect competi-
tion.

Since rent is the surplus of income over cost or, what comes to
the same thing, the surplus of income over alternative income or
carning, let us sce in what different ways we can conceive of alter-
native earnings.

In the first place, a producer’s alternative earning consists of
what he would be able to carn by producing the same commodity in
another place. In the sccond place, his alternative carning consists
of what he would be able to earn by producing a different commo-
dity. Then, in the third place, what he would earn by acting as a
hired factor (such as a labourer, an organiscr, ete.) comstitutes his
alternative earning in another sense. In the fourth place, his alter-
native earning consists of what he would earn by not engaging him-
sclf in the task of production as any one of the various factors of pro-
duction. This last type of alternative earning is directly obtain-
ed in terms of psychic income.

We can similarly classify the alternative earnings of any other
factor of production. Since then there are four main types of
alternative earnings, there are four kinds of surplus of income over
cost that can be considered as rent. These different types of rent
may respectively be called the rent of the producer of a commodity
at a particular place, the rent of the producer of a particular com-
modity, the rent of a particular factor of production and, lastly,
the rent of a producer or a factor of production,

When there is perfect competition between the sellers of a
commodity at different places it is conceivable that the alternative
earning of a producer would be the same. Rent of the first kind
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vrould therefore disappear in competition. Likewise, when there is
perfect competition between the producers of different commodities
(that is, when resources could move freely from onc industry to
another) the rent of the second kind would disappear also. And in
the case of competition between different factors of production (that
is, when people could freely choose the type of productive work they
would do) the third type of rent disappears. It is difficult, how-
ever, to conceive of such competition between work and leisure.
It is not possible for one’s income from work to be equal to one (3
income from leisure that could be substituted for work.

Hence in the case of competition rent of all the kinds, except
the last, would disappear. And even this last type of rent would
disappear at the margin. That is, the incomec from the last time-
unit of work would be equal to that from the last time-unit of leisure
when a man is free to choose the number of hours he would prefer
to work. When we understand perfeet competition to imply also
this freedom to work or rest as long as one liked (and in a sense
such an implication is natural) rent of every kind would disappear
but only at the margin. And, therefore, in perfeet competition
every person would earn rent in cach of the four capacities men-
tioned above. 1f somchow each unit of work or leisure could com-
pete with every other unit, rent would altogether disappear. Sinec
rent represents the bencfit that a person derives from doing a parti-
cular type of work instead of any other or from work instead of
leisure, it fdllows that in the last type of situation in which each
unit of a person could compete with cvery other, there would be no
special advantage in doing one particular work nor any in abstain-
ing from work, And so the exercise of choice by an individual
would in such a case become unnecessary. Since that would be a
violence of an extreme type against our fundamental conception of
cconomic (human!) behaviour, we should not consider, even for
theoretical purposes, the situation in which the various units of a
person compete with one another. The conclusion then emerges
that in perfect competition rent cannot be eliminated altogether.

We have considered the case in which price is equal to average
cost and when such an equality is due to perfect competition in the
sense described above, rent does not disappear altogether. Let us
now study the case in which price is not equal to average cost.

In a stationary state that has existed for any length of time
the inequality of price and average cost can be accounted for by
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the presence of monopoly element on the supply side. In the case
-of monopoly, as we know, the price of a commodity does not equal
the average cost of production; and the position of equilibrium is
determined by the equality of marginal cost with marginal revenue.
“Thus, there is a surplus of income of the producer over the cost of
production of the particular commodity he is producing. Rent,
then, in each of the four senses considered above must exist in such
.a case. The extent to which the earning of the producer consists of
rent would depend mnaturally on the degree of monopoly element in
the situation. And since in a stationary state the actual price is
.equal to the expected, the entire surplus of income over cost is
aent, no part of it being of the nature of surplus profit.

In a dynamic economy things are different. There the differ-
«cnce between the price and average cost of production may be due
to the cxistence of monopoly element or to the fact that the expecta-
tions in regard to prices are not fully realised, or to both these fac-
tors. In so far as the excess of price is due to incorrect expecta-
tions it is called surplus profit. When competition is perfect in a
dynamic state the entire surplus of income over cost is surplus pro-
fit. But in a dynamic economy it is extremely difficult, if not inmi-
possible, for the forces of perfect competition to operate freely and
the excess of income over cost thercfore rarely, if at all, consists
entirely of surplus profit. We can, therefore, say that in a dynamic
economy when the income is in excess of cost, that part of the excess
avhich was unexpected is surplus profit while the rest is rent.

The relation between rent and price may now be considered
more fully. Arithmetically the relation can be thus expressed:
Price minus cost equals rent, price minus rent equals cost; and rent
plus cost equals price. But in these arithmetical equations there is
no indication of any casual relationship between rent, price and
cost. For such a relationship we have to look elsewhere. Taking
the first equation we find that if price increases, cost remaining the
same, the rent also increases. Again, when cost decreases, the price
remaining the same, rent again decreases. It is obvious that we
are considering cases in which rent actually exists. In other words,
we are considering the situation in which there is either imperfect
competition or perfect competition with freedom on the part of in-
dividuals to work for as many hours as they like in any occupa-
tion. In either of these situations rent will exist. And when it
does exist, it can increase when the price rises relatively to cost or
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cost decreases relatively to price. It would appear from this con-
sideration that price and cost are the causes of rent. When, how-
ever, we take the third equation we find that if rent increases or the
cost increases the price rises also. From this one might conclude
that rent and cost determine price. Whether rent is one of the
factors that determine price or price is a factor that determines
rent cannot be ascertained from the above arithmetical relation-
ships. For, all depends on the fact whether price, rent or cost can
change independently of the other two. Let us, therefore, go a
step backward and see how a change in these three quantities is
brought about.

The price of a commodity is determined by the forces of sup-
ply and demand. The cost of production of a commodity is deter-
mined by the foreces of supply and demand for the factors that are
used in its production. Thus the supply and demand of the com-
modity and the factors of production determine the price and cost.
And when these are determined the rent is also determined. Since
we cannot argue that supply and demand determine rent it follows
that rent is not determined independently of price and cost.
This, however, does not prove that price and cost together deter-
mine rent. For, all that the above considerations point to is that
rent is not determined without price and cost being also determined
at the same time. There is no indication that price and cost are
determined before rent is determined. In reality price, cost and
rent are simultaneously determined’. But the logical scquence is
clear enough. Rent is logically defined as the difference between
price and cost. Price cannot logically be defined as the sum of cost
and rent. That is merely an arithmetical deduction from the
logical definition of rent. When we say that price minus cost is
rent we are not, as a matter of fact, defining the concept of rent;
we are merely indicating the quantitative relationship betwcen the
thrce magnitudes.

The sequence of thought then is from the supply and demand
of a commodity and its factors to price and cost, and from price
and cost to rent.

1. Davenport says, ‘‘The truth is, as we shall see, and as in othcr eom-
ncetions we have already seen, that the cause of the price is not ultimately
with the remt, nor is the cause of the rent ultimately with the price. The
scarcity of product explains—on the cost side—the price of the product?’.
ZXconomics of Enterprise, p. 187,



272 ADVANCED ECONOMIC THEORY

Rent is income minus cost. Let us mathematically express this
surplus. For the sake of simplicity we shall assume that demand
and supply curves are linear (straight lines). For the supply
curve put A.C.=AX+C for the demand curve, AR =—A'X+C'".
Then, T.C.+4X*+CX and M.C.=24X +C. Also, TR—A'X*+C'X
and M.R.= —24’X+C". (A.C. stands for average cost, T.C. for
total cost and M.C. for marginal cost. Likewise, A.R. stands for
average revenue price, T.R. for total revenue and M.R. for marginal

revenue).
To maximise net income the producer (a partial monopolist)
equater M.R. and M.C. and gets,

’

'z4¢' poi i e
24z+c=—2A4'z+c' point which 6“2(A+A')
Net income or rent is given by x(—A'z+c'—Az—c). Substi-
tuting the above value of x we get,

(¢'—0)?
Rent=1} A+ A)

Where the supply and demand curves are inclined at an angle
of 45° to the axes A=A’=1. If the demand and supply curves.
meet the axes of Y at heights 10 and 2 respectively, rent then
becomes 8.

It will be seen from the expression for rent that it is greater,
greater is ¢'—a, that is, the difference between the highest price
and lowest average cost. Also, rent is greater, smaller are the values.
of A and A’, that is, the gentler the slopes of the demand and sup-
ply curves (i.e., when cost and utility of the output vary slowly).



CHAPTER XXVII

CO-ORDINATION OF THE THEORIES OF INTEREST

Of all the theories in Economics that of interest is perhaps the
most important both from theoretical and practical points of view.
In theory its importance ean be judged from the innumerable ex-
planations of the phenomenon of interest offered to us by all writers
from Adam Smith to Keynes. Its practical importance hardly
needs mention to-day. Problems of Public Economics such as inter-
national trade, public finance, the control of trade cycles and econo-
mic planning have to depend for their solution on the correct under-
standing of the nature and behaviour of interest in the modern pro-
gressive world. An attempt at the relationalisation of the theories
of intercst, as has been made in this chapter, should therefore need
no apology.

All writers on Political Economy from the time of Adam Smith
seem to have placed one guiding question before them, namely, what
is interest duc to, in the light of the answer to which they have deve-
loped their own theories of interest. Obviously, of course, this
simple question admits of some such answer as that interest is due
to the productivity of capital (demand side) or to time-preference
(supply side). Sometimes, again, the question seems to have been
posed in a slightly different way and it has been asked, ‘“What is
interest a payment for?’’ And the answers to this question, such
as that it is a payment for waiting, for abstinence® or for the loan
of money, have suggested a series of apparently divergent explana-
tions of the phenomenon of interest.

All the doctrines of interest that spring from an attempt to
answer such questions in a direct and categorical manner must of
necessity be incomplete. The best approach to the theory of interest

1. Properly understood waiting and abstinence mean the same thing. It
is strange, thercfore, that economists should have quarrelled on this point.
Marshall prefers the word waiting while Davenport considers the word absti-
nence to be the better of the two. For him, however, neither waiting nor
abstinence is a satisfactory word. But Davenport in his zeal for originality
has unnecessarily created confusion here. To wait means, as is shown later
§n the text, not to consume, and not to comsume means to abstain.
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must be one that starts from the fundamental conception of interest.
And linked as it naturally is to that of capital no explanation of
interest should be considered as complete that does not satisfy the
logical definition of the term capital. Whether the rate of interest
can be zero or negative, or whether productivity is an essential
condition for the existence of a positive rate of interest’, are some
of the questions which would be extremecly easy to answer (but
which have led to much confused thinking) were one to keep before
one’s mind a clear coneception of capital and remember that interest
is what such capital earns.

Interest must be defined as the carning of capital; and the
earning of capital, like that of any other factor, is determined by
its marginal productivity. This simple statement contains answers
to two questions: What is interest and how is its rate determined?
The marginal productivity of capital depends on its supply, under
given conditions of demand or, which is the same thing, given tech-
nique of production. Let us consider a third question. Why is
there interest? This is tantamount to asking why is interest a posi-
tive quantity greater than zero? The answer of course is that it is
a positive quantity greater than zero because marginal productivity
is greater than zero and that is so because the supply of capital is
scarce. Scarcity of capital, like that of any other factor, is to be
understood in the sense of its productivity. It is regarded as a
scarce factor of production when it is wot possible to Fe-
duce its quantity in use without decreasing the amount that it
produces in co-operation with other~factors®. In other words, it is
scarce so long as it has some (positive) marginal productivity. It

1. There are many who still believe that the rate of interest can be zero
or even negative. Tn 1886 Foxwell in a paper on ‘‘Some Social Aspects of
Banking’’ explained the possibility of a negative rate of interest. Marshall
and Fisher also identify themsclves with such a view. Even Keynes’s explana-
tion of the theory of interest would admit of such a view. It should be noted,
however, that interest, being the earning of capital—a factor of production—
can ncver be negative, just as wages can mever be negative. What could,
however, be negative is the payment from a person who borrows to another
who lends. But such a payment is hardly ever pure intcrest.

2. In other words, a factor is scarce when its marginal utility (in our
example, productivity) is greater than zero. In modern phraseology, we could
gay that as far as considerations of production go, a factor is not searce when
§ts elasticity of substitution is zero. Mrs. Robinson and J. R. Hicks were
the first to speak of clasticity of substitution.
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follows from this that the only logically straightforward answer is
that intcrest is due to, or exists because of, the productivity of eapi-
tal. This statement might seem to lay emphasis on the demand or
productivity side of capital neglecting to take account of the foreces
on the side of supply. Iowever, it does not amount merely to the
so-called marginal productivity theory of capital. For, in this
notion of marginal productivity is implicit that of the supply of
capital. The marginal productivity of capital depends on the
amount of capital in use, and the amount in use is determined not
only by the considerations of productivity but also by those of the
ease with which the supply can be increased. So, behind the fact
of marginal produectivity the forces of supply and demand play
equally important parts.

Coming now to our original proposition, namely, that interest
is due to the marginal productivity of capital being greater than
zero, we may link it with another on the side of supply and say that
interest is due to the scarcity of capital in the sense that it requires
some cffort to produce it. IJad the production or creation of capital
required no effort, the use of capital for purposes of production
would have been carried to an extent where its marginal productivity
had dwindled to zero. Thus, we can explain the phenomenon of
Auterest in another way by saying that interest is due to the effort
or abstinence that ereation of capital requires. This effort or absti-
nence is, however, due to the fact of waiting, for in Economics to
create capital means simply to wait—a fact that will be made clear
presently.

Hence, the phenomenon of interest ean be looked at from three
points of view. From one point of view, interest appears as due to
and determined by the marginal productivity of capital. From
another point of view it appears to be due to and consequently deter-
mined by the abstinence or effort that the creation of capital neces-
sitates. While, from the third point of view it appears to be a price
of waiting. These, as has already been observed, are not three
different and antagonistic explanations of the phenomenon of in-
terest and do not form bases of divergent theories of interest.

We can now add to these three a fourth explanation of interest,
namely, that interest is the tangible expression of tlme-preference.
This follows directly from one of the above explanations. Waiting
involves abstinenee only because one does not like to wait, a present-
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enjoyment being always preferred to an equal enjoyment in the
future’. But the discussion of this point may be put off till we
have examined the concept capital itself.

Before passing on to the discussion of the meaning of capital
fet us summarise the foregoing explanations of interest. Interest
is the price for the use of capital. (It is due to the marginal pro-
ductivity of capital being greater than zero. This is derived from
ihe user’s or borrower's conception of capital.) In the second
place, interest is the price of waiting or abstinence. (It is due to
the fact that the creation of the marginal unit of capital requires
effort or abstinence. This is the conception of interest from the
creator’s or lender’s point of view.) 1In the third place, interest
ijs the expression of time-preference. (It is due to the fact that
present enjoyment is preferred to an equal enjoyment in the future.
This is also the lender’s or creator’s conception of interest.)

{ If now interest is at once the price for the use of capital and
the price of waiting or the reward of abstinence, it is clear that in
a competitive market for capital interest would be settled at the
point at which the marginal productivity of capital and the marginal
disutility of waiting or ‘marginal abstinence become equal when
both are expressed in money or any other common medium of mea-
surement: Consistently with all these explanations of capital we
can define interest as we did in the beginning of this chapter, that
js, as the earning of capital. This is a fundamental definition of
capital and is applicable alike to cases in which capital is used by
the creator himself and those in which it is used by the borrower.
The earning of capital is determined (in a competitive system) by
the productivity of the last unit of capital in usc; the amount of
capital in use is determined (under given conditions) by the avail-
able supply; the supply available depends on the cost of creating
eapital, d.e., on the cost of waiting or abstinence; and finally, the

1. This is a debatable point. Some of the modern economists think that
for a perfectly rational man present and future enjoyments are of equal signi-
ficance (certainty being assumed). Though agreeing in substance with these
economists, I would prefer still to maintain that it is the essence of human
psychology to nrefer the present to the future.

Often, of course, a man is found to postpone an enjoyment, preferring to
have it in the future rather than at once. He does so beeause he obtains
thereby the pleasure that consists in hoping and expecting. But this only goes
¢c support the contention that the ultimate aim is to maximise present emjoy-
ment.
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eost of waiting or abstinence is determined by the preference for
the present over future enjoyment.' In the position of equilibrium,
the marginal productivity of capital (on the demand side) equals
the marginal cost of waiting or the preference at the margin, of
the present over future enjoyment.

It has been felt necessary to analyse the concept of capital
because interest has been defined as the (marginal) cost of creating
capital, and the creation of capital has been explained as consisting
in waiting. Thus interest, from the supply side, has been under-
stood as a compensation for the cost of waiting. The concept of
capital is thus linked to that of waiting. It is neccessary, therefore,
to explain how capital is created by a process of waiting'.

Capital is a factor of production and, therefore, it consists of
material goods that are used in an act of indirect satisfaction of
wants. A commodity that is used in the direct satisfaction of a
want is thus not capital. There are two broad uses of every com-
modity. We can use a thing to satisfy a want directly or to satisfy
it indirectly. In the first case, we are said to ennsume it; in the
second, to use it as capital. Thus capital is that which is not direct-
ly or immediately consumed. In other words, the use of capital
involves the forgoing of immediate consumption. A thing that is
capable of being consumed at once thus becomes capital when it is
used as a means to some remote satisfaction. Hence, we create
capital by undertaking to postpone consumption, 4.c., by undertak-
ing to wait. A thing that is by nature capable of being used only
as capital is capital by existence and cannot be considered as being
created. This is true more or less of all capital goods. They are
by nature incapable of being used as commodities of consumption.
‘We can then be said to create capital only when we decide to use
as capital what is capable of being used in the direct satisfaction
of wants, and when we so decide we are said to make a decision to
wait. Creation of capital is thus tantamount to waiting. A thing
that is capable of two such alternative uses is the command over
consumption goods, general purchasing power or money. Thus, for

1. Certain differences between conflicting theories of interest can be traced
to the diffcrent senses in which the term ecapital is used. It is of paramount
importance, therefore, to define capital as widely as is consistent with the true
economic rfieaning of that term. It seems to me that there is no simpler and
better definition of capital than that which identifies it with anything that is
saved.
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purposes of the study of interest, capital means money or any gene-
ral. command over consumption goods. It is, therefore, clear that
the only way to create capital is to wait or to abstain from imme-
diate enjoyment. It has already been said that a thing that exists
as ecapital for an individual at any particular time is incapable of
rendering direct and immediate satisfaction and, therefore, the in-
come derived from it cannot aptly be called the price of waiting.
It is for this reason that modern economists prefer to designate such
incomes from all capital goods quasi-rent.

Interest, then, in the modern world is purely a monetary pheno-
menon. In the absenee of money or, what comes to the same thing,
in the absence of any commodity that represents a general command
over consumption goods, the conception of interest would be linked
to labour more appropriately than to any other factor. For, in the
absence of money things would by mature be fit either for use as
consumption goods or for use as capital goods; and in such cases
the only thing that would admit of alternative uses would be labour
(all human faculties included). It would, for example, be open
to an individual, then, to use his Jabour power for the enjoyment
of consumption goods or capital goods’. But this is probably beside
our point.

At this stage now intercst ean be defined as the carning of capi-
tal and capital is the thing that is not used in the direct satisfaction
of wants. Further, interest cquals the marginal productivity of
capital and the marginal productivity depends on the amount of
eapital in use. This amount depends on the supply of capital and
the supply of capital is directly regulated by the cost of supplying
or creating it. Sinece capital is that which is not directly consum-
ed but which is the result of postponed enjoyment, the cost of capi-
tal creation consists in the cost of waiting. Iuterest, then, is deter-
mined by the amount of capital in use which, on the one hand, is
regulated by marginal productivity and, on the other, by the margi-
nal cost of waiting. As marginal productivity diminishes and

1. Prof. Adarkar should agree with me here, for he mays in his book The
Theory of Monetary Policy that a community can save but only its productive
resources.

Armstrong is also of the same view. For he says that in a state of equili-
brium there would be no interest, ali income being regarded as wages of labour.
Frobably Armstrong overstates the ease.
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marginal cost remains constant or increases, with use, it is possible
for us to reach a point at which these become equal. So long as
this point of equilibrium is not reached interest continues as an un-
stable income.

These propositions are universally true and their validity docs
not depend necessarily on lending and borrowing transactions,
When a man uses his capital himself or, to express it more correct-
ly, when a man decides to use his resources as capital rather than
as consumption goods, he combines in himself, in a sense, the
agencics of the lender and the borrower. He is a lender inasmuch
as he forgoes temporarily the enjoyment of direet satisfaction and
is a borrower inasmuch as He makes usc of the capital goods.” (As
a matter of fact, however, he is only a lender—for he has forgone
the enjoyment of dircet satisfaction. The borrower should strictly
mean the borrower of direct satisfaction. We have such borrowers
in the case of loans for consumption purposes.)

Let us now make the concept of time-preference a little more
precise. The cost of waiting—the cxpression that has been repeat-
edly used above—implies the idea of time-preference. Waiting is
a cost item only because it is disagreeable. And it is disagreecable
because man is so constituted mentally that he prefers present to
future enjoyment of the same magnitude. It is mecessary to note
carefully that what a man prefers is not necessarily present goods
to futurc goeds, but present enjoyment to future cenjoyment. A
final psychic income of a given intensity or magnitude has greater
attractiveness in the present than in a future period.” It is the
damage that enjoyment suffers through its journey over time, as it
were, that is the true cost of waiting. Man’s mind may fully well

1. Most of the theories of intcrest are the thecorics of lending and borrow-
ing of money. When Keynes, for instance, says that interest is the price not
of saving but of not hoarding he is clearly but unwisely identifying intercst
with the earning of only that part of eapital which is lent or borrowed. The
difficulty cannot be got over by calling the income of eapital that is not lent
quasi-rent. For, even quasi-rent is interest referred to an object instead of its
value.

2. Professor Fisher does not always make a clear distinction between the
preference for present goods and tho preference for present enjoyment. He
speaks, for imstance, of negative preference or impatience saying that when
future income is rclatively scarce, preference is negative. For a correct theory
of interest it is necessary always to understand preference in the sense of’
preference for enjoyment rather than for goods.
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measure the intensity of a distant enjoyment but that measure is
invariably discounted and makes a feebler appeal than an equal
measure of present or immediate enjoyment. Man prefers, in other
words, the nearer to the farther. Ilis preference for one over the
other is a mere time-preference and this time-preference makes
waiting a disagreeable job—a cost. In an aet of saving or wait-
ing, therefore, the future enjoyment in itself must be greater by at
least the rate at which the human mind discounts the future. This
rate at which fulure enjoyments are discounted is perhaps con-
stant, though the rate at which commoditics are discounted varies
with the provision already made for the future. But things (or
command over consumption goods) frucgify by the process of saving,
that is, in more familiar words, capital is productive, and this pro-
ductivily diminishes with the increase in the quantity of capital.
Hence, as said above, capital creation stops when the margiual pro-
ductivity equals the marginal cost of waiting—it equals the rate of
time-preference.

When it is said that interest is the expression of time-prefer-
ence, it is meant merely to draw one's attention to the most funda-
mental factor that determines the rate of interest. But it would
be an error to imagine that in the real world where exchanges are
made not between cnjoyments of a given intensity but between
money (of unstable value) at one time and moncy at another, the
concept of cost of waiting is synonymous with that of time-prefer-
ence. For, under a given stage of development of & man’s mind,
his time-preference is fixed at a certain figure, say, 10% per annun.
But had time-prefercnee been the same as the cost waiting and had
it consequently gone to determine the rate of interest, the equili-
brium rate of intercst would have remained stable at that figure of
10 per cent. The fact, however, is that what a man saves or lends
in a tangible shape is money (to take a concretely perceivable case)
and what he uses or reccives back is also money. The utility of
money received, at the time of receiving it, must be greater, by the
rate of time-prefercnce, than the utility of the money saved, at the
time of saving. But in the world in which reckonings are made in

1. Time-preference plays an important role as a determinant of interest
in Pigou’s Economics of Statiomary States. He says, ‘‘These two rates (death-
rate and birth-rate of capital) are equal when the stock is such that its margi-
nal produet expressed in the manner of Chapter X-6, are a rate of interest, §s

equal to the rate at which the representative man possessed of representative
income discounts future satisfactions.’’
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terms of tangible things, the cost of waiting is measured in, say,
money and the difference between the money received and the money
saved (at the margin) gives us the measure of cost of waiting. For,
here, cost of waiting means the cost of waiting to consume money,
and not, as the expression time-preference would signify, the cost
of waiting to enjoy satisfaction of a given intensity.

In a similar way the productivity of ecapital is measured in
terms of money, and not, as it conceivably should be measured, in
terms of satisfaction. 1f an investment of Rs. 100 yiclds, after a
year, an income of Rs. 110, productivity of capital is reckoned at the
figure 10 per cent. per annum. In reality, however, the true pro-
ductivity of capital is given by a comparison of the utility of
Rs. 110 with that of 100. An equilibrium rate of interest of 5 per
cent, thus indicates marginal produnetivity of capital of 5 per
cent. in terms of money and the marginal cost of waiting also of
5 per cent. reckoned in money aé;ain. But a 5 per cent. rate of
finterest does not indicate a time-preference of 5 per cent. and it
is, therefore, illicit to argue that the rate of interest in the manner
in which it is actually reckoned and stated, cquals the rate of time-
preference.  The recognition of this fact does not, however, in any
way, minimise the importance of the concept of time-preference or
the vole that it plays in the determination of the rate of interest.
The cost of waiting as it is actually measured, is a function of time-
‘preference and, the utility of money.

The study of this case points to the difference of the same order
as that between nominal and real rates of interest as defined by
Professor Fisher though, it may be noted, our exposition does not
at all run on precisely the same lines.

1t has been shown that interest could be considered as a com-
pensation for the exchange of present enjoyment for future enjoy-
ment. When a consumption good is turned into capital good or
when the right to enjoy consumption goods is exchanged for the
possession of capital goods, what is really done is to exchange pre-
sent enjoyment for future enjoyment. In the case of money, the
present and future uses take respectively the forms of hoarding
money and lending it out. Thus, interest could be viewed as a payment
for not hoarding. Keynes for this reason looks upon interest as a
payment for forgoing liquidity. The recognition of the part that
liquidity preference plays in the determination of the rate of in-
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terest, therefore, does mnot render our explanation of the pheno-
menon of interest incomplete. Liquidity-preference does not play
its part only in matters of money. Not only can a person hold in
liquid form monecy that is ecapable of being lent but he can hold other
commodities as well in such a form. Making consumption-use of a
commodity has the same relation to making a capital-use of it as.
idle cash or liquid money has to investment.

Keynes’s theory' is that the rate of interest is not determined
by the supply (and demand) of saving. The amount of money
saved by the recipients of income does not all become available for
purposes of lending. Only a part of thc money saved is actually
offered to borrowers, while the rest remains hoarded. Hence, interest
§s determined by the supply of money that is not hoarded. It is
the price for not hoarding, rather than for not consuming. Since
the money that is hoarded is, according to Kcynes, meant simply to
satisfy liquidity-preference of the holder of money, it follows by
direct substitution that the rate of interest is determined by liqui-
dity-preference.

This way of reasoning is open to attacks from two directions.
In the first place, the apparent conflict between Keynes’s theory
and the classical explanation of the phenomenon of interest arises
from an erroncous conception of the nature of saving. As a matter
of fact, the amount of money that is hoarded is not, in the true
cconomic sense of the word, saved. Hoarded wea]th administers
directly to the satisfaction of wants. It constitutes a consumptioh
good, not a capital stock. Saving, on the other hand, involves sacri-
fice of immediate enjoyment; hoarded wealth involves no sueh sacri-
fice—it dircctly satisfies a want.’ The price for not hoarding is,
therefore, in reality the price for saving. On a wider and more
correct view of saving the apparent loophole in the classical doc-
trine disappcars.

1. For a ecritical study of Keynes’s theory see Chapter XXIX,

2. A miser is, thorefore, not a saver of wealth. Ho puts aside his income
not with a view to using it in the future. IIis hoard gives him a direct satis-
faction immediatcly. He does not abstain when he hoards. True, there is no
such pure and simple miser. But the miser in every man undergoes no absti-
nence when he hoards wealth. This point is important in thc scientific study
of the theory of interest. Keynes ignoring this differcnce between saving and
hoarding includes the desire ‘to satisfy pure miserliness’ in the list of factors
on which the amount of saving depends. For him mnot-spending and saving
are the same.
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The entire amount of money held in liquid state by a person,
however, does not constitute his hoard. A part of such money—
perhaps a large part—has the express object of satisfying the want-
of liquidity. This part is, in the proper sense of the word, said to-
be saved, and yet, it might appear it does not go to determine the-
rate of interest since it does constitute a part of the supply of sav-
ing. Here, it might be supposed, is a real conflict between the
classical and Keynes’s explanation of interest. The conflict can,.
however, be traced to the fact that the term rate of interest is
capable of two different interpretations. Keynes understands by
interest the payment made by the borrower to the lender when
they are different persons. If we admit that the borrower and the-
lender can as well be one and the same person then, as argued in
the earlier part of this chapter, interest appears as the earning of
capital. The amount of hoarded money that is meant to satisfy-
the preference of the person for liquidity earns interest as much as
the amount that is actually lent. On a wider interpretation of in--
terest, then, the rate of interest appears as a function of the supply
and demand of saving.

Tt should now be clear why Keynes rejects the view that interest-
is the price of waiting. Since waiting goes with the entire amount
saved (not consumed) and sinee, in his view, only a part of this.
amount goes to determine the rate of interest, the ‘“price of wait-
ing’’ cannot be regarded as an adequate description of interest. No-
further explafation should, however, be nccessary to show that
when the terms saving and interest are correctly interpreted cvery
part of saving involves waiting and every part of it goes to deter-
mine the ratec of interest.

Keynes explains the difference between his and the eclassieal
theory by saying that while the classical doctrine maintains that
the rate of interest is determined by the demand and supply of sav-
ing (credit) his own theory is that it is determined by the demand’
and supply of money.! As a matter of fact the two theories are
one and the same.

1. In the symposium referred to elsewhcre, Rohertson comments on this-
point as follows: ¢‘¢Docs it follow that we are dcbarred from regarding the-
rate of interest as the price of the use of loanable funds? I do mot think so-
...... The fact that rate of interest mecasures the marginal convenience of hold-
ing idle money need not prevent it ¥rom measuring also the marginal incon-
venience of abstaining from consumption’’.

(Continued on next pagep
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The demand for monecy consists in the demand for liquidity
while the demand for credit consists in the demand for purchasing
power. The supply of money consists in the acquisition of defer-
red claim on goods, and likewise supply of credit also consists in
the acquisition of such a claim. Speaking in terms of credit, the
rate of interest is governed by the amounts offered by lenders and
demanded by borrowers (that is, by the quantity of pure capital
or money). But the amount that people want to lend depends on
how much they want to hold in liquid shape, or rather on how much
they do not want to hold in that shape. Similarly, the amount that
people want to borrow depends on how much cash (or liquidity) they
want to possess.

Some difficulty arises when eredit means or includes (as it of
course should) bank loans. For, a bank might create loans with-
out the appropriate money backing—that is, out of nothing, as it
were. But this difficulty could be got over by regarding bank loans
as money. As a matter of fact, we should make a clear distinetion
between the fact of the ereation of a loan by a bank and its grant
to a debtor. As soon as a banker gives credit io a client by creating
new money—bank loan—he performs two operations simultaneous-
ly. In the first place, he creates money and, in the second place,
hie lends it. Since the act of creating money is concurrent with that
of allowing credit, it gives rise to the erroncous idea that in such
cases the banker creates eredit. e

We now come to Armstrong’s theory. His conceptions of capi-
tal, saving and investment are novel and confusing. His theory of
interest differs from almost all the well-known theories. Ilis con-
ception of capital is very much the period-of-production conception
of the Austrian school. There is no capital so long as the process
of production is not being lengthened. Saving is defined as con-
-sisting in the sacrifice of ecarlier for later incomes. (This is the

(Continued from previous page)

Ohlin writes similarly, ¢‘The theory 1 advance does not dispute that the
rate of interest equalises the advantages of holding actual cash and a deferred
«laim on cash. The difference between Mr. Keynes’s theory of interest and
my own, which is built on the Stockholm theory of saving and investment, lies
in the fact that Mr. Keynes gives to the quantity of cash a central place,
whereas in my opinion the quantity of claims plays just as fundamental a
vole and provides a direct link with saving, investment and the whole economie
~process’’.
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accepted definition of saving today.) But there is said to be no
saving and o investment when development stops and the method
of production (though already round-about) ceascs either to become
longer or to become shorter still. Accordingly, in a stationary state
there is no capital, no saving, no investment and no interest. The
crux of the problem is that there is no saving because there is no
waiting or abstinence in the act of merely maintaining a round-
about method of production. According to the theory we have put
forward here, in such a case there is no further saving and there-
fore no further income, because there is no further abstinence. This
should remind one of Davenport’s similar view on waiting. For
him too, abstaining from eating up capital is no abstinence. What
is the waiting involved, he asks, in using Nature’s waterfalls for
productive purposes?

If the material means of production used in creating income be
not capital because the process of production is not being further
lengthened, what are they? And what is the income from them
to be called? Armstrong has only a partly satisfactory answer to
give. While explaining this point he writes, ‘“‘Ile is much more
likely to regard the whole of his income as the product of his labour
and will be quite unconscious of any compulsion to treat part of his
income as being paid by one part of himself to another part for the
service of refraining from reverting to a less productive method of
utilizing his labour’’. But there is a differcnce between what a
man may be conscious of and what economic analysis may reveal
to a student of the subject. When the labourer owns his own capi-
tal and when the stationary state is reached there certainly arises
no necessity for him to separate the share of capital from his own
earning of labour. Nevertheless, it would be possible to find out by
the marginal productivity analysis the share of capital. Armstrong
looks at the process of production and the ultimate receipt of in-
come from the point of view of the human factor, the labourcr. The
traditional theory, taking the dynamic character of economy for
granted, looks upon the process of production and its productivity
from the point of view of the human factor, labour, as also fromr
that of the lifeless factor, capital. And since capital is owned by
human beings there is no absurdity in such a point of view.



CHAPTER XXVIII
NEGATIVE RATE OF INTEREST

The belief in the possibility of a negative rate of interest has
Yeen held by cconomists for quite a long time now. Evidence of
such a belief is to be found in the works of Economists of the emi-
nence of Marshall, Foxwell, Keynes and Fisher.! For all of them
dhe rate of interest may not only fall to zero but may conceivably
cross the zero line and become a negative quantity. It should not
be difficult to prove that such a view and consequently the relevant
theories of interest have no scientific or logical foundation. The
wvery phrase ‘‘negative rate of interest’’ is an example of a curious
contradiction in terms. Interest is the earning of capital. Capital,
being a factor of production, is necessarily productive.” Interest is,

1. Marshall: ‘“‘In such a state of things the postponecment of and waiting
Hor cnjoyment would be an action that incurred a penalty rather than reaped
a reward: by handing over his means to another to be taken care of, a person
.could only expeet to get a sure promise of somfething less, and not of something
anore than that which is lent; the rate of interest would be ncgative’’. Prin-
.ciples, 8th ed., p. 232.

Foxwcll: That the rate of interest may conceivably become a negative
«uantity was discusscd by Foxwell in 1886 in a paper on Some Social Aspects
©of Banking read before the Bankers’ Institution.

Keynes: He belicves in the abstract possibility of tho rate of interest
Dbeing negative. ‘‘We have assumed so far an institutional factor which pre-
~ents the rate of interest from being negative’’. Genecral Theory, p. 218.

Fisher: In his book on The Theory of Interest, Prof. Fisher has, by a
Jong process of reasoning, attempted to show how the rate of interest ean be
zero and even negative. His examples of hard-tacks and figs will be recalled
‘by the readers. He has, it may be menlioned, confused met interest with
that omnibus concept of gross intercst in one case and commodity interest in
Ahe other.

2. Every factor of production is productive (of utility) during the full
period of its employment. If it were to produce no income (and income in
tho final analysis is psychic), it would not be used as a factor of produection.
“Of course the income thus understood is a derived ome. While capital is being
ased as a factor of production the income that is concurrently earned is due
4o the expectation of the final income. Whether the final income is positive
©or not matters little, so long as a positive income is anticipated. And unless
#uch a positive return is expected a thing is not used as capital. We might,

(Continued om next page)
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therefore, invariably positive. This point will be explained later
with the help of a diagram.

The fallacious view that the rate of interest can be negative
has its foundation partly in the confusion between pure or met in-
terest and gross interest. That gross interest can be negative should
be obvious to all. For it is an algcbraic sum of net interest and
other charges which are anything but interest. If by negative in-
terest is meant negative gross interest, then the phenomenon of nega-
tive interest becomes so bare and simple that it hardly deserves a
mention in the study of Economies. For Marshall, Foxwell, Fisher
and others the negative rate of interest is really the positive pure
rate of interest plus the negative charge for the safe custody of
capital. In certain cases the concept of zero ratc of interest owes
its origin to the failure to realise the fact that intcrest and money
interest are not one and the same thing. There is no money interest
in Robinsonian economy. Dut there 7s capital and there ss its earn-
ing, its productivity, the pure interest.*

Onc of the fruitful sources of confusion between pure interest,
gross interest and money interest can be traced to the erroneous
conception of capital. A sum of money deposited in a bank to
ensure its safety is not capital in so far as it is regarded as a valu-
able commodity. For, capital is what is rightly called pure capital
The sum of money considered as a valuable possession, needing a
safe place for deposit, is only a capital-good. Nor is hoarded wealth
ever to be confused with capital® A capital-good is a good that is

{Contwnued from previous page)

if we so desire, call the final income rent of the ecapital-goods and the income
that is being concurrently ecarned interest. This logically correct conception
of interest is the only one that enables us to sce the posilive interest of a
productive factor in the final negative result, which is an algebraic sum of
intcrest and positive or negative surplus profit.

1. Most economists, Fisher and Keynes not excepted, confuse interest
with money interest. ¥or them interest arises only when there are two persons
—one a leuder, the other a borrower. They fail to realise the fact that the
functions of a borrower and a lender ean be performed by the same man. Robin-
son Crusoe did produce wealth, he did use capital and his ecapital was produe-
tive. He did perform the function of waiting and he did earn interest for it.
Would we say that there was no interest in his case? The divergencies bet-
ween the various modern theories of interest are in no small measure due to
this erroneous conception of interest.

2. For Keynes there is no difference between saving and hoarding. He
says, ‘‘To satisfy pure miserliness, ¢.e., unreasonable but insistent inhibitions
against acts of expenditure as such’’, as a cause of accumulation of saving.
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saved as contra-distinguished from a good that is consumed. Money
or wealth that is hoarded is not, in the right sense of the word,
saved. A hoard satisfies a direct want—the satisfaction derived
from it is direct, whercas the satisfaction derived from a capital good
or saved wealth is indirect.’

Is capital, understood in its correct economic sense, then, likely
to yicld negative pure interest? The question could be answered
with a straightforward ‘‘no’’. But we shall proceed analytically
and logically to arrive at a correct and full answer to this question.

Let us begin by taking the case of a man who has a certain stock
of a commodify which he can either use in the present or save for

future consumption. The amount saved would become capital i
such a case.’ Tn the diagram above the curve A represents the dimi-
nishing marginal utility of expenditure; the curve C the diminishing

1. For Xeynes interest is due mot to saving but to not-hoarding. It
would appear, therefore, that he was exeluding hoarded wealth from capital.
This, however, is not the faet. For Keynes understands by interest money
interest or at any ratec what the borrower receives from the lender when the
lender and borrower are not onme and the same man. If he were made to sce
that interest can bhe earned by a man lending to himsclf he would include a
miser’s hoard in ecapital.

2. Capital is best defincd as that which is saved. This definition leads
to the correct comception of capital as pure capital. When we talk of the
commodity saved as capital we really mean to say that it is a eapital good.
The differcnce between what is and what is not a capital good is of the same-
order as that between consumption and production.
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marginal utility of saving (undiscounted); and the curve B the
diminishing discounted marginal utility of saving. The vertical
distance between the curves C and B indicates the rate of time-
preference.

If the stock of wealth be OB, OA of it would be consumed and
AB saved; the rate of interest would equal CB and would balance
the time-preference.

1f the stock of wealth be OB’, OA would be consumed and AB’
saved: the rate of interest would be zero. The future marginal
utility of AB’ saved is zero, its discounted value is also zero. The
curve B coincides with the X-axis after reaching the point B. If
the rate of discount be not zero, saving of AB’ would entail a loss
of utility in the present, to minimise which consumption would also
be inercased. But it is more reasonable to suppose that human
mind can ignore the quantity BB’ so that the saving of AB’ causes
no disutility." Tn that case interest would be zero. When the stock
is larger than OB’ the person would not consume the excess over OB’
¢ven in the future—it would be as good as non-existing. The rate
of interest would still be zero.*

If the person cannot completely disregard the extra amount of
the commodity, that is, if it cannot but be a cause of disutility to
him in future, then the dotted curve would extend below the X-axis
and the curve would take the shape B'K after the point B’

In such a ease it is conceivable that when the stock is larger than
OB/, a greater quantity than OA would be consumed and would give
negative marginal utility, giving indication of a megative rate of
interest, in the sense that the amount saved instead of having more
utility in the future and less, by discount, in the present, has really
a greater utility or less disutility in the present.

Such a case is, however, purely hypothetical. It is not easily
possible to conceive of a stock of commodity that would be in excess

1. Tt is difficult to say whether the rate of time-preference, indicated in
tho diagram by the vertical distance between curves B and C, is constant,
diminishing, or increasing. But it seems most reasonable to assume, in the
abscnee of any clear indieation to the contrary, that it gradually decreases.
Consistently with this assumption the curve B is drawn herc to meet the curve
¢ in B’. Further light is thrown on this point later in the body of this
chapter.

2. The curve C, under such a consideration, would coincide with the
¥X-axis after reaching the point B’’.
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of all present and future needs." But even when such a case is
imaginable it is not difficult to see how the quantity of the commo-
dity in excess of the amount AB’ cannot be regarded as having
been saved. For, to save means not to consume, it implies the idea
of abstaining from the present use, and clearly there is no such
saving when all present wants are fully satisfied.” As a matter of
fact, the quantity AB’ fixes the maximum limit to the amount of
capital that the person can create, that is, accumulate. All quanti-
ties of the commodity in excess of the amount OB’ must, therefore,
be looked upon as a fresh commodity, satisfying or obstructing the
satisfaction of some other want than the one that is under considera-
tion. For cxample, suppose OB’ quantity of wheat is all that would
cver be needed by a person (assuming that wheat is not perishable) ;
then the surplus above this quantity would neither be consumed as
food nor saved as provision for the future, but would be treated
merely as a commodity that cither satisfies some other want or
obstruets its satisfaction. Suppose that this surplus amount causes
some disutility—an assumption that is most favourable to the treat-
ment of the so-called negative interest. The most natural course
for the person to adopt in such a case is perhaps to destroy this
superfluous quantity. Let us say he burns it. We then should
look upon this surplus as a commodity satisfying another want, the
want to burn it away. The quantity of wheat that is burnt would
in such a case be his capital (not of the same type as the wheat
saved) satisfying some remote want. More correctly it would be
land, for the wheat that is burnt is not capable of an alternative
use and is, therefore, not capital in the striet sense of the word?®

1. When we understand by capital pure capital, say, as money kept aside
for future use, it becomes abundantly clear that such a case of marginal utility
-sinking to zero or becoming a negative quantity is impossible.

2. This point can be explained in another way also. Saving necessarily
involves abstinence and when all present wants that a commodity can satisfy
are fulfilled, there is obviously no abstinence involved in the act of letting the
surplus remain unused. Of course the word abstinence has to be used in its
corrcet sense. Those economists who maintain that saving involves no absti-
nence on the part of the rich man, misuse the word abstinence. The fact that
a rich man can save more easily than a poor man does not mean that he ean
save without forgoing the satisfaction of some possible present wants.

3. Any thing that is not wanted—superfluous quantity of wheat in this
example—has to be wanted for purpose of disposal. But as it can be used
(Continued on mext page)
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Adopting this correct attitude towards every amount of the com-
modity in excess of OB’ we can easily explain how the rate of in-
terest can never become negative.

In our daily life many different kinds of income are earned
together and many kinds of expenditure are incurred together. A
worker, for example, is paid by his employer a sum of money that
ineludes his wage and his salary for the mental or organising work
that he does and, in fact, a little of profit for the uncertainty that
he bears. But the most important and the most obvious part of
his ineome is wage. In practical life it does not become necessary
for us to recognise the fact that a worker earns different kinds of
income which he receives in a lump. In precisely the same mauner
one has to incur many different categories of expenditure together.
And nobody feels the need of analysing the contents of the expendi-
ture he incurs except when some cost accounting has to be done.

Further, often income and expenditure are mingled together.
What one has to receive and what one has to pay are not kept dis-
tinet. When one deposits some money in the bank he has to get
interest for it but at times also has to pay the banker for the safe
deposit of his money. Interest has to be received by the lender and
the remuneration for the safety of the saving has to be received by
the borrower. But the two processes are combined into one and after
deducting one amount from the other the balance ix paid to the
depositor. Neither the lender nor the borrower is always conscious
of the fact that what is passed on from the borrower to the lender is
a balance of two payments in opposite directions. It might well hap-
pen that when the charge for the safe keeping of the money is greater
than interest money passes in the reverse direction, t.e., from the
lender to the borrower, giving rise to the phenomenon of negative
rate of interest. It has been argued to show above how it is not
(aud ean never be) interest. An economist is concerned with the
study of the life of econsumers and producers no doubt but in order
to make fruitful study he has to analyse the phenomena he sees.
And when they are analysed it is realised that what appears as
negative interest is a mixture of positive interest and some other
income or incomes in the reverse direction.

for that and only that purpose and cannot be used for the purpose of direct
satisfaction of want, it is best defined as land. For, capital is a ereation of
man, that is, something that he has turned into capital.
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Luckily, however, no economist ever speaks of negative wage
or negative salary. That is because it is so obvious to him that a
labourer must get his positive income, his positive remuneration, for
the work he does and an organiser must get his remuneration for the
mental work he does for the employer. It is unfortunate that it is
forgotten that in the same way a saver (as also a lender) must get
a compensation for what he does—to forgo the present use of his
goods or money. Perhaps that is due to the fact that it is felt that
a saver and a lender have not to make a sacrifice of the kind
that a labourer or an organiser has to make. That is true; the sacri-
fice is of a different kind but sacrifice is there all the same. An
cconomist has to be different from a lay man; he has to have an
analytical mind and he must look at the familiar phenomena with
piercing eyes. A scientist cannot afford to behave like a lay man.



CHAPTER XXIX
THE KEYNESIAN THEORY OF INTEREST

Lord Keynes’s theory of interest may be called Liquidity pre-
ference theory or Monctary theory of interest.’ The former designa-
tion brings it into contrast with the classical time-preference theory
(Fisher’s time-preference, Bohm Bowerk’s agio, Senior’s abstinence
and others’ waiting theory) while the latter differentiates it from
the classical supply and demand of savings theory (Ohlin's credit,
Hicks’s Lioans and Robertson’s loanable fund theories).

One must remember at the outset that interest is a price and
like every other price must necessarily be determined by the forces
of supply and demand. It is important to remember this so that
we may apply with confidence the familiar supply and demand
technique to the problem of the determination of the rate of interest.
Such a technique compels one to think in terms of some object the
supply and demand of which may determine interest. The neces-
sity of clearly perceiving some such object makes one think further,
whether interest should be associated with (and thercfore said to
be determined by) saving, credit, loanable fund, capital or money.
Tt is in this edhnection that a coptroversy had arisen between Lord
Keynes and other economists.

The next thing that we have to remember is that interest is an
ineome just as wages and profits are, and that the recipient of in-
terest is a factor (agent) of production. A factor of production
makes some sacrifice and the income he earns in his capacity as
such a factor is, from his point of view, a compensation for it. The
classical and neo-classical economists called this sacrifice abstinence,
waiting or patience (acting against one’s time-preference). Keynes
calls it mnot-hoarding (acting against one’s liquidity preference).

Both these facts and the controversies that have arisen in regard

to them have brought into prominence the necessity, as also the diffi-
culty, of defining precisely certain basic terms that constitute the

1. Tt is interesting to note that Prof. A. L. Hahn had also propounded
a theory of intcrest based on liquidity preference. He stated that interest was
ihe price paid for the loss of liquidity. See Theorie des Bankkredits, 1920.
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foundation of the theory of interest. And sometimes the centre of
gravity of the controversy has shifted from the main theorem of
jnterest to the corollary of the relationship between saving and in-
vestment.

It is convenient to study Keynes’s theory in the light of this
issue of saving-investment parity. Such a study would give one
an insight into the manner in which different minds look at the
same phenomenon. Let us, therefore, take up first the question of
the relationship between saving and investment.

The classical economists maintained that the rate of interest
brought about equality of the supply and demand of saving. And
since the demand of saving comstitutes investment, the rate of in-
terest cqualised saving and investment. This equality depends on
the flexibility of the rate of interest. The rate of interest, therefore,
continues to change till saving and investment ultimately become
cqual. This rate may be called the equilibrium rate of interest. At
all other rates saving and investment are unequal. Saving, for the
classical economists, meant income not spent on consumption goods
and investment ineome spent on other goods. The disparity bet-
ween saving and investment gives rise to the Wicksellian cumulative
process leading to booms and depressions. The rate of interest,
however, continues to exert its own influence on both saving and
investment and tends constantly to make them equal.

The influence of the rate of interest on saving ahd investnient
which Keynes had acknowledged in his Trcatise he denies in his
General Theory. The rate of interest, he here maintains, has prac-
tically no influence on savings. Savings can never be greater or
less than investment. It is not the function of the rate of interest
to equalise them. The phenomenon of the Trade Cycle cannot be
explained by the disparity between saving and investment. Let
us see how Keynes shows that saving and investment are neccessari-
ly equal. We shall begin with his definition of saving and invest-
ment and then illustrate his thesis by an example. Definition is
a matter of convention and one may define terms in any manner one
likes provided there are no inconsistencies in the definitions of differ-
ent terms. With this safeguard two entirely different pairs of defi-
nitions of saving and investment may both be correct; and our pre-
ference for one pair of definitions over the other would rest entirely
on the object that *we want it to serve. Keynes defines investment
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as the value of all output minus the value of all the output of eon-
sumption goods. Since the value of all output is income and the
value of the output of consumption goods (sold) is expenditure, in-
vestment is equal to income minus expenditure. Saving is defined
as the excess of income over expenditure. Thus by definitions in-
vestment and saving are equal.

In the classical explanation every new investment does not neces-
sarily increase savings at once. In Keynesian explanation every
investment is actually saving. Every supply of new money in-
jected into the system (through lending for investment purposes)
finds itself in the cash balance with somebody and, therefore, con-
stitutes saving.

Let us take an example to explain the rclationship between
saving and investment. Suppose at any given time the inecome of
& community is 100, its expenditure 80, savings 20 and investment
also 20. There is thus parity between investment and saving. Now
suppose banks create additional credit of 10 for investment pur-
poses.  The figures then change as shown below.

Income Expenditure Saving Investment
Ist period 100 80 20 20
2nd period 100 80 20 30
The classical disparity between saving and investment is seen here.
The process of expansion would start and the ratc of interest would
continue to cxert its influence to bring about equality between saving
and investment.

According to Kcynes’s definition the mistake in these figures
consists in the fact that income has been shown as 100 instead of
as 110. Since income is composed of investment plus expenditure
it should be 80 plus 30, i.e., 110. And since saving equals income
minus expenditure it should be 110 minus 80, ¢.c., 30. Hence, sav-
ing and investment, according to Keynes, should again be equal.
The new money (10) that is invested in excess of saving (in the
previous period) is either with the employers or with the wage-
earners or with other sellers from whom the wage-earners have made
purchases. Thus, this additional amount of money is in cash
balances with one category of people or another and is consequently
a part of (and therefore an addition to) saving.

As we have already remarked, definitions are a matter of con-
vention. Aceording to Keynes’s definitions of the terms saving and



296 ADVANCED ECONOMIC THEORY

investment they are equal in the above example. We have, how-
ever, to see whether there is any advantage in so defining these
terms as to make the volume of one always equal to that of the
other. Let us see, first, why in the above example, saving and in-
vestment have become equal. What has actually taken place can
be expressed in simple language thus. At a certain time when
saving and investment are cqual in both the classical and Key-
nesian senses, new money is injected into the system (the place of
injeetion being the investors). This amount goes to increase invest-
ments.  These investments, together with expenditure, are taken to
constitute total income, so that it is considered as having inereased
by the amount of the new money. Saving is equal to income minus
expenditure and therefore it increases also by the same amount.
Thus the additional amount of money is shown at once as an addi-
tion to investment, to income and to saving.

Is it proper that a flow of money, to the extent of 10 in this
example, should be considered as augmenting at the same time three
different things? Whether it is proper or not depends on whether
these different things are similar in respect of time. Do income,
saving and investment as monmetary concepts have any time-attri-
bute?

Income means (whatever the particular form of the definition
of this term may be) what comes in. It indicates something being
received or just received. Expenditure likewise mcans something
that is going out. As far as one individual is concerned expendi-
ture must, therefore, follow income (provided we do not introduce
a new concept of capital). As far as the socicty or the community
is concerned, taking all men collectively, the same sequence is again
there. The #£act to be noted is that income and expenditure belong
necessarily to different periods of time. Saving indicates the act
of not spending what was received. It refers, thercfore, to a stage
following income. Expenditure and saving belong consequently to
the same period of time. Investment is more difficult to locate in
time, the reason being that it is a less clearly defined concept. How-
ever, we do not need here to locate investment in time.

When Keynes argues that the addition of 10 to investment must
be considered as an addition to income and also to saving, it is clear,
he disregards the element of time. Income and saving (as also ex-
penditure) belong to different periods of time. Xeynes is, therefore,
thinking without time. There is nothing wrong in itself in thus
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thinking without time. But does that help us in understanding
the things that actually happen in the real world? It is for this
reason that Myrdal pointed out the distinction between ex-ante and
ex-post analyses.'! It makes all the difference to the actual business
world whether income precedes expenditure (and saving) or not.
Whether any two given flows or eveuts synchronise or not is a matter
of great consequence to practical affairs.

Myrdal, who was perhaps the first to point this out, says that
saving and investment can be unequal in ex-ante sense but are
always equal in the ex-post sense. That is, planned saving and in-
vestment may not be equal, but the actual investment and the actual
saving must be equal. It is this very fact that is expressed by Key-
nes himself in a different manner when he says that investments
incerease the level of incomes and through 1t the volume of savings.
Investment and saving fall or rise together. This is correct; but
viewed in time-perspective one follows the other and does not co-
cxist with it.  To say that investment increases saving is one thing;
to say that it is just equal to it is another.

Robertson feeling the same necessity of taking note of the time-
element has said that income should be understood as man’s dis-
posable income—the income about which the guestion arises on any
particular day as to whether it shall be saved or spent. It is there-
fore the income received not on that day but on the previous day.
The use of the word ‘‘day’” by Robertson is perfectly justified but
its choice is an unhappy one and has caused a good deal of confu-
sion leading to unnecessary criticism.’

1. See Gunner Myrdal’s  Monctary Equilibrium.

2. See ‘‘Saving and Hoarding’’ by D. H. Robertson, Economic Journal,
Sept. 1933.  Also Keynes’s and Hawtrey’s objections to Robertson’s defini-
tion of saving in Economic Journal, Dec. 1933.

A. H. Hansen accepts Robertson’s definition of Income and Saving: A. P.
Lerner does mnot consider it proper to regard expenditure as coming out of
income already received. He says that saving equals investment is an analytical
proposition and not about the real world. It cannot thercfore tell us anything
that we did not know. Saving equals investment. Quarterly Journal of Eco-
nomics, Feb. 1938.

Pigou defines savings and investment in the same way as Keynes has done.
Sce his Employment and Equilibrium. W. E. Armstrong has used the words
saving and investment in a different sense. ‘‘Investment on the other hand?’’,
he writes, ‘“is the actual process of applying labour to the lengthier method
instead of to the shorter, so that saving and investment are two aspeets of
one and the same complex adjustment and investment mnecessarily precedes the
saving which it implies’’. See his Saving and Investment.
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Keynes, we repeat, has defined saving, investment and income
irrespective of time, and thereby made saving equal to investment.
But it is hardly a criticism of the classical theory to say that its
propositions regarding saving and investment do not stand when
these terms are given a new interpretation.

IKeynes would not have ignored the element of time and added
investment to expenditure to get at the figure of income had he
been more cautious in defining his terms. What is income after
d1? Tn a purely mechanical sense income includes also the money
borrowed by investors. But money borrowed is not in the econo-
mic sensc income, It is income only when it is earned. Investment,
as investment, cannot therefore constitute a part of income. Invest-
ment must first become expenditure, (that is cease to be investment),
before it can become income. When Keynes includes the new in-
vestment in income he is obviously considering this amount as ex-
pended and should, therefore, cease to consider it as investment.
‘When, however, it is taken as a part of income, it cannot automati-
cally be assumed that previous expenditure and investment would
be maintained at their old levels.

Keynes’s contention is merely this that the stock of money with
the community at any instant of time is fixed and that it can be
understood either as saving or as investment.

It is saving from one point of view and investment from another.
That is a perfectly innocent way of looking at a given stock of mofley.
But when these two aspects of the same thing (saving and invest-
ment aspects) are interwoven with the two concepts of income and
expenditure confusion arises. The income-expenditure and saving-
investment concepts cannot go together. Saving and investment as
defined by Keynes are two aspects of the same thing at the same
time, while income and expenditure are things belonging to differ-
ent periods of time. :

It is necessary, therefore, to remember that Keynes’s theory is
a purely monetary theory attempting to explain the phenomenon
of intétest in terms of stocks of money and that the conceptions of
income and expenditure cannot be dragged into such a theory.

This brings us to the main objective difference between the
classical and the Keynesian theories of interest. The classical school
understood interest as the payment for waiting. Interest, for them,
is determined by the supply and demand of saving. But Keynes
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points out that there is no interest unless one lends what one has
saved. Interest is, therefore, not a payment for waiting but for
lending, 7.c., for not-hoarding, for parting with liquidity. What
determines the rate of interest is, therefore, the amount of money
that is lent and the amount of money that is borrowed. 1t is not
what is saved, but what is lent, that affects the rate of interest.

The amount of money that people do not want to hoard nor
to spend on consumption goods, that is, the amount that becomes
available for lending depends, along with other things, on liquidity
preference. Interest must be sufficiently high to overcome this
liquidity preference. It is for this reason that Keynes’s theory is
called liguidity-preference theory or moncy theory of interest.

Let us see whether this explanation of the theory of interest
is an improvement on the classical doctrine. It is maintained, first,
that all that is saved is not lent. All that is saved does not therefore
earn interest. If interest is understood as a payment from one
man to another for the money borrowed by him, this view is correct.
But if interest is understood as the earning of capital (or the pro-
ductivity of capital), then this view is wrong. For, what is saved is
capital. Tt is capital because it cannot be any other factor of pro-
duction. And it is a factor of production because it is not a con-
sumption good. If it is the hoard of a miser it is not in reality his
saving. If what is saved is really saved and not hoarded, then it is
capital and myst carn interest. It earns interest in terms of utility
and manifests itself in the difference between the utility of the
amount if spent now and the discounted value of expected future
utility. A man saves money not because he likes saving for its own
sake (if that is why he saves, he is really hoarding) but because
he expeets to gain utility by so doing. This utility is his interest.

There is no reason why interest should not be understood in
this wider sense. The moment we grant that what is saved is capi-
tal (and if we do not grant that what else could it be?) we have
to grant also that it earns interest in terms of utility. To main-
tain that the phenomenon of interest arises only when what is saved
.is lent is, therefore, wrong.

Moreover, it must be noted that the difference between lending
and saving (that is, the money saved and the money lent) that
Keynes points out is only a superficial one. What is saved and not
lent to others is really lent to one’s own self. He who saves lends
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to himself in the future. But it is not necessary to argue in this
way to be able to show that lending and saving are not fundamentally
different acts. Keynes talks of money; for him interest is the price
of not-hoarding money (for him hoarding means saving and keeping
with one’s own self). If we thus think in terms of money the
amount kept with one’s own self is not saving; the money lent is
saving. The amount saved and not lent is saving in the sense of
purchasing power; in the sense of money objectively considered it is
not saving. Tt is saved when it is lent. Thus when attention is
foeussed on money and interest is understood as a monetary concept,
the money lent constitutes saving ; the money kept with one’s own self
constitutes spending or cxpenditure. For, money (objectively view-
cd as Keynes does for the purpose of cxplaining the theory of in-
terest) cannot be spent in any other way than by keeping it with
one's self. We must be considered as using money when we keep
it with us; and thercfore when we lend it we must be considered as
saving it. This usage of the word saving is consistent with Keynes s
monetary approach to the theory of interest.

We have said that Keynes’s theory of interest can also be called
liquidity preference theory. Is liquidity preference different from
the classical time-preference? According to the classical and the
neo-classical cconomists interest rewards waiting. Waiting involves
sacrifice or abstinence because we do not like to wait; we have a dis-
position to spend and an indisposition to wait. Present enjoyment
18 always preferred to an equal and certain future enjoyment, This
psychological fact is beyond dispute.

Keynes denies that interest is a reward for waiting. By merely
waiting one does not earn interest; onc must lend what one has saved.
We have already observed that for Keynes interest is that income
which one man receives from another. Consistently with this narrow
interpretation of the word interest he maintains that it is not waiting
but not-hoarding that is rewarded by interest. Not-hoarding is a
sacrifice because people have preference for liquidity. According to
him therefore intcrest has to be paid if people are to be induced to
act against their liquidity preference. Aececording to the classical eco-
nomists, interest has to be paid if people are to be induced to act
against their time-preference.

Liquidity preference and time-preference are different. One

is a wider coneept than the other. But do they not become one and
the same when interest is considered as a purely monetary phenome-
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non? Time-preference implies preference for the present over the
future. In its broadest sense (the sense that is consistent with the
widest sense of the word interest) it refers to satisfaction or utility
or, to use Fisher’s terminology, ‘‘enjoyable income’’; in a narrower
sense it may refer to money income, or to anything else that has utility.
If we talk in terms of money we have to consider that part of our
income that we have not spent as what we have saved. For, the
money spent is not our money, it becomes somebody eclse’s income.
We can use our saved income in two ways: we may ‘‘hoard’’ it (using
the word hoard in Keynesian sense), or lend it. If we lend it we
know we would be getting it back. But it involves waiting. If we
keep it with us (that is, hoard it in Keynesian sense or save it in the
classical sense) then we do not have to wait (to get it back). If we
lend it, we expect to get interest and this interest is a reward for
not-hoarding, that is, for waiting. That shows that people prefer
ready money, cash in hand, or liquid money, to money that is locked
up for a period of time. Interest is, therefore, necessary to make &
person act against his preference. This prefercnce is time-prefer-
ence. We want cash or money now. If we lend we have to go against
our preference. Interest is a reward for it. Thus liquidity prefer-
ence is time-preference as applied to money saved.’

We conclude, therefore, by saying that Keyncs’s theory of in-
terest differs from the classical theory inasmuch as it is based on
a narrow integpretation of the word interest.” For Keynes mere sav-
ing does not earn interest (utility gained is no interest for him;
interest must be in the shape of money), for him time-preference pro-
vides no explanation of interest unless it refers to moncy. You must
forgo present possession of money (not present enjoyable income)
in order to earn interest. As we have observed, Keynes’s lending is
classical saving in a narrow sense. We see now that his liquidity
preference is classical time-preference in an equally narrow sense.

1. Keynes says, the psychological time-preference depends on (1) the
propensity to consume—saving, and (2) liquidity preference—hoarding. These
are the set of decisions to carry on completely the time-preference.

9. It is mot meant to say that the classical cconomists interpreted interest
in a wider senso than Keynes had donc. But the terminology used by the
ciassical writers is capable of a wider interpretation. When, for instance, they
say that interest is determined by the supply and demand of saving they are
making a statement of facts based upon the widest interpretation of the terms
saving and interest. Again, when they say that saving need not equal invest-

pent they are using these in their wider significance.



302 ADVANCED ECONOMIC THEORY

It now remains to be seen whether the fundamental proposition
of Keynes, namely, that interest does not determine savings directly
and consequently the rate of interest is determined by the supply
of (loanable) money and not by the entire volume of saving is de-
fendable when interest is understood in the narrow sense in which
Keynes (and most other economists) have used the term. There
are three uses to which a man can put his income. He may con-
sume it, that is, spend it on consumption goods (or hoard it in the
real sense of the word), he may save it and keep it with himself or
he may lend the amount that he has saved. According to the law
of equimarginal utilities the total ineome is distributed betwcen these
three uses in such wise as to make its marginal utility in each use
the same. The utility of the amount spent is directly obtained, that
of the amount saved is derived from the expected future utility,
while the utility of the amount lent is dependent further on utility
of the interest to be earned in the form of money. With every varia-
tion in the rate of interest the amount lent must naturally change.
Keynes mentions this fact: but denies that such variations can have
any (substantial) effect on the amount saved. With a fall in the
rate of interest, for instance, the amount lent would decrease. With
such a decrease the amount saved and kept with the man himself
would increase. The marginal utility would, therefore, decrease.
There would thus be disparities between the marginal utilities of
amounts put to the different uses. The total amount of income would,
therefore, be redistributed so as to make the marginal utilities equal
again. With a fall in the rate of interest, thercfore; a little more
than before would be spent, a little more would be saved and hoarded
in Keynesian sense and a little less would be lent out of the saving.
If that is what happens, then we can say that interest affects saving
also and that the rate of interest can be said to be determined by
either of the three amounts—the amount spent, the amount saved or
1hic amount lent. A rigorous statement would of course be that the
rate of interest is determined by the combined and concurrently act-
ing forces. But that is the general equilibrium approach to the
problem. Keynes is, however, right in giving a practical tinge to the
problem. Tt is the fact that the amount lent is more sensitive to the
variations in the rate of interest than the amount spent (and con-
sequently the amount saved). But that is a matter of emphasis only
and to say that one amount is more sensitive than the other does not
constitute a denial of the validity of an alternative theory'.

1. P. T. Ellsworth says, ‘‘Mr. Keynes’s solution stands on all fours in
exactly the same position as the classical solution. The relations of investment,
saving, income and the rate of interest are completely interdependent and the
gituation, Mr. Keynes would say, is indeterminate’’.



CHAPTER XXX
TIME-PREFERENCE

There are two decisions that a man can take in regard to any-
thing that he posscsses. 1lle can cither consume it (in the present) or
keep it for consumption in the future. In the former case he is
supposed to consume; in the latter to undertake produetion. The
thing concerned becomes a consumption good in the first ease and
capital (good) in the second.

Let us see what utility a person derives in each of the two cases.
The utility obtained by him in either case may be derived through
a number of sources. And since utility comes from the satistaction
of a want, it follows that in each situation there can be more than
one want present.

Let us make simplifying assumptions which, however, do not
alter the fundamental nature of our conclusions. First, let us sup-
pose that there are only two periods of time, one coming immediately
after the other, or what comes to the same thing, our analysis is con-
fined to two consecutive periods only. We suppose, in the second
place, that the man under consideration has the same attitude towards
the thing in both the periods, or more generally, that his wants for
the thing for cénsumption purposes are such as to make him obtain
the same amount of utility from the process of consumption of the
thing, now or in the future. With these two assumptions the study
of the situation in the two cases becomes simplified though not radi-
cally changed.

We take first the situation in which he decides to consume the
thing in the present. The decision is taken in the first of the two
periods and let us begin to calculate the sources of the utility he
obtains. First, he gets some utility from the process of consumption
directly. T.et us suppose it is equal to 100 units. This is derived
from the want of consuming the thing being satisficd by the act of
consumption. There is no other utility that the man obtains from
lis decision to consume the thing now. It is assumed that there is
no doubt whatsoever about the certainty of his anticipations about
the future. Having consumed the thing now in the first period, let
us see what follows in the next period. When the next period comes
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he goes without the actual consumption of the thing. Is there any
utility that he derives from the consequences of his having taken the
decision in the first period to consume the thing then% If there is
some utility, it must come from the satisfaction of a want. It is neces-
sary for us to sce, therefore, what wants a man is likely to have that
could have any relevance to the problem under consideration.

First, there must be the want to consume in the present.
Second, there is the want of having the knowledge of satisfaction
having been enjoyed in the past. We are unhappy with the thought
of an unhappy past and happy with the knowledge of having had a
happy yesterday. That means, in simple words, that we have also
the want of the knowledge of a satisfactory past. Then comes, in
the third place, the want of the knowledge of satisfactory conditions
in the future. In other words, we have the want now of consump-
tion in the future. Hence, there are always three kinds of wants
present at any point of time. Omne is of the present counsumption,
the other is of past consumption, to put it crudely; and last, there
is the want of future consumption. We live in the rieseut, but
the past and the present reflect themselves into the proscnt. We
look before and after.

Now, when the second period comes, we have therefore these
three wants. The first is not satisfied and we do not, therefore, get
any utility from that source. The second want of past satisfaction
is satisfied in this situation and we get some utility from it. Let us
say it is equal to 20. Then, the third want is not shtisfied because
we have no future to bother about in this case, as we have assumed
that there are only two periods to consider.

In the two periods taken together the man therefore obtains
120 units of utility. Let us now see what utility he would get in
the second situation, that is, when he decides to keep the thing for
consumption in the second period. In such a case, in the first
period, he gets no utility from the first want. It remains unsatis-
fied; for, he goes without the actual consumption of the thing. The
second want of past consumption is out of consideration. For, there
is no past to reckon with, as we have confined our analysis to two
periods only of which this one is the first. Our conclusions, we
may repeat, are not coloured by such an assumption. It simplifies
but does not alter the fundamental nature of our deductions. Then,
coming to the third want, we know it ¢s satisfied. The want of
future consumption is satisfied by the decision to lay the thing by
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for consumption in the coming period. What utility does he get
from this source? Does he get more or less than 20?2 That depends
on which want is the stronger: the one of having the knowledge
of past satisfaction or that of having the consciousness of future con-
sumption. Perhaps that depends on the nature of the man whose
behaviour we are studying. Some think more of the future and
some more of the past. Some dwell immoderately upon past oceur-
rences, while others always look cagerly forward to coming events.
The illiterate and the poor class of people, as a general rule, think
less of the distant periods, whether in the past or in the future, than
the wealthier and literate class of people. But perhaps it can be
maintained that an average man is more concerned about the future
than he is thoughtful of the past. The want of having something to
consume in the time to come is stronger than that of the knowledge
that he had something to consume in the period gone by. It is
reasonable, therefore, to say that he gets from the satisfaction of
this third want, utility cqual to a figure greater than 20. Let us
say it is 30.

‘When the next period comes he gets utility, in the first place,
from the actual process of consuming the thing. Then, he gets no
utility from the seccond want. It is not satisfied. The third want
too is not satisfied, as there is no further period to consider. Hence,
jn this situation hc obtains in the two periods together utility equal
to 130. Thus thg decision to treat the thing as capital rather than
as consumption good results in his deriving in all 10 units of utility
more.

If his want for the consumption of the thing is greater in the
present than it would be in the future, the calculations would accord-
ingly change. It might then be that his decision to consume now,
that is, to turn the thing into consumption good, would give him,
on the whole, more utility than the alternative decision. But like-
wise, if the want of consumption is more intense in the future than
in the present, the conclusion of our first analysis is further strength-
ened. In cases in which other things are assumed to be the same,
the conclusion previously arrived at stands. It seems, it is then
in the interest of a man always to turn a thing into capital rather
than treat it as consumption good. In the case, however, of a man
who deviates in one direction or the other from the average type,
the conclusion might need modification. If the man sees the past
more clearly and fecls it more keenly than the future, our conclu-
sion would have to be reversed.
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Our general conclusion then, that a man has a preference for
saving than for consumption is likely to be misinterpreted. It does
not point to the fact that we have a negative time-preference. Nega-
tive preference implies that a man prefers a given enjoyment in the
future to the same in the present. No such thing is implied in our
conclusion. Our conclusion relates to a given amount of a thing
which if econsumed gives the same utility regardless of the time of
consumption. We have not maintained that a given amount of
satisfaction is preferred in the future because that in itself is con-
sidered better. TIn fact, time-preference which is based on the pro-
cess of discounting the future, has mnot fizured anywhere in our
analysis. We have not taken into consideration the reflection of
future utility into the present or the wice versa. Were we to do
that the utilities derived would be as follows.

In the first situation in which our decision is to consume in the
present, the utility in the first period would be 100 from actual
consumption and, in the second, 20 from the knowledge of past
satisfaction, and say, 50 from the reflection of past satisfaction into
the present. The 20 units of utility are due to the want of having
knowledge of satisfaction in the past being fulfilled. The 50 units
are derived from the past 100 units of utility being reflected into the
present. What kind of want are we considering here? Which is
the want the satisfaction of which gives these 50 units of utility?
We create a want of reflecting the past into the. present. .This is
called discounting the past. It is due to time-preference.  Time-
preference being positive, we prefer the utility in the present, or
rather the distant appears smaller because it is at a distance. The
positive time-preference, thercfore, implies preference for the pre-
gent over the past as well as over the future. Coming to the cal-
culation of utility, the man obtains all told 170 units of utility.

In the other situation, in which he decides to consume the
thing in the coming period, his utility in the first period is 30 from
the satisfaction of the want of the knowledge of having some satis-
faction to enjoy in the future. Then, again, he gets some utility
from the reflection of the future utility into the present. Here,
as before, the future or the distant is discounted and assuming the
rate of discount to be 50 again, he gets 50 units of utility.’ In the

1. The distinction here made between the utility obtained from the satis-

faction of the want of the knowledge of a happy future and the utility obtain-
(Continued on mext page)
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second period he gets the utility of 100 units from the actual pro-
cess of consumption. In this case, then, the total utility between
the two periods is 180. The difference is again of 10 units as before.
"That is so because in both the cases there has been an addition of 50
duc to the reflection of the distant satisfaction into the immediate.

Now, the time-preference theory of interest maintains that the
rate of interest equals in equilibrium the time-preference or rather
the marginal time-preference. If we take the marginal time-pre-
ference to be constant, we need only say that the rate of intcrest
cquals the time-preference.  Now, the consideration of the two cases
given above brings out the fact that if the man concerned was to
lend to another person the thing that he has the option of keeping
to himself or consuming, he would be a gainer to the extent of 10
units of utility as compared to the case of his consumption in the
present, and would be neither a gainer nor a loser as compared to
his keeping the thing with himself for future use. We must re-
moember that we have assumed the future to be certain. There
is no chance of default on the part of the borrower either.

If the man keeps the thing with himself for future consump-
tion, we can take it to be a case of his lending to himseclf. Thus,
we need only consider two situations: one in which he consumes
immediately and the other in which he lends it (it making no differ-
ence whether he lends to himself or to another man).

It follow! therefore that there is an advantage in lending (which
might be alternatively called saving) measured by units of utility.
Why should then interest be charged? It would appear rather that
interest would have to be negative. If the person was to take the
two periods of time into consideration and total up his utilities he
would, it appears, be prepared to lend or save without any remu-
neration. For, the very act of saving yiclds an income of 10 units
of utility.

To understand then why interest is charged we have to recon-
sider the problem. What we have done above is to add up the
utilities obtained at two different times. The utility of period one

(Continurd from wrevious pagr)

ed by the process of discounting future utility, is a very fine one. For ordinary
purposes it is best to ignore the first or amalgamate the two into one. But
psychologically the two are different though the utilities from the two sourecs
are expericneed so closcly knit together that it is difficult to scparate the two

in practice.
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is added to the utility of period two. Now, there is mno sense in
such an addition. These two quantities of utility are not felt at
the same time. Such an addition is therefore meaningless. What
we have to do is to take the utility experienced at one time into con-
sideration. When the decision about the disposal of the thing is
taken, he compares the results of the two situations. He estimates
the utility he would derive from consuming the thing in the future
or from not consuming it then. Let us therefore bring backward
the utility that he would derive in the second period to make the
.calculation realistie.

First take the case in which he decides to consume the thing
now. He gets 100 units of utility immediately. lle anticipates
in the second period the utility of 20 from the satisfaction of what
is called the second want in the forcgoing pages. Then, there are
50 units more to be obtained from the reflection of past satisfaciion
into the present. Thus he expects all told 70 units in the future.
These 70 units he reflects backward into the present. Assuming,
as before, that the discount is 50 per cent, these 70 units are worth
35 units only to him now. Thus he gets in all 135 units of utility.

. In the sccond case when he decides to save or lend, he gets in
the first period 30 units of utility from the satisfaction of what
is called the third want. Then he expects to get in the second period
100 units from actual consumption. He also gets in the first period
50 units from the reflection backwards of his utility of 100 units in
the second period. Thus, he gets in the first period 80 units utility
and in the second 100. These 100 have to be brought into the
present. Discounting at the rate of 50 per cent, they are worth
50 now. Thus, in all, he gets in the first period 130 units.

Thus by deciding to save he is worse off to the extent of 5 units.
The interest he would demand should therefore equal at least
5 units of utility. Were the utility to be obtained from the know-
ledge of getting some satisfaction in the future the same as that
obtained from the knowledge of having had some satisfaction in the
past, the difference between the two situations would have been 15.
The rate of interest in that case would nced to be 15 per cent. Now
we get a positive rate of interest but unequal to the time-prefer-
ence. With a time-preference of 50 per cent we get a rate of in-
terest of 15 per cent only. Is that, then, the correct understand-

ing of the problem?
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Here we are making the mistake that most people have made in
other connections. Fifteen is not the rate of interest. It is the
net disadvantage that is suffered from the act of saving or turning
the consumption good into capital. There must be a net gain if
saving has to be undertaken. Something is lost by waiting or
saving, and something is gained by so doing. The loss is spoken of.
as the sacrifice of waiting; the gain is the interest. In this case
the interest is less than the sacrifice and so saving would not take
place. There must be an additional inducement to the man to per-
suade him to save. Such an additional inducement is provided by
the interest paid by the borrower in terms of money or kind.

In the example just taken, let us scparate the credit and the
debit sides. On the debit side of saving we have 50. This is what
is lost by postponing consumption through the process of discount-
ing the future utility backwards. This is due to time-preference.
On the credit side we have the gain of 70 minus 35, that is, 35.
This is explained in the table given below. We see thus, that there
is the sacrifice of 50 caused by waiting which is partly remunerated
by the gain of 35 which is the incidental advantage gained from the
act of saving. 1lere 35 is the interest obtained in real terms. There
is required an additional interest of 15. If the thing saved is lent
out to another man who contracts to pay interest, an interest of 30
per cent would have to be paid to make the person willing to lend.

’ - —
Utility in th} First Utility in the Second Present worth of
period. period. Ut:ﬁ?;oir:’ﬁé?
: 20450 ? D
Consumin 100 ‘
& I D ‘ 100-}-2;& = 135
’_' ——
Saving 20450 D
100 1
I D 2045042 _ 120

Loss from saving 100 — 1—(;9. =50

Gain from saving 204 50— g0;§g= 35.

As the table shows, the decision to consume gives in the first
period a total utility of 135. This includes the present worth of
the utility in the second period. The decision to save gives the
total utility of 120.
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‘The loss from saving is equal to 100 minus half of 100. Feor,
the loss from saving is measured by subtracting from the utility that
is obtained by consuming, the present worth of the utility that is
obtained by consuming it in the second period. This loss is known
as the discount; it is the index of time-preference. The gain from
saving equals 20 plus 50 minus half of 20 plus 50, that is, 35, It
is measured by subtracting from the satisfaction obtained from
making provision for the future, the present worth of the satisfac-
tion that is obtained in the next period from the memory of past
satisfaction. This is known as the interest carned, in kind or in
real terms, from the act of saving.

In the table above the mark 1I indicates utility from the satis-
faction of what has been ecalled the second want. The mark 111
indicates the utility obtained from the satisfaction of the third
want. The letter D stands for discounted utility, that is, the pre-
sent worth of past or futurc utility.

In all ordinary cases the table would be a very simple one. 1t
would contain only the figures of 100 for actual consumption and
50 for present worth of future utility. That would yield a time-
preference of 50, needing interest of 50.

It is worth while considering how far back into the future or
the past human mind is able to see and accordingly feel. In the
practical world we are confronted with more complicated cascs with,
a number of periods. The calculations would, therefore, be nore
difficult and complicated where the mind of the person concerned
is able to look far ahead into the future and a way back into the
past.

Not only would a sensitive mind make the calculation compli-
cated because it would be affected by distant satisfactions, but it
would cause further complications by its ability to refleet back-
ward and forward several times the satisfaction obtained froin
saving or consumption.

Suppose, for instance, that a man saves a thing which is expect-
ed to give him 100 units of utility when it is consumed. Suppose
again, that time-preference is 50 per cent. The present worth of
100 is 50 and so the man gets utility equal to 50 in the first period.
The knowledge of having obtained 50 units of utility would give
him in the second period, after discount, 25 units of utility. The
man~ean hope for this utility in the second period and therefore feel
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§n the present satisfaction worth 123. In this way the satisfaction
would be reflected to and fro and the man concerned would get in the
present, that is, in the first period, a scries of satisfaction. This

is shown in the following table.

Saving.
First peréod. Second Period
50 100
124 25
3} 6%
25 D5
Ex) i
13 25
33 LX)
666 - T 1333 T T

When time-preference is 50 per cent the man gets a series of
satisfaction as shown above. If we carry the series to infinity the
total satisfaction in the first period becomes 66.6 approximately,
while that in the sccond period comes to 133.3 approximately. With
a higher rate of time-preference, that is, with a higher rate of dis-
couny, the utility would be less in both the periods. If the mind
is not so sensitive as to allow the reflection of utility to and fro
more than thrice, the total utility in the first period would be only
653. Ordinarily ,the utility is taken to be 50. That is, it is assum-
ed that there is a single reflection from the future to the present.
Or, it may be that full account is taken of such a series of reflee-
tion and the time-preference is said to be 100 minus 66.6, that is,
33.4 approximately.

It will be obvious that when time-preference is zero, which
however is not possible, the utility would add up to infinity. With
time-preference infinitely great the utility in the first period be-
comes zero and in the second 100.

There is an clement of arbitrariness in the above calculations.
If the actual consumption of a thing gives 100 units of utility and
the rate of time-prefercnce is 50 per cent, the man derives 50 units
of satisfaction in the first period. It is the utility obtained from
the expectation of satisfaction in the future. When such an ex-
pectation is held in the first period, it is doubtful whether the actual
consumption of the thing when the second period comes can give
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the man 100 units of utility. What comes after a more or less
prolonged expectation scems smaller by contrast. Rs. 100 obtain-
ed when unexpected give more utility than when they had heen ex-
pected for some time. The reverse may be the case only in those cir-
cumstances in which the expectation of the sum has enabled the
man to plan his consumption in a better way.

In the foregoing cases it has throughout been assumed that
the thing under consideration gives the same utility when actually
consumed regardless of the time of consumption. In other words,
the future is considered to be identical with the present in respect
of wants and resources. This is, however, seldom the case in life.
For many of us the future has more wants pressing on our purse
than the present. In such cases the utility to be obtained by saving
is greater than has been shown in the caleulation above. A posi-
tive real intorest is then obtained from the act of saving. A per-
son desires in such cases to postponc consumption, that is, decides
to save, even though there is no interest to be obtained in money
or kind from an outside agency. The desire to save or postpone
consumption in cases such as these should not be taken to indicate
the presence of negative time-preference. Dr. 1. Fisher in his book
The Theory of Interest cites such examples to show that time-pre-
ference can be negative. This, however, leads to confusion. When
a man voluntarily saves a sum of money (even though there is no
interest to be obtained for it from another person or institution)
he does so not because a given amount of enjoymtmt in the future
is preferred to an equal amount in the present. He does so because
a gwen amount of money yields more utility in the future than in
the present. The word time-preference should in all cases refer to
the preference for having a given amount of enjoyment now rather
than later. It is this mistake of calling such instances cases of nega-
tive preference that is responsible for the absurd conclusion to
which many economists arrive (even Dr. Fisher), namely, that the
rate of interest can be megative.



CHAPTER XXXI
RISK, RENT AND PROFIT

Man's actions in a continuously changing world cannot be
studied all at once. We can merely study the manner in which
a person reacts to groups of stimuli at a given moment of time.
A scries of observations relating to his reactions at consecutive
moments of time when taken one with another give us a picture
of his behaviour in a dynamic world. What the economist does and
can only do is to study the tendencies at work at any given moment
of time and then proceed to find their resultant, that is, to calculate
the effects which they would produce if no new forces were in the
meantime to come into operation. He takes, in other words, a
snapshot picture of the world; he studies the tendencies at work
at a moment of time and on the basis of those tendencies draws his
conclusions. The equilibrium of forees that he envisages is a kind
of static equilibrium,' that is, he considers the world to be static
in order to be able to predict the manner in which human beings
would react to given stimuli.

In a world that was, however, really static,” in the sense that
all the forees were permanently in equilibrium, in other words, a
world in which wants, knowledge and stocks of resources did not
change, wealth would be appropriated by labour, capital, organisa~
tion and land. And since land, as explained elsewhere, does not

1. For the precise meaning of static equilibrium see Ch. XIII.

2. The words static and stationary are used as synonyms in the text.
The world cannot be imagined to be static in the sense that it is devoid of all
movements. For our purpose a static or stationary state is that in which each
category of factor exercises a constant net forece, i.e., where the eomponents of
each factor may be changing and fluctuating but the factor as a whole is
constant.

We have said that a dynamie economy can be studied only if a snapshot
picture is taken. The fiction of stationary state, as Pigou ealls it, is therefore
not a fiction in the real semse. For us the dynamie world is composed of a
series of static worlds put side by side. The study of the dynamic world is
a running study of the static world at different moments of time. As explain-
ed elsewhere, in the study of both the static and the dynamic systems, we are
concerned with the determination of the position of equilibrium. In the statie
state the equilibrium is static; in the dynamic state it is dynamie.



314 ADVANCED ECONOMIC THEORY

really constitute a factor of production, wealth would in fact be
divided between labourers, capitalists and organisers as wages, in-
terest and salaries respectively—rent appearing merely as an ele-
ment in cach of thesc.

In a dynamie world the situation would be preciscly the same
and the total produce would be divided between and appropriated
by the three factors of production—labour, capital and organisa-
tion, provided knowledge of existing facts and the ability to fore-
see the future were perfect. In such a dynamice world, just as in a
stationary world, the results of productive activities would turn
out to be exactly as anticipated and consequently human activities
would entail no risk of loss. Production would then consist of
three kinds of sacrifice, namely, labouring, that is, physical exer-
tion; organising, that is, mental exertion; and waiting, that is,
patience The fruits of these sacrifices would become available for
payment to the factors of production and the excess of the payment
over the sacrifice’ would in ecach case constitute rent.

Labouring and organising are considered as sacrifices because
man does not like to excert himself either physically or mentally;
and he does not want so to exert because he prefers rest to work.?
Waiting is a sacrifice because one does not want to postpone one’s
present enjoyments. Iostponement of enjoyment is similar to or-
anisation in respect of the mental pain that it enlails. But while.
organisation is painful because mental rest (freedom §rom logical
process of thinking) is pleasurable, waiting is painful because pre-
sent gratification is preferable to cqual future gratification. Wait-
4ng necessitates patience; organisation requires the drawing of logi-
cal conclusions. And sinee no conclusion can be drawn unless there
are premises, organisation necessarily requires the knowledge of

1. We have used the word patience in the absence of a better word. The
sacrifice that waiting causes is due to the fact that man is impatient by nature.
Paticnee is, therefore, a sacrifice. It should not be understood to mean that
he who is patient by nature has to make a sacrifice; he who excreises patience
makes a sacrifice.

9. Sacrifice in each case has to be evaluated in terms of moncy before
it can be deducted from the payment made.

3. The fact that a person often enjoys work docs mnot contradict the
fundamental truth that he prefers rest to work (i.c., exertion) just as the faet
that man may prefer to save a part of his small income does not invalidate
the proposition that he prcfers present enjoyment to equal future enjoyment.
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certain data. An organiser must, therefore, possess a certain type
of mental equipment. A capitalist requires a control over his desire
to consume immediately; he must therefore possess what could be
immediately consumed. Organisation is more mental while waiting
is more emotional. One is concerned with the mind, the other more
with feelings.

Labouring and organising require a certain state of physical
and mental health and consequently after a certain stage of decline
has set in, it beecomes inereasingly difficult, and eventually impos-
sible, to labour or organise further. Not so with waiting. Sinece
waiting consists merely in abstinence, with declining powers of the
body and the mind it does not mccessarily become more difficult to
“‘wait’’. It is for this rcason that public sentiment is so strongly
opposed to opulence of those who earn their income by waiting.

Labouring, organising and waiting are sacrifices; they cause
pain, for they involve going without the satisfaction of some wants.
Labouring and organising cause the wants of physical and mental
rest to remain unsatisfied. Waiting causes the want of consump-
tion to remain unsatisfied. The former involves going without the
satisfaction of some wants. The latter involves a mere postpone-
ment of the satisfaction of wants.' In those cases in which labour-
ing or organising mercly cause postponement of physical or mental
rest, the sacrifices entailed should be considered as belonging to the
category of waifing.

In a static world (or in a dynamic world with knowledge and
foresight perfect) there must, therefore, be four categories of in-
comes, namely, wages, salaries, interest and rent. Rent would con-
sist of the surplus of satisfaction over sacrifice or of income over
cost. This would be true of an imperfeetly competitive economy
as well as of a perfectly competitive one. In the former, if things
are sold for a price, rent is received merely by virtue of the fact
that each factor is the owner of certain faculties that are put to pro-
ductive uses. In the case of imperfeet competition rent accrues for
the additional reason that the person is in possession of the faculty
(the right) to dispose of the goods. In whatever capacity the ex-

1. Labouring and organising are phenomena of replacement of wants;
waiting is a phenomenon of postponement of wants. To labour is to exchange
want of physical rest for, say, that of consumption goods. To wait is to ex-
change, say, the use of consumption goods mow for their use later.
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cess of income over cost (satisfaction over cost) is obtained, it must
necessarily appear as an element of wages, salaries or interest. Im
the case of imperfect competition price is above the average cost so
that the person who has the right to sell the goods earns a surplus
over and above what he would have earned in case compctition was
perfect. But even this additional surplus must necessarily form
a part of his income earned as a labourer, an organiser, and/or a
capitalist. Thus, monopoly revenue is the rent of a monopolist.
And since a monopolist must be one or more of the three factors
of production, it follows that monopoly revenue is rent in precisely
the same sense in which any other income is.

A labourer’s wage contains an element of rent becausc it is
greater in amount than what would be just sufficient to induce
him to offer his services as a labourer. A monopolist’s income con-
tains an element of rent for precisely similar reasons. In cach case
the existence of rent element can be attributed to (partial or com-
plete) absence of competition. In the case of a labourer when
there are other labourers competing with him, the rent element is due
to the fact that the labourer constitutes one non-competing unit.
He is paid for all the hours of work at the same rate at which the
last hour nceds to be paid. The labourer’s several hours of work
do not, as it were, compete among themsclves. Were it possible
somehow for a labourer to compete with himself (that is, were the
different hours of work to compete with one another) payment at
such a uniform rate could not have been seecured. Tne rent clement,
in that case, would have altogether disappeared from wages.

In a static state, therefore, since competition cannot be elimi-
nated altogether, rent must accrue to all the agents of production
and appear as a part and parcel of wages, salaries and interest.

In the dynamic world, since the ability to foresee the future is
imperfect, the results of productive activities seldom turn out to be
as expected. Hence, the discounted future satisfaction is uncertain
and the balancing of it with present dissatisfaction or sacrifice be-
comes a difficult task. This element of uncertainty introduces a
fourth category of sacrifiee in the productive activities of men in a
dynamic world. This category is risk-taking or uncertainty-bear-
ing! It is remunerated by profit. Profit must be sufficiently high

1. We have used the expressions risk-taking and uncertainty-bearing as
synonyms, though a clear distinction can be made between them.
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to make a person overcome the disinclination to put himself or her-
self under an uncertain state of mind. The produce, in the dynamic
world, is therefore divided between labourers, organisers, capitalists
and cnireprencurs (as these risk-takers are called).

A word might be said here about the precise nature of this new
sacrifice of uncertainty-bearing. Uncertainty-bearing, or what might
alternatively be called risk-taking, is a mental phenomenon. It
indicates a ruffled state of the mind, Organisation, as we have
seen, involves a process of logical thinking and decision taking.
There, external forces act on the mind and the mind reacts to them
in the light of knowledge acquired in the past. Risk-taking is not
a process of thinking or decision taking. Here external forces act
on the mind; but the mind is not able to react to them in the light
of knowledge for the simple reason that such light does not exist.
Were such light available risk would have been no risk. Risk exists
in the degree in which darkness exists. Since the mind is unable
to react to external forces in the manner in which it is able to do
in the case of organisation, it has to suffer patiently under the
pressure of uncertainty.

The intensity of sacrifice involved in taking risks depends on
the knowledge of uncertainty and the mental constitution of the
entreprencur. The knowledge of uncertainty depends on uncer-
tainty itself, 7.c., on the external forces which affect the results of
productive activ.ities, as also on the ability and the desire of the
emtreprencur clearly to foresee the future. The external forces
being what they are, the knowledge of uncertainty can be said to
depend on the ability and the desire of the entreprencur to foresee
the future. The mental constitution of the entrepreneur is another
factor on which his sacrifice depends. There are some whose minds
react more strongly to the knowledge of uncertainty than those of
others; they are more easily ruffled by the feeling of uncertainty.
There are others who find pleasure in undertaking a work which
does not promise definite and certain results. For such persons
risk-taking entails less sacrifice and consequently their supply price
of risk-taking is lower.

Why is the feeling of uncertainty a sacrifice? In the modern
world where production is carried on on the principle of division of
labour the person who bears uncertainty is the one who engages
hired factors of production. These factors are promised fixed
remunerations on. the basis of anticipated results. When the re-
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sults turn out to be other than expected in such wise that the in-
come is insufficient to meet the commitments, the entreprencur has
to draw on his capital to fulfil his promises to the hired factors
It is the fear of such a possible encroachment on his capital that
makes the knowledge of uncertainty painful to him. Were it not
for this fact the knowledge of uncertainty would not have been
painful and production in the dynamic world would not have entail-
ed any sacrifice over and above those which are required in a sta-
tionary world. Uncertainty-bearing, therefore, involves the risk of
losing capital.

An entreprencur must of necessity be the owner of capital. A
capitalist alone can, therefore, take risks in his capacity as an entre-
prencur. In other words, the risk-taker in the modern world must
have money or command over money to be able to take risks. For,
today. the risk-taker's risk is the risk of losing money. And he
who has no money can risk nothing. It is, however, necessary to
call money or whatever is exposed to risk by some other name than
capital if we have to avoid the awkward statement that a capitalist
takes risk (in his capacity as an entreprencur).”  If capital is ex-

1. As explained later, it is not capita) but land whose volume is encroach-

ed upon.

Tt is interesting to mote Prof. Michal Kaleeki’s views here.  Entrepreneur-
ship is aceepted as a searce factor. Beeause of that the marginal cost curve
of production rises and the size of a firm is limited. Profy Kalecki points out
another factor responsible for the limitation of the size. It is the prineiple of in-
ereasing risk. The eurve of marginal rate of risk rises as investment incereases,
because the greater the investment the greater is the reduction of the entre-
preneur’s income from lis own capital invested, when the average rate of
profit falls short of the rate of interest.  Kssays an the Theory of Economic
Fluctuations, 1939.

2. Perhaps no ceonomist has realised the faet that it is land and not
capital that is exposed to risk. Davenport, Clark and others have stressed the
point that risk is borne by the capitalist in his capacity as an entrepreneur
or vice versa. TFor Professor Schumpeter risk-taking is in no easec an element
of the entreprencunial function; risk is taken by the cupitalist.

Tt js interesting to note in this eonncetion what Prof. F. II. Knight has
to say about profit. ¢‘The crucial clement’’, he says, ‘“in the profit problem
in a socicty in which eapital is employed, has to do with asset values. Tt is a
guestion of expenditures and reecipts and of the relative value of assets at the
beginning and the end of the accounting period...... The main point for em-
phasis is that the outlays and returns compared to determine profit are not
separated by any time interval, but belong to the same accounting period,

(Continued on mext page)
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posed to risk it should follow that risk is taken by a capitalist. 1
what is exposed to risk is not called eapital, what should it be cal
ed? The most appropriatc name for it is land. Since land is

specific factor—a factor whose return has not been debited by an
opportunity cost—the stock with the entreprencur that is expose
to risk must cxhibit this specificity character if it is to be calle
land. Tt certainly does exhibit this characteristic.  Capital earn
fixed interest. It does not have to face risks. What is exposed t
risk of loss (and likewise to the possibility of gain) is, therefore
land. Any additional gain that is not balanced by cost is of th
naturce of surplus and is associated with land. Land is a free gif
—a specific factor—and just as additions to it are chance gain
(natural), subtractions from it are chance losses. Tt is characteris
tic of land that its quantity is subject to variations beyond ou
control. It follows, therefore, that a landholder is the only perso
who takes risk.' In the dynamic world, the c¢ntreprencur and th
landlord are the same persons; it is the volume of land that is suk
jeet to uncertainty and consequently uncertainty-bearing is th
function of the landlord.? If uncertainty is called cnterprise an
the bearer of uncertainty the entreprencur, it follows that the land
lord who in a stationary world has no function to perform, has t
perform the function of risk-taking in the dynamic world (parer
thetically we might say, in his capacity as an enfrcpreneur).

(Continued frdm previous page)
however short it may be. TFor any outlay in business or production the corre:
ponding rcturn is not in the future but contemporary. Time and uncertaint
enter into profit in a different way altogether—namely, through the capite
account, or specifieally, through inventories and depreciation. DBut capital i
welf is always a matter of anticipation to the infinite future’’. ¢‘Prof. Haye
and the Theory of Investment’’, The Economic Journal, 1935, footnote, p. 8(

1. A landholder or a landlord is one who owns land, the word land bein
used in its truc cconomic sense. The casiest way to picture land is to thin
of all stocks of things after excluding from them all those things that ar
consumed dircetly and those whose consumption is merely postponed. Th
spoecificity (as also the free gift) aspeet of land becomes apparent when th
terms consumption and postponement of consumption are precisely defined.

2. TIs it really the funetion of the landowner or the entrepreneur? Tru
it is that the landlord and the entreprencur are the same person in the dyns
mic world; but they have different aspects. Drevity of expression is the cexecus
for using at times expressions that lack scientific accuraey.

3. There are statiec and dynamic aspeets of land, as it were. In its stati

aspect land earns always a positive rent. In its dynamic aspeet it is expose
£0nmtimaod am maort mnno
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A person who has a stock of consumable things (consumption
goods) can, if he decides to undertake a productive activity, either
turn it into eapital by putting off its consumption for a period of
time, or turn it into land by exposing it to risk of loss (or chance
of gain). If after appropriating his remuncration for uncertainty-
bearing (which we call profit) the owner of consumable goods—who
has turned it into land—has a surplus left over it goes to increase
the volume of land or the stock that was exposed to risk. If there
is a loss the volume of land is decreased. All such unexpected addi-
tions to and subtractions from the volume of land must be called un-
cxpected appreciation or unexpected depreciation of land.

In a statie state, as already obscrved, risk is altogether absent
and consequently land is not exposed to risk. The landowner has
therefore no funection to perform. Yet rent as a positive and ex-
pected element in other earnings docs exist in the static state. In
the dynamic world land is cxposed to risk. The volume of land
may decrease (if there is a loss) but rent in the sense of expected
-gain from exchange would still acerue to the owner of land.

Does this analysis show that since risks, in the dynamie world, are
always borne by a person in his capacity as a landholder, all land-
holders are necessarily risk-takers? A wage earner, for instance, who
gets his stipulated wage, irrespective of the condition of the market,
for the goods he is instrumental in producing seems to be taking no

risk, but he has his land aspeet inasmuch as his wage contains an ele-
ment of rent. If it is true that a labourer (the man who labours)

takes no risk in spite of his having the Jand aspeet (that is, in spite
.of his being a landholder) it follows that in the dynamie world land
cannot necessarily be associated with risk-taking. The wage earnecr,
however, does take some risk. He is the holder of land in the sense
that whatever powers or faculties he possesses yield him a surplus
.of income over cost. In this sense he is the recipient of rent. He
‘takes risk because he is after all not certain that he will get what
he anticipates. He certainly gets the sum of money cqual to the
contract wage. But the utility of this sum is not fixed and cannot,
in the dynamic world, be accurately anticipated. Nor can he cor-

(Continued from wrevious page)

to risk. We might say that the dynamic landowner (if such an awkward ex-
pression is permitted) takes risk; he is an enmtrepremewr. In the static state
the dynamic aspeet of land is absent but in the dynamic state both the aspects
.are present,
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rectly value the sacrifices he has to make as a labourer. It is only
when his labour is performed and he has received his wage that
he can ascertain whether he has got less or more than what he ex-
pected and whether the work has involved a greater sacrifice or
less than what he had thought it would. It is only after the com-
pletion of the productive activity that he can realise that some
changes have accrued in his land-holding. It is true that as a
labourer he does not take any risks; as a labourer he earns a fixed
wage. DBut besides being a labourer he is a holder of land, and
since he is living in a changing world, where the future cannot be
clearly forescen, this land is exposed to risk.

Land exists both in the static and in the dynamic world. It
can be defined cither as a specific factor (specific element in a fac-
tor) or as a free gift; that is, as a source the income from which does
not need to be debited by any cost. In a static state the volume of
land does not fluctuate; it earns rent (which is necessarily positive).
In a dynamie world the volume of land may increase or decrecase.

All eoncrete things that are not treated as consumption goods
are either capital or land. Capital is fixed in the sense that it is not
exposed to risk of loss. It is that which is merely waited for, or
that whose consumption is merely postponed. It is implied, there-
fore, that its volume remains constant. Any part of income that is
over and above the yield that is just sufficient to cover the sacrifice
of waiting is the rent element in interest. And when attention is
diverted to this aspect of the earning, capital appears to possess land
aspect. An act of production is a process that cnables capital to
maintain itself. In a static world productive processes go on with-
out causing fluctuations either in capital or in land. In a dynamic
economy production may happen to increase or decrease the volume
of land though it always maintains capital intact. This is quite
consistent with the fact that a community may go on making greater
aud greater use of capital, that is, it may go on converting a greater
and greater quantity of consumption goods into capital. Capital
may increase, in other words, because people may deccide to convert
more consumption goods into capital, but the amount already so
converted cannot increase because of productive processes.

In a dynamic world, therefore, there is, in the first instance,
a (positive) rent, similar to the rent in a static world. Over and
sbove that there may be (and almost always actually is) an un-
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volume of land. These surpluses or losses cannot be considered as
making any alterations to capital because, as already said, the capi-
talist does not take risk, The unexpected incomes or outgoings
must, therefore, necessarily go to incerease or decrease landholdings.
Thus in the dynamic world though land always earns rent its volume
is none the less exposed to risk of loss.

It is this fear of the loss of land that introduces the risk-taking
element in production and necessitates the payment of profit.” Pro-
fit is thus positive for precisely the same reasons for which wages
and interest are. The positive profit induees the entrepreneur to
take risks, that is, to perform the funetion of uncertainty-bearing.
The forces of supply and demand enable him to sccure a greater
amount as profit than the minimum that he would be willing to
take risk for. That accounts for the rent element of profit. He
earns it by virtue of the Jand clement in his enterprise or the capa-
city to bear uncertaintics. When production is completed he may
either find that he has obtained an income over and above the posi-
tive profit with its positive rent element, or that he has not cven
obtained his bare profit. In the former case his land-holding would
be increased, while in the latter it would be decreased. The loss
of land, whenever it occurs, falls on the amount of money or any
other thing that is exposed to risk, that is, on the amount that is
treated as land. The extent of loss is limited by the quantity of
things exposed to risk, that is, by the volume of land.

In the static world risk-taking is not necessary and, therefore,
the landholder has no function to perform. Landholder, as an
agent of production, does not exist in such a world, in the dynamie
world a person, be he a labourer, a capitalist or an organiser, can
take risk only in so far as he is a landholder. A labourer, a capital-
ist or an organiser does not take risk; he has a fixed income equal
to the anticipated income. And when incomes are always as ex-
pected there is no risk. It is, therefore, the landowner element in
the so-called capitalist, the labourcr or the enterpriser that really
takes risk.

Since profit is the remuneration for risk-taking it forms a part
of cost of production. Whatever is left over after the hired factors
are paid and profit is appropriated by the enterpriser is the unex-
pected surplus; if what is left over is negative it is called unexpect-

1. Bee page 324 for a clarification of this point.
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ed deficit. Profit, and the unexpected surplus (or the unexpected
deficit) accrue to the enterpriser. Production therefore secures
for him profit and causes, in the dynamic world, an appreciation
or depreciation of his land. The increase of the volume of land,
called here the appreciation of land, must be clearly differentiated
from profit. In most works on profit this distinetion is not always
made.!

Let us now see how the rate of profit is determined. Profit,
like any other income, is determined by the supply and demand of
the factor that earns it. That is, in other words, the supply aud
demand of enterprise determine the rate of profit. The supply of
enterprise depends on the number of people who are willing and
able to take risk. The ability to take risk depends, as we have
already seen, on the possession of land. It does not depend on the
possession of eapital. Capital consists of that stock which is =ot
exposed to risk. Capital is 4nvested and carns positive interest.
Our ability to take risk is measured by the part of the so-called
capital which we are able to expose to risk. The quantity of land
(which, in other words, is the part of stock that is ¢xposed to risk)
depends on the willingness of the people to convert consumable goods
into land. This ability is itself a funetion of the willingness to take
risk. Though the ability to take risk depends on willingness to ex-
pose one’s possessions to risk, the upper limit to it is set by the
amount of cdnsumable goods available. The willingness to take
risk depends on the nature of a person. The more cautious by
nature a man is the greater is the remuneration that is required to
induce him to take risk. The supply of enterprise is, therefore,
greater when people are more adventurous. The willingness to
take risk does not, however, depend merely on the psychological
make-up of the man; it depends also on the degree of uncertainty

1. Professor Frank H. Knight does not distinguish profit as the remu-
neration for risk-taking from the unexpected surplus or windfall that we hava
called unexpeeted appreciation of land. In many works on profit distinction
is made between normal profit and surplus profit. Normal profit, according to
some, is an element of cost and includes either the remuneration for risk-taking
(in which case it is identical with our profit), or besides it, the remuneratmn
for the work of co-ordination of factors. It should be clear from what has been
said in the text that the remuneration for organising work cannot be inecluded
in profit howsoever conceived. Clark includes in profit the imcome that an
ontrepreneur earns by taking and redueing .risks.
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that is, in his opinion, attached to the productivity under considera-
tion.

The demand for enterprise likewisc depends on the inability
and unwillingness of people to take risks. Those who cannot take
risk themselves must naturally be willing to hire others to take risk
on their behalf. Those who cannot or would not take risk become
the hired factors; others become the hiring factors. Those who
have insufficient land in their possession lack the ability (to that
extent) to take risk; those who are very timid or cautious likewise
lack the willingness to take risk. The supply and demand of enter-
prise thus determined give us a certain rate of profit. Shift of
human resources from the hiring factor to the hired ones or wvice
versa takes place continuously in the dynamic world in order to
Tquate the supply and demand of enterprise.

The demand for risk-taking ean also be said to depend on the
productivity of risk-taking. The marginal productivity of risk-
taking can be determined by deereasing risk-taking by one unit.
‘When the other factors are maintained in the same proportion and
quantities as before and enterprise is reduced by one unit the differ-
ence manifests itself in the greater concentration of factors under
each unit of enterprise. With such increased concentration the
productivity should not as a matter of fact decrease at all. And if
4t does not decrease, marginal productivity is zero. This is true if
enterprise could be separated entirely from other functions of pro-
duction. With one enterpriser less, for instance, two of the exist-
ing production plants would come under one of the previous enter-
prisers. And since the enterpriser does no other work except that
of risk-taking, it would not make any difference to production.
Productivity of enterprise cannot, therefore, be determined in this
way. It may however be said to consist in the relief from wuncer-
tainty bearing that the hired factors get. And this relief is depen-
dent on their unwillingness to take risk. It is thus, as said above,
tke competition of those who are willing and able to take risk and
those who are not that goes to determine the price of risk-taking.
In equilibrium this price equates the supply of and demand for
rigk-taking.

It will be obvious from what has been said above that the remu-
neration of risk-taking (i.e., profit) meed mnot equal the loss that
land suffers (when it does suffer, or what it might in the long
pun suffer) in production. In other words, it is possible for a com-
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munity to find itself with less resources in its possession than it
had anticipated at the beginning of its productive activities. Like-
wise, it is possible for the resources to be greater than anticipated.

According as there is, on the whole, a greater or smaller quan-
tity of resources at the end of productive activities than what had
been anticipated the price of risk-taking falls or rises. For, in the
former case, the supply of enterprise increases, while in the latter it
decreases. Thus the price of risk-taking (profit) while bringing
about cquilibrium between the demand for and supply of risk-tak-
ing, tends also to annihilate all differences between the anticipated
and the actual results. In other words, the forces of demand and
supply operate to bring about, in the light of knowledge gained by
experience, a better distribution of resources and to reduce all
accidental or unexpected surpluses or losses. Since knowledge is
imperfect it is never possible so to utilise all available resources as
to make them yield profit, wages, salaries and interest (with a rent
clement in each of these) without any surplus or deficit to increase
or decrease land-holdings.

The entire exposition so far has adopted the popular termi-
nology and stuck as far as possible to the commonly accepted views
on profit. And yet it has been possible for us to make a clear dis-
tinetion between profit and accidental gain or accidental loss. And
that has been our main object here. It, thercfore, became nceces-
sary to dilaté on some relevant points in order to emphasise the
fact that when an accidental gain accrues it goes to the credit of
the landholding of the man who is functioning as an entrepreneur.
And when unexpected losses are incurred the landholding gets de-
pleted. It is the land in the possession of a man that comes to be
exposed to unpredictable variations. We have stuck to the view
that the entreprencur needs profit to compensate him for the saecri-
fice involved in exposing the landholding to such fluctuations.

But our views, where we do not adopt the popular terminology,
are to an extent different. We believe that an entrepreneur needs
to be remunerated not for any risk that he takes but for the feeling
of uncertainty that he bears. Risk of any possible loss of his land-
holding is counterbalanced by the knowledge of the possibility of
gain. These two variations in opposite directions are so balanced
as to leave the enirepremeur free of any feeling or fear of risk.
The remuneration of hired factors are so fixed as to leave him (as
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far as his knowledge goes) evenly poised at the point of no gain and
no loss.” And yet, the world being what it is, he knows that though
the chances of loss are neutralised by those of gain there is a neutral
type of uncertainty in his mind. The very fact that his mind
reckons in terms of chances (even though neutralising chances)
makes him entertain a feeling of uncertainty. It is for this feeling,
never liked in itself, that the cnfreprencur need- a remuneration.
This is his profit,



CHAPTER XXXII

DEVELOPMENT OF BACKWARD COUNTRIES:
CAUSES OF UNDER-GROWTH

While happiness is the ultimate aim of all economic activities,
it is secured, in most cases, through the production and use of wealth.
The periodic or annual output of the wealth of a country is known
as its national income. It is this income that is attempted to be
increased in order to increase welfare. All productive activities
are the result of the application of human resources to those pro-
vided by Nature. Thus, labour, organisation, waiting and uncer-
tainty-bearing (to use technical terms) when combined with the
gifts of Nature, ordinarily called land, produce utility-producing
goods and services for the consumption of a people. It is naturally
the aim of every economy to raise this income to the maximum pos-
sible extent.

Our experience shows that most of our economies, if not all,
have suffered in the past from two kinds of leakages of national
jneome. Both these can ultimately be traced to inefficiency of our
productive organisation but more particularly they can be deserib-
ed as caused by, first, periodic under-employment of all our resources
and, second, % more or less permanent unemployment of certain
actual or potential means of production. The former is the prob-
lem of the trade cycle or business fluctuations while the second is
what has come to be called the problem of secular stagnation.

Secular stagnation is caused by certain available resources of
a country remaining unemployed due to some institutional factors.
While eyclical fluctuations leading to temporary under-employment
of resources are caused by what might be called an over-shooting
of the mark (sueh as, for example, over-saving or over-investment)
secular or the more permanent type of unemployment is caused by
certain features of our economic order that fail to bring wants and
the power to satisfy them together in the same hands.

To these causes of leakages of national income which it is our
object to maximise we can add a third one of a slightly different
kind. Not only do the available (ready-made, as it were) re-
sources remain under-employed, some potential resources too remain
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unexploited. That means in simple words that some of our natural
as also man-made resources arc not fully developed. This factor
has come to be called the problem of under-development. Some
countries are more under-developed than others and a country that
is under-developed in comparison to one may be over-developed in
comparison to another. There are degrees of under-development
and there can perhaps be no absolute connotation of this term.
Perhaps for this reason, along with others, those countries that
were called under-developed are today called developing countries.
That, however, is not much of an improvement over the older termi-
nology. For, in a sense, every economy is developing: the process
of development is continuing and will for ever continue in all the
economies of the world.

In this chapter we are not specifically concerned vith the first
type of leakage of wealth and income that is caused by cyclical flue-
tuations. This is taken up in the chapter on Industrial Fluctua-
tions and Unemployment. We are then left with two issues. First,
how to avoid a more or less permanecut under-employment of avail-
able resources and, second, how to develop the potential efficiency
of existing resources so that they can more effectively contribute to
the production of wealth. We must remember that wealth is only
a means to an end: the final end always being happiness of man-
kind, or welfare.

The two questions just mentioned are elosely inter-related.
Steps taken to reduce under-employment of existing rtsources would
also help us to develop more fully the productive efficiency of the
more or less unexploited resources. Why is it that in some econo-
mies Nature-given resources remain very insufficiently exploited?
Why is it that in spite of the desire to grow and develop and in spite
of the countries of the world coming close together through a sys-
tem of mutual dependence, all economies have not developed equally 7
Some difference in the degree of development can always be under-
stood: but today the difference is so great that our ordinary under-
standing of the working of economic factors fails to offer a satisfac-
tory explanation. Let us, therefore, address ourselves in this chapter

first to the question of the causes of backwardness or relative under-
devclopment,

The literature on the topic under consideration is very wide..
In recent years a number of books and articles concerning the
various problems of development have been published, written,



DEVELOPMENT OF BACKWARD COUNTRIES 329

among many others, by W. A. Lewis (Theory of Economic Growth,
1955), W. W. Rostow (The Take-off Into Self-sustained Growth,
E. J. Mar. 1956), S. Kuznets (Towards a Theory of Economic
Growth in National Policy for Economic Welfare at Home and
Abroad, 1955), R. Nurkse (Problems of Capital Formation in
Under-developed Countries, 1953), T. W. Schultz (The Role of
Government in Promoting Economic Growth, in The State of the
Social Sciences, 1956), K. K. Kurihart (Growth Analysis and the
Problem of Capital Accumulation in Under-developed Countries, in
Metroeconomica, Dee. 1954), P. N. Rosentein-Rodan (Capital Needs
in Under-developed Countries, Economique Appliquee, 1954),
Maurice Dobb (Some Aspects of Economic Development, 1951) and
G. M. Mecir and R. E. Baldwin (Economic Development). Excel-
lent material is contained in these writings but we shall deal with
the problem in our own way here.

The expressions, backward countries, under-developed (or deve-
loping) countries and countries with under-growth are often usecd as.
synonyms. The word backward economy is a general term and has
never claimed for itself a technical meaning in economic writings.
But it has been used in the sense of under-developed economy. But
growth and devclopment are two different words with meanings of
their own.

An economy is an organism in the sense that it is capable of
expanding or contracting from within itself. It is in that sense an
cndogenous system, propelled by internal forces that have not har-
monised themselves or attained equilibrium. This internal dis-
harmony of forces within a system results in the absorption of
environmental or exogenous material; It thus grows or expands in
its efforts to put its own house in order, as it were. An economy,
therefore, reacts to its environments, absorbs elements taken from
them and grows as a result. But, it might be mentioned here, a
time comes when due to its having reached internal equilibrium
it ceases to make an inroad on its environments and begins to show
signs of decay. In other words, no system can grow without limit.
Growth manifests itself objectively by increase of goods or wealth..
An economy grows by acquiring, producing and consuming more
wealth. Increase of consumption and production goods is the ob-
jective result or cxhibition of the growth of an economy. :

But the word development has a different connotation. A deve-
loped or developing economy may not be a growing economy. An
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economy is said to be developing when it is increasing its stock of
capital-goods. Or to be still more correct, an economy is develop-
ed when it has a large stock of production-goods produced by it.
Development, therefore, consists in the production of capital-goods.
When such a development is taking place in a country its stock of
consumption-goods may be limited and hence, in that sense, its
growth is retarded. An under-developed country can have a large
stock of consumption-goods and a well-developed country can have
a small stock of consumption-goods. Just as there is a difference
between a well-developed physique and an over-grown or well-grown
body, there is a difference between a well-developed economy and a
well-grown economy. The development of a country is, therefore,
to be judged by the state of its capital structure. India, for in-
sstance, is under-developed not because we have not a sufficient per-
<apita income of rice, wheat, cloth, milk, sugar, etc., but because
our capital-structure is poor. It is because of this connotation of
the word under-development that the need of capital-formation and
improvement of production technique is emphasised for an under-
developed country.

In spite of this basic difference betwcen growth and develop-
1ment the two cannot for long remain separated. A country that is
gifted with abundant natural resources and has a small population
can remain materially well-off for a long time without having to
develop her capital structure. But sooner or later her populaiion
is bound to outgrow her production of material resources needed
for a eomfortable life and the need would then be felt of capitalis-
jng her economic system to a greater degree of intensity. It is for
this reason that we generally find an under-developed country mate-
rially poor with a low standard of living.

Under-development and under-growth, therefore, generally go
together. What is the cause of under-developmentf Having seen
that under-development is a relative term, our question amounts to
enquiring why one country is less developed than another. And
that makes us investigate into the factors on which the development
of a country depends. But development depends on capital forma-
tion and so we have to see on what factors the formation of capital
depends.

Creation of capital depends, in the first place, on the availability
of natural resources. Capital is formed by the application of human
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Yabour and skill to the resources supplied by Nature. But objec-
tively looked at capital consists of rearrangement of mnatural
clements. And in a way, therefore, it can be considered as the out-
.come of the growth of land, growth of natural resources. They
grow by absorbing one another. Physical transformation of land
into capital can ouly take placc through a process of one natural
clement acting on another. But there is a systematic way in which
these elements must act on one another and that way is guaranteed
by the human mind that cxploits Nature’s gifts. We can say, there-
fore, that there must, to start with, be the desire to grow, to enjoy
a higher standard of living. TUnless that is there no efforts neces-
sary for the development of capital-structure would be forthcom-
ing. It is not meant to say that the desire to grow and satisfy a
growing number of wants is desirable in iiself. In fact, as shown
elsewhere, such a desire is self-defeating in its purpose. But if our
productive system has to bccome capital-intensive such a desire to
satisfy more and more wants must be there.

, Next comes the psychological willingness to make nccessary
sacrifices. One has to pay a price for every good thing. An eco-
nomy, if it has to have a developed structure, must be prepared to
make adequate sacrifices for it. Capital is born of postponed con-
sumption. That is why we say that waiting is the function of the
capitalist. The resources that are used for the production of con-
sumption-goods must be diverted to the production of capital-goods.
For the time bé‘mg an economy should remain content with a restrict-
ed amount of consumption-goods. This is, in the final analysis, the
sacrifice that is needed. The people of an under-developed ecoun-
try should not only have the desire to improve their material stan-
dard of life they should also be willing to wait, to make some sacri-
fice of the enjoyment of life in the present for the sake of living
4 better life in the future.

Once the necessary psychological make-up is given the rate of
growth of capital will be the function of natural resources. For,
human psychology has to operate on material resources supplied by
Nature. A country must have primary goods in plenty if it has to
develop. There must be mineral resources, a fertile soil, water re-
sources, a suitable climate and in short all that is needed for the
production of capital-goods.

The natural resources above_mentioned are all exogenous fac-
tors. There must be a suitable climate which is also an exogenous
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condition for development. But a country needs also another type
of climate—eclimate that is more endogenous than exogenous. There
must be a favourable social, political and religious climate. The
human mind must have a suitable framework within which to fune-
tion. The mind of a man, on which development ultimately hinges,
needs the support of institutional factors. There should be no re-
straints on his ability and willingness to make necessary sacrifices
for the sake of development. The political system, social customs
and religious beliefs and practices must side with the captains of
the productive system and co-operate with them for the formation

of capital.

And in the end we must recognise the importance of technical
knowledge as one of the factors on which the rate of development
of an economy depends. This knowledge refers to the manner in
which natural clements act and react, it refers to the properties of
material objeets. Technique of production is determined by scienti-
fic knowlcdge, knowledge of chemical and physical seiences and
mathematics. Unless an cconomy possesses the necessary technical
knowledge no development can be expected to proceed at a rapid
rate. There are two ways of acquiring such a knowledge. One ean
borrow the teehnique of production from other already well-deve-
loped economies or invent and determine its own technique. In
the modern world both the ways are adopted with perhaps a heavier
leaning on the former. Whether we choose to adopt one way or
the other some sacrifice has to be made. Some expenditure of money
is needed both to cxperiment ourselves and to get ready-made
knowledge from other economies. And here, as far as the latter
alternative is concerned, a country has to depend on the willingness
of others to make their own findings available to us. And here,
again, the influence of political ideologies is an important considera-
tion.

A word may be said about the distinction between capital-
widening and capital-dcepening processes. Increased use of capital,
g0 necessary for development, can take two forms. First, an eco-
nomy may use more capital-goods of the same kind as before.
Second, it may use different and of course more efficient kind of
capital-goods. The latter system is called a capital-deepened struc-
ture. Here a relatively greater initial expenditure is meeded on
capital: the system becomes more mechanised, With a smaller
amount of human sacrifices a larger output can be turned out in
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this system once it begins to operate. That is because the methods
of production become more round-about. Work is transferred from
the human body and mind to machines. It is this capital-deepen-
ing process that we have in mind when we talk of improved tech-
nique of production. The development of an economy nceds, prin-
«cipally, capital creation of this kind.

‘We have defined development and have enumerated the factors
.on which capital creation depends. Having done that we know the
causes of under-development or slow growth of an economy. Let
us remember that we are not advocating rapid growth for any eco-
momy; our obscrvations are neutral. We are making here a factual
study, a positive and objective study of facts. Whether it is desir-
able to be well-developed and consequently to emulate the example
of other more highly developed countrics is beside the point in this
study.

A few more specific statements might here be made about the
causes of under-development. We mentioned earlier that the absence
of a strong desire to grow, i.e., to satisfy an increasing number of
wants, is one of the primary causes of slow process of capital forma-
tion. Under-development of a country is, therefore, the result of
contentment. Where people are contented with whatever they have
or with whatever they have been accustomed to having, where their
minds are at peace, where their mental resources are in harmony
one with another, there the desire to accumulate wealth or raise the
standard of living is weak. Capital in such a climate does not
accumulate rapidly. A backward country is for that reason one
where as a substitute for material wealth people have peace and
contentment. They show a more complete resignation to the will
of God: they have a tendency to yield to all the external forces that
act on them. They are less aggressive in their attitude to Nature
and to their fellow brethren than the members of a more developed
society.

By contrast, the people of a highly developed economy are less
satisfied with their lot and consequently they are able to raise their
material standard of life only at the expense of mental peace. With
the accumulation of wealth the number of unsatisfied wants increases
and they begin to play havoc with the real welfare of the people.
Sooner or later people come to realise their folly in pursuing an
end that never can be reached. But old habits die hard and in an
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economy that has adjusted itself to a high plane of living people
find themselves crushed under the weight of the wealth they have

themselves produced.

Capital formation proceeds more rapidly when people not only
feel the want of a better material standard of living but also have
the nceessary foresight wherewith to visualise the long-period effects-
of a mechanised system of production. The deepening of the capi-
tal structure of an economy requires restriction of consumption in
the present. The saerifice thus made is rewarded by increased pro-
duction of consumption-goods at a later date. Unless, therefore,
people have the faculty to see the distant future they cannot be
¢xpeeted to cut down their present needs and spend their resources
on the production of new forms of capital-goods. Such a faculty
is rare in a country where people are contented with their lot.
Onc cause of under-development, therefore, gives rise to another
cause: each acts on the other and retards the progress of develop-
ment. In a country that has made some progress alrcady people
have a better vision of the future; their ability to visualise the bene-
fits of a capitalised system of production develops as increased pro-
duction of wealth whets their appetite for accumulation of further
wealth and stimulates (an irrational) desire for a more comfortable
living.

Given the above requirements of capital formation the rate of
development depends on the people’s willingness and ability to make
the necessary sacrifices. To be able to see the rosy picture on the
distant screen is not enough; one must also have the will-power to
curb one’s immediate desires and march patiently on the road to
the future. Pcople who are by nature contented with what little
they have are precisely those that are likely to lack such a will-
power. The need to stir up their determination to go ahead is not
8o strong in their case as in that of people who are thirsting for
wealth and power. It is easy, therefore, to see how one cause of
backwardness gives rise to another. Rightly has it-been maintain-
ed, therefore, that progress (!) must be initiated with a desire to
have a higher standard of living. People must be made to feel
dissatisficd with what they have so that they may make the necessary
endeavour for the provision of greater satisfaction in the future.
But, alas, little does the human mind know that a dissatisfied and
grunting man is just one who tries to eatch at the shadow.
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The importance of objective factors must not be lost sight of.
On what will subjective determinants of development act? Mind
and will-power cannot produce a rabbit out of a hat: there must
be raw-material for man to work upon. These are called in econo-
mies, land or the good gifts of Nature. Resources of all kinds have
to be worked up into capital-goods. The development of a coun-
try is, thercfore, subject to the important constraint imposed by
the niggardliness of Nature. While one cannot minimise the im-
portant part that natural resources must play in economic develop-
ment one must, at the same time, remember that Nature is not as
partial as some of us might believe. There are varicties of resources
in the world and while one country may have more of some of them
others have more of other kinds. On the whole perfect equity
might not be there in the distribution of Nature’s gifts but it is not

difficult perhaps to over-emphasise that fact. In the end, let us note
this as one of the fuctors on which the extent of development must

depend. Natural resources are necessary and to an extent determine
the dircetion in which development proceeds; but the over-all deve-
lopment of an economy is more a function of the subjective factors
noted above than anything else.

But to work up natural resources and produce capital-goods
we need technological knowledge. This knowledge ecan, if one likes,
be called the knowledge of the behaviour of material goods. Where
such knowledge is wanting development suffers. In  common
discussions of the problem of slow growth much is made of the non-
availability of technical knowledge, somewhat crudely called these
days the know-how. Without undermining the importance of this
knowledge it can be maintained that the main cause of scarcity of
technical skill is contentment. Pure intelligence, the ability to
reason and arrange phenomena in their natural and temporal order,
is never wanting in any community. But pure intelligence is pas-
sive in nature and unless there is a desire to use it, it remains
dormant. It is said that where there is a will there is a way. That.
is very truc in this context. The best stimulant to inventions and
discoveries is the desire to have a high standard of living. The
mind that is dissatisfied with the standard of comforts enjoyed seeks
new ways of exploiting Nature. And here the word exploiting is
very appropriate indeed. Man can have more by robbing Nature
and, in the final analysis, there is perhaps no other way of progress-
ing on the material plane. Necessity is the mother of invention:
let us feel the necessity of living well and inventions will follow.
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An under-developed country can utilise its own mental re-
sources and develop the needed technology. That is the right
ihing to do. But the correct method is always a slow method also.
To expedite devclopment a backward country, therefore, borrows
«kill in very much the same way in which it borrows goods. It
also buys skill and uses it for its own purpose. But one cannot for
ever go on borrowing or buying. That is a palliative only. Sound
cconomics suggests that we have rcal cures for our maladies. If
we have to have a sustained rate of growth we must stop relying
on forcign technical skill and plan to evolve a technology of our
own. But where people are not bubbling with wants such an
evolution is difficult to bring about. We realise once again that
most of the causes of under-development spring from internal equili-
brium. Where the mind is at peace development is not needed.

We have been talking more or less in mieroeconomic terms.
Let us now consider the influenee of the part that the government
can play in the economic development of a country. An ideal govern-
ment is one that helps the people to satisfy their wants easily,
quickly and to the maximum extent. DBut wants are of many kinds
and often of a conflicting nature. The satisfaction of some of them
goes counter to the satisfaction of others. ‘Wants for material pro-
gress are opposed to those for spiritual development. A good govern-
ment caters to both these kinds of want. Where emphasis is
laid on material progress spiritual values of life snffer. The re-
verse is the case where spiritual development is held in high esteem.
There are diverse ways in which a government can either help or
hinder the efforts of individuals in the satisfaction of their wants.
Tt can make pcople more dissatisfied with their lot than before and
thus stir up those activities that lead to material progress. By a
good system of education it can build up a social psychology that
is favourable to growth. Tt can help and encourage the people to
save more income and build up capital.

The-part that the state can play in the development of a coun-
try is now increasingly recognised. In particular, what it can do
to increase the tempo of economic activities and lessen the extent of
unemployment of resources has received the attention of economists

and politicians alike in recent times. Here we are not concerned

with the study of that problem. We simply note that one of the

factors on which development depen
government performs its task of loo

ds is the manner in which a
king after the welfare of the
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people. A callous and inefficient government can, therefore, be con-
sidered as one of the causes of under-development.

It is sometimes said that a country is poor because it is poor.
This is anything but logic. Can poverty be the cause of poverty ?
Can anything be its own causc? The answer is in the negative.
What does poverty mean? It implies a low per capita income, of
course income in real terms. But inecome is derived from capital.
Income flows from capital. Capital is a stock and income is a flow.
If income is low it can be due to two reasons. Either the stock of
capital is small or the capital-output ratio is hizh, or both these
causcs are operating together. To remove poverty we must, there-
fore, operate on these two factors. We must inerease capital forma-
tion (we must increase the rate at which capital is created) and we
must make it produce more income. The first amounts to what is
called expansion of capital, the second to its intensification or its
deepening. In simple language, we must have more capital and
more efficient capital. But for these changes in the structure of
an economy one and only one thing is needed and that is inereased
saving. Unless a country saves more, unless it consumes less, it
cannot build up a larger stock of capital-goods of the same kind
or transform capital of less productive type into one of greater
productivity.

Saving is a kind of surplus. 'When a country is poor its capa-
city to producc'a surplus is low because its ability, as also its will-
ingness, to save is at a low level. But as by the process of saving
and turning it into appropriate type of capital-goods a country
becomes richer its ability to save increases and along with it the
willingness to postpone consumption also gets strengthened. Tt be-
comes, thercfore, easier to get richer. The rate at which poverty
decreases goes on increasing. This is the familiar law of increas-
ing returns. The cause of poverty is not poverty. All that can,
with respeet for logie, be said is that due to the operation of the
law of increasing returns it is easier for a rich country to develop
than it is for a poor omne.



CHAPTER XXXIII1
PROCESS OF DEVELOPMENT: CAPITAL FORMATION

Having dcfined development in terms of creation of capital,
having scen that development, ‘as against simple growth, reauires
jmprovement in the quality and quantity of capital-goods used. we
can say that the process of development of an economy must mani-
fest itself in the formation of real capital. What is necessary, how-
ever, for sustained devclopment is that ecreation of real capital
should be accompanicd with full employment of available resources.
The development of an economy leads to growth (of income, for
instance) but growth docs not necessarily lead to development. We
can judge the success of development, therefore, by the rate or
extent of growth of, say. national income.

Given the resources at any particular time the problem before
an economy is how to employ them in the production of income.
As new (forms of) capital comes into being the proportion of fae-
tors of production changes and consequently the problem of how
to employ the available factors is continually kept alive. Whether
capital is undergoing the process of formation or has stopped grow-
ing, the problem at any particular time or during g period of time
is to put the given resources to optimum employment. Naturally
as students of cconomics we can say that the total supply of the
various kinds of resources should be distributed among different
uses according to the principle of equi-marginal productivity. This
ds the problem of allocation of resoureces.

Optimum allocation of resources has to encounter many
obstacles. Full knowledge of existing resources and full knowledge
of mcthods and teehnique of production constitute the prime neces-
sity. Such knowledge is always wanting and that is our first
obstacle. Next, there should be perfect mobility of factors of pro-
duction. We should be able to move factors from one place to
another and one productive use to another. This is not merely a
matter of transportation; there are social, political and religious
impediments to the movement of factors. For optimum allocation
of resources all these subjective and objective obstacles should be



PROCESS OF DEVELOPMENT 339

rvemoved. Then, there are purely economic obstacles such as those
provided by the behaviour of producers and consumers. As we
know, and it has become a commonplace of the economist’s stock of
knowledge, savings are made by one set of people and investment
by another, at least to some cxtent. Savings and investment, there-
fore, do not always run parallel to each other. Excess of one over
the other causes either under-production or over-production. Fae-
tors of production thus, at times, remain under-employed. Optimum
allocation of resources cannot be effected when some factors are
under-employed. We are not concerned with the explanation of
the phenomenon of under-employment cquilibrium: we are making
only a passing reference to that phenomenon as it constitutes one
of the obstacles to optimum allocation.

There are, over and above these, some institutional factors that
act as impediments to ideal allocation of resources among different
lines of production. For example, when competition is not pure
and perfeet, monopolistic clement in the market might serve to
restrict the employment of certain factors as it becomes more pro-
fitable to produce less than the competitive output. Again, as we
live in a money economy, the employment of resources depends to
an extent on the availability of finance. The banking system should
be ready to supply credit when it is nceded for genuine purposes.
Money (eredit included) should facilitate economic activities but
not control thepp. Money should be neutral; it should not by its
over-supply inflate prices or by its scarcity deflate them. If money
begins to dictate its own terms, as it were, resources cannot be opti-
mally allocated.

Creation of new capital, capital formation as it has come to be
called, is not entirely a different problem from that of optimum
allocation of resources. Natural resources and human factors need
to be judicially and optimally combined to produce the needed real-
capital. Development of an economy through the creation of new
capital-goods, therefore, requires the same attention: we must dis-
tribute the resources among different uses in the best way. When
we concentrate our attention only on consumption-goods the alloca-
tion problem becomes a short-term problem but when we bring with-
in the focus of our attention capital-goods also the problem acquires
larger dimensions—the problem of allocation has to be solved from
the long-period point of view. This point is of some importance as
it bridges the two scparate problems of the best use of existing re-
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gources and the creation of mnew resources. Static conditions are
thus considered along with dynamic conditions. It is often said thas
the problem of optimum use of existing resources is a problem in
static cconomics while that of the ereation of new resourees or the
formation of capital of more automatic type is a problem in dyna-
mic economics. From what we have just mentioned it should be
elear, however, that such a dichotomy stems from a defective under-
standing of the working of economic forces. New capital, new
methods and technigque of production. cannot spring {rom nowhere.
They are created and developed out of the existing resources and
consequently constitute the very same problem of optimum alloca-
tion of resources, considered only from an extended point of view.

In this conncetion we might mention some other impediments
to the best allocation of resources and, therefore, also to development.
International commercial relations giving rise to international trade
is, in normal circumstances, expected to assist the process of deve-
lopment. To trade with other countries is to make another use of
our resources and we shall make that use only when it is found to
be a better use. Thus, international trade can be regarded as a
sign and a cause of development. That both the trading countries,
or all the trading countries (in the case multiangular trade). gain
by such trade should, therefore, be admitted. But all our statements
in economies are based on certain assumptions. Our propositions
are logical conclusions from assumed premises.  Fuether, we assume
that other things remain the same, so that the given premises do
not change. It is argued in certain quarters that the propositions
in regard to international trade are based on premises that are not
always correct. For instances, what is the cause of foreign trade?
All of us know that international trade arises duc to immobility
of factors of production (at least of one) as between regions. Other-
wise instead of produced goods moving across the frontiers factors
of production (that earn income) would have moved. The assump-
{ion of immobility is not questioned but it is maintained that even
within a country factors are not mobile. That gives rise to condi-
tions of international trade even within the boundaries of the same
country. And if that is the case then international trade is just
a kind of trade that goes on within the country. In such condi-
tions of an economy, then, international trade does not supplement
domestic trade but acts as a rival. When international trade begins
and gathers momentum domestic trade that could have developed is
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somehow prevented from developing. Raw materials needed for in-
dustrial production, for example, might be exported evén though
there may be scope for their use within the domestic economy. It
is for this reason that it is at times argued that when a poor or back-
ward country engages in intcrnational trade other healthy internal
devclopments are prevented from taking place. That might be
true; but it is still arguable that perhaps in the absence of inter-
national trade things would have been worse. But because of extra-
economic forces that often act in unison with ceconomic forees it
might happen that domestic, and perhaps more profitable, use of
resources is prevented by the institution of foreign trade. If so,
interuational trade in certain conditions becomes another impedi-
ment to the progress of an economy.

We now take up the discussion of capital accumulation. We
have already explained that for the development of a country, as
against its mere growth, improved types of capital-goods are re-
quired. Capital deepening is very necessary for development;
without it we might be able to make fuller use of the resources that
are available but cannot develop those resources or, what comes to
the same thing, cannot convert them into new types. How does
capital accumulate? How docs capital formation take place?

We have to make a distinction between real capital and money
capital. For an individual industrialist this distinction is mnot of
much significange. When he has obtained funds he can in most
cases buy the required capital-goods with them. Each producer
thinks, therefore, that when money is obtained getting capital-goods
is a question of time only. That does not mean that converting
moncy into machines is an automatic process. To get money and
then to invest it properly requires knowledge and much work. But
that is all. For an individual producer the question of the avail-
ability of real capital is not a serious problem.

When, however, we take the case of the whole economy, when
we look at the problem from macroeconomic point of view, the dis-
tinction assumes importance. Money is useless if capital-goods are
not available. What is required for development is, therefore, real
capital. This is not the only thing required but it is one of the
most important things needed for the development of an economy.
It is an essential condition, though not a sufficient condition, of
development. We have, therefore, to see how and when real capi-
tal would be produced. Like anything else that a producer produces
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capital-goods require for their production rawmaterials and the
services of agents of production. In other words, rawmaterials and
human services (labour, organisation, waiting and enterprise) are
needed. These should be available for the production of real capi-
tal and money should be available to buy or hire them.

Availability of money depends on the banking system and all
that goes with it. An economy has a stock of money with it which
eirculates in the process of its being used for buying goods and ser-
vices. A part of it dbes not circulate and, in & sense, remains
hoarded. It satisfies, what Keynes calls, liquidity preference. It is
used, in other words, mostly for purposes of speculation. A part
of the total stock of money with a community can thus become
available as capital (moncy-capital) to those who need it. 1f people
spend all they earn there is nothing left for purposes of lending.
And this is absolutely true when money is quickly spent. The speed
with which 1t is spent determines whether any part of it, however
small, would be available for lending. When people do not spend
all they earn something is saved. This is their money-capital and
it can be used as such by those who save or those who borrow it.

Hence, we can say that the finance needed for the production
of real capital requires, first, that people should save a part of their
incomes and, second, that they should use it themselves or lend it to
those who need it for the purpose of ereation of real capital. The
first requirement raises the consideration of the propensity to con-
sume while the second leads to the eonsideration’of the banking
system. We have not considered yct the question of the availability
of rawmaterials and human services; we want to consider first the
factors on which the supply of moncy-capital depends. It is in our
money-economy that this becomes a separate problem. We have to
buy and sell all goods and all services using money as a medium of
exchange. Any way, we have to face this problem of getting suffi-
eient money for the purpose of producing or procuring real capital.

What are the prospects of supply of money in the case of a back-
ward or poorly developed country? It is essential to remember in
this context that though as a gencral rule there is a large volume
of money in a, highly developed cconomy there is no invariable re-
lationship between the statc of development of a country and the
volume of money in its possession. In a more devecloped country
there is more real wealth—there are more goods of all kinds and more
extensive services—but not necessarily a large volume of money.
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But perhaps something can be said about the relationship between
the state of devclopment and the distribution of money. Income is
more likely to be somewhat equally distributed in a poorer or less
developed country than in a richer and more developed country.
The propensity to save money is, therefore, low. In highly deve-
loped countries where money is less evenly distributed there is a
greater scope for saving.

It is sometimes said that the propensity to save is low in a poor
or under-developed country because of its poverty. DPcople, we are
fold, cannot save moncy because it is all spent in buying the neces-
sities or ordinary comforts of life. Whether that is the casc or not
should depend on the value of money. If prices of essential com-
modities are low something can be saved cven if there is very little
to buy. But in such countries perhaps prices would not continue
to be low. Any way, this is question of the price level and one
cannot say whether prices would be higher or lower in a poorer
country than in a richer country. This question of the propensity
to save and its relationship to the state of development of an eco-
nomy has a logical place in the discussion of the availability of real
resources.

So let us be content with noting that from the purely money-
point of view a less developed country has a lower propensity to
save (money) .b('cnuse of the greater equality of incomes. I.eaving
exceptions, as a country develops its income gets more and more
concentrated in the hands of a few people. This tendency can be
checked by special measures taken by the government. And such
measures arc often taken to make the benefit of development avail-
able to a large section of the population. But cconomic forces,
as they operate in our eapitalistic countries, tend to bring about a
more uncqual distribution of income as development procceds. For
this reason an under-developed country finds it hard to get suffi-
cient money-capital to acceleratc the rate of growth of its cconomy.

The two aspects of saving—saving of money and saving of real
income—are so closcly related together that the effort to keep them
in separate compartments imposes a great strain on our mind. But
analysis consists in so doing and if our thoughts have to be orderly
arranged we must disentangle the forces that tend to operate to-
gether. The discovery of causal relationships which is the objee-
tive of a science needs such an analysis.
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So here we have one great difficulty that a poorly developed
country has to face. Money income has to be saved in sufficient
proportion to stimulate growth of the economy but that cannot be
done to the required extent because of a fairly equal distribution
of income. It should not be taken to mean that in a country that
has not sufficiently developed perfect equality of income prevails.
Such an equality, even if desirable, cannot be achicved in a'ny stage
of the development of an economy. IBut, as observed above, what-
ever the incqualities of income, they get further accentuated with
the growth of mnational income unless special measures are
taken by the government to counter such a tendency. To accelerate
the rate of development a greater disparity of income as between
the rich and the poor is needed but it is precisely such a distribution
of income that would impose perhaps an unbearable burden on the
macroeconomy of the country. For speedy growth we have, there-
fore, to look clsewhere.

But a word might be said here about the organisation of the
money or capital market. Even when individuals save a part of
their income we nced an organisation to pool those savings and
make them available to those who can use them for the purpose of
production.

The organisation of capital market plays a very important part
in mobilising the savings of the people for productive purposes.
But the cxistence of such a system is not sufficient by itself to gua-
rantee that savings shall be turned into investmént. But other
things remaining the same, the better the facilities offered by the
banking system for the lending and borrowing of money the quicker
is the development of the economy of a country.

But the relationship between the banking system and the state
of an economy is a mutual one. One cannot expect the one to wait
till the other improves. If left to itself the banking system would
not make much progress in the absence of a high rate of growth of
national income. It becomes nece'ssai"y for the government to come
to the rescue of a poor country. The initiative cannot be expected
to lie with the banking system; the government must play its legiti-
mate part here in helping to provide good banking facilities to the
economy in anticipation of a real demand for it in the future.

‘We now come to the real side of the process of saving. Money is
only (and at any rate supposed to be only) a medium of exchange
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and moncy saved is only a measure of real resources saved. What
is required for the building up of capital is the saving of resources.
We need raw materials and human services for the production of
capital and these are the things that must be saved (abstained from
consumption) if the economy of a country has to develop. If such
resources are out of use, if some of them arc unemployed, all that
neceds to be done is to put them to productive use. People need
not, in such a case, cut down the use they have been making of the
factors of production. In other words, their consumption need not
be deercased to cnable inereased production and use of capital-
goods. In a poor country, or in one that has not made much pro-
gress, such unemployed resources are frequently to be found. Lebour
is generally under-employed and other natural resources needed
for the production of capital-goods, thercfore, remain inadequately
exploited. In a way, we can say, real saving already exists. It is
not saving in the logical sense; but resources are available in the
same way in which they would be were the people actually to save
real resources.

While such under-cmployed resources are often to be found in
the ease of poorly developed socicties, it might still be of intercst to
see what would be needed where such voluntary idleness does not
exist. The analysis would be more appropriate to cases where the
development of a country has already made some progress. However,
let us procced with our work.

T.et us ff&% our attention on the fact that for the creation of
<apital-goods resources are needed and if they are not available we
must economise their use in the creation of consumption-goods. In
short, resources must be shifted from one use to the other. That can
be done only when the people are willing to consume a smaller
quantity of consumption-goods than before. Who will tell them
that such a sacrifice is nceded? And who will persuade them to
make such a sacrifice? One way is persuasion by the State. Where
there is at all some scope for curtailment of consumption, govern-
ment can adopt various ways of tempting or persuading people to
do that. Take, for example, the floating of a loan bearing attraec-
tive rate of interest. That would tempt at least some (who ecan
manage with restricted consumption) to buy the government loan.
‘Where much scope for reduction of consumption exists this method
is very successful. But in a country where development has made
little progress the scope for cutting down expenditure on consump-
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tion-goods is very much limited. Whatever little can be achieved
would however be achicved by government borrowing.

Government borrowing recleases factors of production for gain-
ful employment in capital-producing industries in another way also.
Money thus obtained by the government, when invested in capital-
goods industries, would in course of time increase the national in-
come. A part of this additional income would become available for
further investment. In other words, when a nation’s rcal income
inereases it becomes easier for it to eut down its consumption. That
is, if the previous level of consumption is maintained there would
be a greater percentage of resources that can be spared for use in
the production of capital-goods. To put it in a different way, wise
expenditure of borrowed money would increase the produetivity of
investment and thus cnable an cconomy to manage with a smaller
supply of factors for the satisfaction of its wants of consumption-
goods.

Much cannot be expeeted, however, from government loans
bearing a high intercst rate. That is a very weak inducement to
consume less and thereby release real resources for use clsewhere.
For, a poor country with its poor and satisfied population has no
desire to have a higher standard of living. Where people have an
aversion to new ways of life and new methods of production, leisure
is preferred to goods. There hardly exists any inducement tq make
sacrifices in the present for the sake of increased ¢onsumption in
the future. In the previous chapter we have cnumerated the cha-
racteristics of the pcople of a backward country and indicated the
obstacles to deveclopment. Suffice it to emphasise it here that a
high rate of interest on government loan is hardly an induccment
to capital formation.

An alternative to this type of voluntary saving by the people
is what is called forced saving. It is open to the government of
a country to print notes and crcate money for itself instcad of
borrowing it from the public. In this way finance can be obtained
for the production of capital-goods. With the money thus created
factors of production can be bought or hired. A slightly higher
rate of remuneration to them would draw a part of their supply
from existing consumption-goods industries. This mecthod substi-
tutes more effectively government investment for private investment.
But deficit financing, as this is called, has its own disadvantages.
Prices rise and the entire pattern of distribution of income changes.
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As the rise of prices is not uniform it causes hardship to certain
classes or categories of people. However, it is possible to make
some progress by adopting this mcthod. TUnder certain favourable
circumstances capital formation can be secured. But the circum-
stances may not be favourable. Social and political atmosphere in
a poor country might militate against a rapid development of its
economy. A backward country lacks, at times, that stability of its
government which is to be found in an advanced country. Social
ways of living being more primitive in a poor country there are
bound to be leakages in the economie system. Increase in income is
likely to be put to wasteful (from the point of view of develop-
ment) uses. There has to be an all-round progress in the economy.
The whole pattern of living and thinking has to adjust itself to the
requirements of development.

For the reasons given above one should not expect a miracle.
A backward economy must plod its way upwards to development.
Those countries that are today highly developed in the technique
of production and are enjoying a high standard of living had to
pass through long years of hardship. Good things of life cannot
be had without appropriate efforts; one must be prepared to work
and wait patiently. And that enables us to sound another note of
warning. No attempt should be made, either, to speed up progress.
‘We must remember that slow and steady wins the race. What
we are witnessing in our country is a sorry state of affairs. Perhaps
much wasteflil expenditure could have been avoided if we had
remembered that we cannot grow rich overnight.

We have said that the whole pattern of living and thinking
has to adjust itself to the requirements of development: and that
must of necessity be a slow process. Tacked on to the attitude of
resignation there is a Japidly growing population in a backward
country. Unless our attitude to life changes in the matter of the
size of a family, for instance, we cannot derive full benefit from our
efforts to promote capital formation. Social and political reforms-
must go side by side with economic reform. We should not be
unduly optimistic about our being able to bring about a rapid rate
of development. And for the same reason we should not be dis-
appointed if success is slow in coming.

We have seen what we can do to initiate or speed up develop-
ment when there are no idle resources. That, however, is only &
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theoretically possible position. In a country that has not been
developed to any very great extent there always are some unemploy-
ed resources. In particular, there is unemployed labour and there
is also some disguised uncmployment of labour. Further, mental
resources in a poor country are also not properly exploited: we can
say that organisation is under-employed. In simple words, human
intelligence is not fully used (developed) so that skill and technical
knowledge are found wanting. There is very little application of
seience to industries. Unless full use is made of the mental facul-
ties that a mation is gifted with development cannot be stepped up.
We can say, therefore, that in countries that are not well developed
there are some unemployed mental resources (organisation is under-
employed). Moreover, in such countries people are not very enter-
prising, partly because of political instability (if that is there) and
partly because they have limited wants and do not care to raise
their standard of living by working harder and taking increased
risks. In one word, then, in a backward country there almost
always arc under-employed resources. To initiate or speed up the
.development of such a country we must adopt measures to increase
the employment of these under-employed factors of production.

The problem of development is, therefore, threefold. As a
necessary first step to growth is the creation of capital-goods. We
must first have adequate finance wherewith to start the process of
.deepening of the capital-structure of the economy. , That, as ex-
plained above, can be done by altering the distribution of income,
making it less equal, howsoever undesirable that may be as an ulti-
mate ideal. In the next place, we have, thinking in terms of real
.capital, to make provision for its production. Factors of produc-
tion are neceded for that. If they are available due to under-
employment we have to lake measures to employ them through the
agency of the government. Left to themselves, for the reasons
stated above, the people would not utilise the idle resources, They
are too contented with what they have to think of inecrcased pro-
duction and lack assurance of adequate reward for their work and
enterprise. Where there is scarcity of some factors of production,
such as specific types of natural resources or man-made instruments
of production, factors of production have to be diverted from con-
sumption-goods industries to capital-goods industries. Various ways
of effecting such a diversion have been explained above. Taxation,
loans and deficit financing are some of the means to that end.
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All the three steps mentioned here are interlinked, as they
necessarily must be, each having its impact on the others. But the
problem is not a simple one. The whole socio-cconomic and politico-
economic sct up has to change. Patient endcavour is required and
we have to have a sense of proportion lest in our enthusiasm to deve-
lop we overshoot the mark. The existence of devcloped cconomics
is a spur to progress. But jealousy and envy have to be guarded
against. We must not forget the hard toil and sweat that develop-
ed countries needed before they could reach their present state of
development.

The process of development can be accelerated by the help of
other already developed countries. It is not impossible for a coun-
try to depend entirely on its own resources, physical and mental,
for the development of its cconomy. But the process would then
be slow and an attempt at acceleration of the rate of development
would impose a great strain on the people. Development of all
kinds shower their benefits on future generations. The present has
to make sacrifice the reward for which is obtained after a long time
in the future. There is a way of spreading this sacrifice over a
period of time: a country can pawn its future, as it were. In other
words, the present genceration can borrow consumption-goods from
future generations. The best way to do that is to take the help
of foreign countrics. Borrow from them goods and skill so -that.
you may not*have to make heavy sacrifices. The debt can be paid
off casily in the future out of its own productivity.

It would not be unwise, therefore, for a poor country to rely
on the help of developed countries. ILet those countries act as
lenders or capitalists: let them lend machinery, essential raw
materials and technical skill. Such a reliance on other countries
constitutes an act of co-operation between countries. It constitutes
international trade in capital: the borrowing country buys present
goods in exchange of future goods.

It has been caleulated that in a developing country the capital-
output ratio is, in general higher than that in a fairly advanced coun-
try. The ratio might be anywhere between 3 to 1 and 6 to 1. That
means that to get an output of the value of a crore of rupees we
would have to invest anywhere between three and six crores of
rupees. In the initial stages of growth, therefore, heavy invest-
ment is needed. For a reasonable rate of growth of the economy
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«<f a poor eountry over 10% of its national income has to be invest-
«d in production. It is this burden that can be greatly reduced if
it could be spread over a number of years. And the one easy way
d¢ do that is to borrow money (necessary real-capital and other re-
sources) from those foreign countries that are willing to lend with-
<ut strings attached to their lending.



CHAPTER XXXIV

THE PROBLEM OF EMPLOYMENT IN CLASSICAL AND
KEYNESIAN ECONOMICS

1t is not possible to imagine a situation in which all the fac-
tors of production are fully employed. First of all, one mus: know
what precisely is meant by full employment and, then, one must
clearly define the coneept of factor of production itself. This latter
point is due to the possible difference between an actual and a
potential factor. When a man’s intelligence is not fully develop-
ed, for instance, shall we call it a case in which a factor (organisa-
tion) is under-employed? Such difficultics as the above need not,
however, hold up the study of the problem of employment. As‘we
procced with the discussion of the problem we shall, at appropriate
places, indicate what we understand by factor of production.

There are many rcasons for less than full employment of fac-
tors of production to one of which attention might be drawn imme-
diately. We are not provided with just those quantities of factors
(natural and man-made—man-made factors are ultimately derived
from nature-given resources) that we need for the satisfaction of
our wants. When we employ the available factors, combining them
in technically®the best possible way, some quantitics of one or more
factors are bound to be left without any use for them. It is the
inclasticity of technique that is responsible for it: the cocfficients
of production are not infinitely elastic.

‘We shall ignore this type of unemployment as perhaps nothing
can be done to do away with it entirely. The classical ideas about
unemployment and Keynes’ ideas are different. In the final ana-
lysis it might become possible to reconcile them but otherwise the
causes of unemployment as seen by Keynes differ from those as seen
by the classical writers. And due to this difference while Keynes
thinks that an economy can reach the position of equilibrium cven
when resources are not fully employed classical economists thought
that uncmployment could exist only during the process of adjust-
ment to a position of equilibrium. Why this difference, let us see.

We can say, to begin with, that (and we shall confine our atten-
tion to only one factor of production, namely, labour) labourers are
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unemployed either when they are not able to produce any commodity
(services being considered as a commodity) or when they are not
able to sell what they are able to produce. If they are not selling
their output but consuming it themselves we shall have to substi-
tute the word consume for the word scll. It is hardly eonccivable
that labour cannot produce anything and it is equally impossible to
conceive of a situation in whieh it cannot sell what it can produee.
Something can somchow be always produced and something can
somechow be always sold. So we can ¢nmbine the two econsidera-
tions and say that labour is unemployed when it is not able to sell
what it can produce or is not able to produce what it can sell. Here
we synthesise the two forces that our analysis had separated. But
even this last statement needs further refinement. We can always
producc somehow what we can sell somchow and wice wversa. DBut
somchow would not do; we should be able to produee and sell with-
out a loss. If we make a loss we would choose to remain un-
employed.

Now bring in the employer of labour. We can say that a pro-
ducer will employ labourers only when he can produce what
can be sold without involving him in a loss. The concept of loss or
profit does not need to be clarified here. The production and sale
of a commodity without loss can be shown, now, to be a function
of two variables. For, to avoid loss cost of production shauld be
low or the sale price of the output should be high or, to be more
logical in our statement, the cost should be low in relation to price
or price should be high in relation to cost. In fact, these two state-
ments mean one and the same thing. We can begin to investigate
the cause or causes of unemployment from this point, bearing in
mind that unemployment results from cost being relatively high,
¢.c., high in relation to the price of the produet.

Now look at the classical ideas about uncmployment. For them
the economic problem was mainly one of allocation of resources.
For best results there was one thing to be done and that was to
put all the resources at our command to optimum use. Transfer
1 sources from the place and industry where their produectivity is
low to the place and industry where it is high. By doing that you
get the best result and there will be no unemployed factors of pro-
duction. They, consciously or unconsciously, regarded unemploy-
ment as the result of high cost of production. We observed earlier
that people are unemployed when cost of production is too high
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or the price of things produced is too low. Later we corrected our-
selves by saying that unemployment results from the cost of pro-
duction being high in relation to price, or price being low in rela-
tion to cost. But the classical economists looked at the problem
from the point of view of production costs. Cost of production
is high when a large quantity of factors is needed to produce a
given output. To reduce the cost we must, therefore, transfer the
factors of production to other industries where they would not be
needed in such large quantities. The law of diminishing returns is
all-pervading and it is because of this law that for optimum results
we have to shift resources from one industry to another according
to their (marginal) productivity. To sum up, labour is unemploy-
ed because the cost of production is high; it is high because labour-
ers are not producing enough where they are sceking employment
or where they are attempted to be employed. Transfer them from
industries where their productivity is low to places or industries
where they can produce more. If such transfer is possible there
will be no unemployment.

The classical theory is correct as far as it goes. It looked at
the problem of employment from the cost-of-production point of
view. And it conceived of the economic problem as one of alloca-
tion of resources. They knew that everywhere the law of dimi-
nishing returns ultimately operates. The only obstacle to full em-
ployment of rasources is the difficulty of shifting resources from
one place or occupation to another. Immobility of factors of pro-
duction would be the only cause of unemployment. And there
would be many causes of immobility; but in perfect competition
which is the framework within which most of the classical economie
thinking was done, factors of production would be as mobile as is
needed. This theory, let us emphasise the fact once again, is correct
as far as it goes.

Tt will be rcalised that the classical cxplanation was couched
in real terms as against monetary terms. Productivity of labour
or other factors of production and the factors themselves were mea-
sured in real terms. It was natural in such a case to assume that
wages equalled the real marginal product of labour; they could not
be otherwise. Hence, one could with impunity, forget all
about wages in such a presentation of the theory of employment.
And when any specific mention has to be made of wages or of the
remuneration of factors of production it would be said that the
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earning of a factor must naturally equal its marginal product and
if it is not, and only when it is not, there will be unemployment.
Hence, the corollary from the classical theory is that if there is
unemployment the solution lies in bringing the wages (or the re-
muneration of the factor concerned) down to the level of the margi-
nal product of labour. All this was in the true and rich tradi-

tion of classical economics.

Contrast this with the problem of employment as conceived by
Keynes. Uncmployment, for him, was not a manifestation of dis-
equilibrium of the system. It can be there even when the economy
has reached the position of cquilibrium. That gives rise to what
has been called under-employment cquilibrium of the economice
system.

Keynes looks at unemployment from the point of view of price.
There is unemployment of labour when the price of the things that
it produces is low. We shall not repeat again and again that state-
ments such as the above are not logically quite correct. Let us
once more emphasise that price has to be considered in relation to
cost. Any way. Keynes’ way of stating the cause of unemployment
can be associated with the price-angle. In some sense price of the
product is too low to seecure employment for labour. And the
remedy is then obvious; raise the price of the product and employ-
ment will follow.

But why is the price (in some sense) too low and how is the
price to be raised? Priee, as the classical exposition would view it,
is the ultimate result of the distribution of resources among their
various uses. Price structure is the resultant of a certain pattern
of allocation of resources to various uses. To raise the price of the
product of labour should we then operate directly on the allocation
of resources? Should we transfer labourers from one occupation
to another?

IIere it becomes necessary to make a distinction between real
and monetary approach. Once you talk of price you are foreced
to take the monctary view of the matter. Money has to be recog-
nised as intervening between cconomic forees that could otherwise
be viewed in real terms. Price is the expression of value in terms
of money. Vhlue becomes a function of an additional variable with
the result that the quantity of moncy that is used for purposes of
exchange begins to have some say in the matter of employment.
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So according to Keynes we must raise the price of what labour
produces in order to promote employment of labour and that can
be done by operating on the supply of money. There are other
ways also of raising the price of a commodity but all of them are
not equally reliable and equally efficient. We know that other
things being the samc the price level depends on the supply of
money. More the money the higher the price. But where should
the moncy be increased? If we want to raise the price of chairs we
should increase the supply of money that is spent on, or is avail-
able for spending on, chairs. If labourers (of a particular cate-
gory) are producing goods X, Y and Z and we want to raise their
prices we must increase. the income of the buyers of these commo-
dities.

Now let us extend this analysis to cover wider areas. Suppose
we want to raise the prices of all the goods because labourers (co-
operating with other factors) produce all of them. TUnemployment
may be of a general type affecting all categorics of labourers. Then,
we must increase the income of all the labourers for then they will
spend more money on all the goods produccd and thus raise their
prices. When prices rise, other things remaining the same, em-
ployment will inerease. Remember our two basic statements which
we said can logically be combined into one, namely, that to remove
unciuployment either the cost of production should fall or the
price of goods slfould rise. By increasing the income of the labour-
ers we attempt to tackle the problem of unemployment through the
medium of price.

It should follow, therefore, that if we increase the income of
labourers, 4.e., if we raise their wages, unemployment would de-
crease. But put this way it does not appeal to our commonsense.
For, if we raise wages the cost of production would rise and, there-
fore, according to the classical reasoning, unemployment should in-
crease.  Considerations of the two changes, cost of production and
price, should not yield contradictory results. Ilence, we have to
word our finding in a different way. Let us say that to reduce
uncmployment we should increase the income of the labour class
not nccessarily by raising the level of wages. The way to do that
is to employ more labourers: when a larger number than before is
employed the income (and, therefore, the purchasing power) of the
labour class would increase. But again we ave up against a diffi-
culty. How can we employ more labourers? We are arguing in,
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a circle: to reduce employment, our suggested solution is that, we
should employ more labourers. Let us, therefore, spell out our
remedy more fully.

To decrease the volume of unemployment of labour we must
raise the price level. We can do that by increasing the income of
labourers. We can increase this income by employing more labour-
ers. We can employ more labourers by opening out fresh avenues
of employment. Fresh acts of production must be undertaken.
The best agency to be relied upon for this purpose is the govern-
ment. Let the government undertake to produce more goods or,
better still, more goods of the nature of capital-goods. So that the
money spent in these lines of production makes a net addition to
the income of the labourers the government should obtain the funds
from a source other than the income of the labourers that they
would have spent in buying goods.

Henee, we conclude that to reduce the volume of unemploy-
ment of labour the government should inject fresh money into cir-
culation. The money to be invested in the new lines of production
should be a net addition to consumable income. Either the print-
ing press should be used to print more notes or the reserve of money
with the government should be utilised for the purpose. Or, if that
be possible, unused savings of the people should be borrewed from
them by the government for the purpose. A (good) part of this
additional money expended by the government would be spent on
goods in general and thus go to raise the price level.

The two ways of creating jobs, one by bringing down the cost
of production and the other by raising prices, suit two different
types of economy. Keynes’ preseription of public expenditure on
new production schemes is more suitable when what is needed is
to raise the price level by inducing increased expenditure on goods.
In countries that have made sufficient progress in developing their
production potential the problem is not so much of decreasing the
cost of production as of raising prices. But in more backward
countries the more important problem is that of reducing the cost
of production.

And now to express the above ideas in terms that modern eco-
nomists employ, in poor countries there is unemployment of labour
mainly because the resources are not properly utilised. There,
what is needed is to develop the technique of production or the
economy as a whole. All natural resources should be more fully
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utilised and their potentialities for the production of national in-
come more speedily developed. In simple language (the language
that we would not like ourselves to use) the problem is that of pro-
duction. Produce more and employ more thereby.

In a country that has made a good advance in technology the
problem is different. There unemployment of labour is due to
insufficiency of effective demand. That is how the Keynesians ex-
press themselves. In our terminology there is a low level of prices
due to stinted expenditure on goods and services. The economists
of the modern school would say that people are unemployed be-
cause more moncy is saved than is needed for purposes for invest-
ment. That creates an investment gap. Thus, to use familiar
language, in a poor country people are unemployed because they do
not producc; in an advanced country people are unemployed be-
cause they do not consume.

Let us consider in greater detail the case of advanced countries.
There, as just explained, there is unemployment (if it is there)
because people do not consume the required amount. In modern
language cffective demand is deficient. People as a whole do not
spend their entire income either on consumption-goods or on capi-
tal-goods. Those who earn their income spend a part of it and save
the rest. This saving goes in the hands of investors but when the
whole of it does not go in the hands of investors a part remains,
what is called in popular terminology, hoarded. It is in such a case
that effective demand becomes deficient. The money that the system
distributes as income to people engaged in the production of con-
sumption and production-goods is not ploughed back, as it were,
into production. When that happens, according to our explana-
tion of unemployment, prices are not as high as they should be.
The production machinery is starved; its input of money does not
equal its output. More money goes out of it than flows back into it.

As a result of such a lack of demand production becomes un-
profitable and is, therefore, decreased. As a consequence factors
of production are under-employed. What is then to be done to
correct such a situation? Naturally something has to be done to
increase effective demand. We would have said that something
must be done to raise prices. This is also a correct way of looking
at the problem. For when people are not spending enough and pro-
duction is eut down there is not only more unemployment, there is
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also a fall of prices. If prices were rising when effective demand
began to decrease, the rise would now be arrested and there would
be a deceleration of the rise.

How should we go about to increase the expenditure of money?
Here we may usc the expression propensity to consume. The thing
to be done is to raise the economy’s propensity to consume. It is
known to us that the poorer the people the higher is their propensity
to consume and lower the propensity to save. In the case of the
rich the propensity to consume is relatively low and the propensity
to save relatively greater. To increase the expenditure of money
we should, therefore, somchow bring about a transfer of income
from the rich to the poor. There are two ways of doing that.
Either the existing volume of moncy (income) should be redistri-
buted in favour of the poor or additional money (income) should
be pumped into circulation in such a way that a greater part of it
goes to the poor. The net effect of such a redistribution of national
inecome would be to increase consumption and therchby to create a
greater demand for goods and for the factors of production. This
desired result would be achieved via the rise of prices so that even
according to our way of looking at the problem it is the correct
remedy.

Keynes suggested the second way of transferring purchasing
power from the rich to the poor. Ile sugmested that beeause it is, in
the first place, easier to do that without inviting trouble from the
richer sections of the population and, second, because that directly
inereases the wealth of the country. Of course, it is assumed that
wise investment of moncy would be made. Keynes would be satis-
fied even if the additional money injected into the economy did not
produce any tangible goods or rendered any useful service to the
society. TFor, even when investment is not productive in the ordi-
nary sense of the word it accomplishes its main task of altering the
distribution of purchasing power. How?

When new money is injected into the system through the pro-
duction of a commodity, let us say the building of roads, a good
part of it goes into the hands of the people who would spend it on
consumption-goods. The industries producing consumption-goods
would, therefore, find the demand for their goods increased. As
far as the buyers of such goods are concerned the fresh money is
instrumental in putting more purchasmg power in the hands of
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the poor. In other words, the propensity to consume (to spend money
on consumption-goods) increases. The effect is the same as if money
had been transferred from the rich to the poor. When the effec-
tive demand for consumption-goods almost immediately increases
the profit margin also increases. The producers exploit this change
in demand and produce more. This incrcased production gives
employment to pcople, to the unemployed labourers. This is the
first phase of the economic activity resulting from government in-
vestment. But this primary ecffect on employment of labour is
followed by secondary and, later, tertiary effects. The effect conti-
nues, theorctically, till infinity. This effect is known as the Multi-
plier effect. But into the discussion and explanation of that effect
we. shall not plunge ourselves here.

Let us explain this point of deficiency of effective demand lead-
ing to unemployment with the help of a diagram. In the diagram be-
low we measure national income or output (the earnings of all the
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factors of production) on the axis of X. On the Y-axis we measure
the income that is fed back into the system, 7.c., the amount that
people or income-earners spend and the amount that produces
investment. This is the total spending of the economy. The line
C+I shows the total spending of the cconomy at different levels
of national income. Thus, when the total national income (output)
or the total earnings of the factors of productions is OE: the total
spending is AE.. We have not shown the components of the total
spending. Some of it is done by the consumers and some by pro-
ducers; some of it is saving and some investment. We have drawn
a broken line through the origin, OR. which is inclined to the axes
at an angle of 45°. The horizontal distance of any point on it from
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the Y-axis is, therefore, equal to its vertical distance from X-axis.
In the diagram OE, must, therefore, be equal to AE.

We see from the diagraxh that as income increases the total
spending also increases but it does not increase as fast as income.
That is because the slope of the line C+1I is gentler than that of the
line OR. Now suppose that when all the resources are fully em-
ployed (to simplify, when there is full employment of labour) the
total income is equal is OE. But from the diagram it is obvious
that when income is OF. there is equilibrium as scen from the fact
that this income is equal to total spending AE: (OE,= AE:). Once
such an equilibrium is reached income and employment cannot
change. This is the phenomenon of under-employment equilibrium.
The extent of unemployment is not shown in the diagram but it is
of the dimension that is capable of adding E.E: to income,

At this stage of the growth of the economy there is equilibrium.
It is the position that is prematurely reached. There is less spend-
ing than is nceded. If, for example, more people were to be em-
ployed somchow income would increase but the whole of it would
not be spent. Suppose sonme more people are employed and in-
come is increased to OD. Total spending, as can be seen from the
line C+1I, increases only to HI. The amount KH of income is,
therefore, withheld from being fed back into the system. Produe-
tion cannot, in such circumstances, be maintained as there would be
a loss. Ience, the economy would remain in equilibrium with in-
come equal to OF, and some resources unemployed.

To remove this unemployment Keynes advocates increased
spending which, as said above, can best be brought about by the
government. We would have said that the remedy lies in raising
prices. But when there is more spending by the government prices
rise and so there is no conflict between the two ways of indicating
the remedial step.

Let us suppose that the government decides to spend G.4
amount of money during every period. As soon as that is done
the total spending increases to G.E: and income remains at the level
OE.. This might be called the inflationary gap as the excess of
spending over (previously disbersed) income would tend to raise
prices. Any way the extra income earned by producers induces
them to employ more men and increase production. Eventually,
with increased employment income increases to OE. at which stage
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the total spending (including that done by the government) becomes
equal to it, i.c, BE: (BE,=0E.). Once more equilibrium is reach-
«<d, this time at a point where all the resources arc fully employed.
“There is full employment and capacity-production. The deficiency
of offective demand is made up by government spending. At this
level of income and employment prices will be higher than before

We can see the multiplier effcet here in the diagram. Govern-
ment spending (investment by the government—autonomous invest-
ment) is equal to G.B. National income has increased from AE, to
BE. or from OE. to OE.. The increase of income is, therefore, equal
to AM or BM. This is greater than the investment by the govern-
ment which is BG.

In a backward country employment can be increased by techni-
cal advancement of the productive system. What is needed, accord-
ing to our way of looking at the situation, is to reduce the cost of
production. That really means improved technique of produetion.
But for that we have to develop the production-potential of the
economy. All the available resources should be utilised to their full
capacity. For that, as we said above, the intelligence of man has
to be exploited. The development of technique of production means,
in the ultimate analysis, the fullest possible usc of human intelli-
genee. In more particular words, we must capitalise the systeme
more intensively. We must have better, more productive, instru-
ments of production. Organisation must improve. That is what
is required for*fuller employment of resources in a poor country.
It is for this reason that some economists have said that Keynesian
formula for the removal of unemployment is not applicable to the
.case of a poor country. We have said something about the causes
.of backwardness and how to remove them in the previous chapters.
When steps are taken to remove the causes of under-development

employment naturally increases.



CHAPTER XXXV
!

GROWTH THROUGH THE MULTIPLIER AND THE
ACCELERATOR

The word growth can have many meanings but most of us to-
day understand by 1t the growth of national income. It refers to
the aggregate national income of a country and not its per-capite
income. It is true, however, that the developments in an economy
that lead to the increase of national income also tend to raise the
per-capita income. As a matter of fact we are interested in the
rise of per capita income. And this income is a function of many
variables of which the size of population is one. In most of our
models this point is not emphasised. And we assume that income
is increasing (the economy is growing) and investigate the manner
in which it is likely to grow. We are interested in equilibrium rate
of growth and we are interested also in full employment of re-
gources and so we build a model of an economy and see what
conditions should be fulfilled in order that there may be growth
without disequilibrium. We speak of a stable rate of growth of
inecome and investigate into the essential conditions for such a
growth. .

We shall understand by growth the increase ,of national in-
come over time. We shall see how the multiplier and the accelera-
tor operate to bring about growth wvia cyeclical fluctuations. We
have a number of models of economic growth and some of them
are very complicated. One can make a model as complicated as
one likes. The stronger the desire to make a model depiét all the
features of an economy the greater become the complications. There
are so many factors on which income depends that it is not possible
to incorporate them all in a model, nor perhaps is that even desir-
able. So we select only some very important factors which must
be found in all economies and neglect the rest. After all a mode}
is just a model and it is meant only to help us in understanding
the operation of some of the fundamental forces on which the gene-
ration and behaviour of income depends. Income can mean money
income or real income the distinetion between which is significant
only when the price level is changing. A model that explains pheno-
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mena in terms of money income can be taken to show the behaviour
of real income by assuming a stable level of prices, and wvice versa.

There are many things that change during the process of
growth or fluctuation of income. Prices change, interest rates
change, population changes, its composition changes, the habits of
copsumers and producers change and so on. And such changes in.
the whole economy are natural phenomena. But in our models we
do not make specific provision for all these changes or we do not
indicate these changes in our models. Our models are macroecono-
mic models in which we take into account certain fundamental
features of an economy. We assume those features as constants.
(at least in simple versions of our models) and allow other changes.
to take place in the economy within the framework provided by
those features.

Our models show fluctuations along a rising trend of income.
It was Harrod who in recent times set the ball rolling in that direc-
tion. Ie assumed that income is increasing; he assumed a certain
type of behaviour on the part of consumers and producers (a cer-
tain typc of reaction to inecome or profit changes) and proceeded to
find a rate of growth of income which would maintain equilibrium.
We must note the faet that no scientist can determine a rate of
growth that is not consistent with equilibrium. Determination is-
always vie equilibrium. The rate at which income changes in an
economy 1s rarely an equilibrium rate of growth. And such a rate,.
or better still such rates, cannot be determined. The word deter-
mination is a technical word and when we determine a thing, a
price, or output or expenditure or wages or interest or income we:
put supply and demand of the relevant thing equal to each other.
And that is the only way in which a thing can be determined. Hence,.
it will be seen that a determined rate of growth must be an equili-
brium rate of growth.

Harrod and others speak of a number of rates of growth. One
is the equilibrium rate of growth that is called by Harrod the
warranted rate of growth. Then there is the natural rate (Nature’s
equilibrium rate) of growth which in a sense is the capacity rate
of growth. And (as a result of the combined effect of the forces
tending to establish the warranted and the natural rates) we have,
in the third place, the actual rate of growth. This last is, in an
important sense, real rate of growth but for that very reason it can-
not be determined. A rate that ean in some measure be deter-
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mined is an tdeal rate, a norm of rate. But we shall not dilate on
this point. .

In all models which are not complicated it is assumed, to start
with, that income is increasing. Then, a certain type of behaviour
of consumers and of producers is assumed. These make up the para-
meters of the system. They are the constants of our equations.
“The variable left to be determined is income. When it is deter-
mined with respect to time we get the rate of growth of income.
As we observed earlier, a model can be made complicated so that
it might conform closely to the cconomy as it actually functions.
Economists who are mathematically minded have introduced refine-
ments in their models, made them more rcalistic, and thereby made
them more complicated. We shall confine our attention to very
simple models.

So let us assume that income is inereasing. Iet us assume a
.certain type of behaviour on the part of producers and consumers,
which is expressed in terms of their investment habit and spending
or saving habit. These latter give rise to the concepts of the multi-
plier co-cfficient and the acceleration co-efficient.

We shall use the letter ¥ to denote income, C to denote con-
sumption, § to denote saving and I to denote investment. We shall
suffix these where necessary by the letter ¢ which stands for time.

Let us say that income in a given period is composed of what
people spend on consumption-goods and 'productionr-goods. For,
what they spend becomes the income of businessmen. Henee, we
can put down our first equation in the form,

Y()=C(t)+I(t) .. (1)

Now we assume a certain behaviour on the part of consumers.

Let us suppose that they spend a certain fixed proportion (call it ¢)

.of their income on consumption-goods. Since income can be spent

only after it has been earned, spending belongs to the period com-

ing next to that in which income is earned. This behaviour can be
expressed in the form of the equation,

C(t)=ec Y(I—1) . (2)

Next comes the behaviour of a buyer of production-goods who

is called the investor. Let us suppose, as does Professor Samuel-

son, that an investor invests a fixed proportion (call it B) of the

additional income he has earned. Since he can invest, ¢.e., buy pro-
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duction-goods and services, only after the income is earned, the
additional income must belong to the period of time that suecceeds-
that in which income is earned. This behaviour gives us another-
equation,

I(t)=B[Y (t—1)+Y (1—2)] .. (8)

The equations (2) and 3 are called behaviouristic equations as-
they are derived from the behaviour of consumers and producers.
Before we proceed further let us note certain facts about these-
equations. That income of the people is composed of what they get
and what they get is what people spend, is not an assumption but.
the fact. The first equation is, therefore, of the nature of an iden-
tity. In the consumption equation (2) we have assumed that the-
co-efficient ¢ is a constani. This is in the real sense an assumption
because in actual practice it is not a constant. The proportion of
income we spend depends on the size of our income. The smaller
the income the larger is the proportion that we spend. This is the
characteristic of the propensity to consume. But as a first approxi-
mation ¢ is taken to be constant. Likewise, we have assumed that
B is a constant. Actually it is not quite constant. It depends on
two factors, first, technology and the other psychology. Technology
determines the capital-output ratio and psychology determines the:
optimism or pessimism of producers. As income increases both
these factors change and hence B does not get a chance to remain
constant. But to simplify the solution we just assume that B is a
constant.

We have three equations and now it is left to algebra to solve
the problem. By substituting (2) and (3) in (1) we get,
Y()=c. Y(—1)+B[Y(i—1)+Y (1—2)] .. 4)

In this equation ¢, B, Y(¢) and Y ({—1) are known. C and
B are given as constants and we suppose that the initial income.
T (t) and the succeeding income Y (#—1) are known. This gives.
us the initial additional income which we assume to be known.
Something must be known otherwise the problem cannot be solved.-
So the only unknown thing here is Y (#—2). There is one unknown
and there is one (independent) equation (4) and so the value of
the unknown can be determined. This is the business of algebra
only.

Our purpose here is not to explain or comment on Professor
Samuelson’s model. But what Professor Samuelson does is to sub--



:366 ADVANCED ECONOMIC THEORY

tract from each side of the equation ¥ (#—1) and divide each side
by it and get the equation,
, Zﬁ;}.—,_l[(f:_ll= (c—1) +B[1—Y(t—2)/¥(¢—1)] ... 5
¢—1)

It will be seen from this equation that for equilibrium the
.vondition required is that income should increase at greater and
greater rate. Harrod’s model yields similar result. According to
his model if income is increasing, equilibrium requires that it should
continue to increase by a greater and greater absolute amount. There
are many models which are called growth models or dynamic models
which all point to the same fundamental fact. But these models
are also used to show how national income fluctuates in a cyclical
manner. We are not concerned with all that here. As we have
just said, we are not herc to study Professor Samuelson’s or any
.other cconomist’s model. We have mercly used the above modcl
to say something about the multiplier and the accelerator.

Look at the cquation (2). It says that consumption in any
period is ¢ proportion of the income of the preceding period. Let
as ignore the fact of time-lag here as that does not matter much in
this conmection. Let us mercly note the fact that it is assumed
that the cconomy consumes ¢ times its income. ¢, as should be

obvious, is a fraction less than one. If peoples’ propensity to.con-

same is 80% than ¢ is equal to 4/5. From this we can caleulate
that marginal propensity to save is 1/0. It can be shown that the

multiplier would then be eqnal to 5, i.c., the inverse of the marginal
propensity to save.

Suppose the government decides to spend a crore of rupces,
4.c., injeet that amount into the cconomic system with the object of
removing uncmployment. As soon as this money gets into the hands
of the factors of production ¢ proportion of it would be spent on con-
sumption-goods (or goods in general). If ¢ is 4/5, then 80 lakhs
of rupees would be spent. When this money beecomes somebody’s
ineome ¢ proportion of it would again be spent, d.e., 64 lakhs of
rupees would again be spent. And when that amount becomes, in
the next round, the income of somebody 4/ths of it would again be
spent, 7.c., nearly 51 lakhs of rupces would again be spent. In this
way the income of the people gocs on increasing and if we were to
-add up these figures of 80, 64, 51....till we reach the end we would

get 5 crores of rupees.
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There is another easy way of calculating this figure. Since the
people’s propensity to save is 1/5 and since equilibrium conditions
imply that what is saved is invested or what is invested is saved,
then an investment of a crore of rupees by the government implies,
in the final analysis, a saving of a crore of rupees by the people.
If they save that amount and if their propensity to save is 1/5, it
{ollows that their income must be 5 times that amount, .c., 5 crores
of rupees. The income finally generated by the investment of one
crore of rupees is, therefore, five crores of rupees. The multiplier
is thus 5.

If we assume that there is more or less a proportionate increase
of employment, i.c., if we assume that every increase of income lead-
ing to increased production requires the same and proportional in-
crease of labour, then we can say that if government investment in
real torms was a lakh of people employed the cventual increase of
employment would be cqual to five lakhs of people. Thus, when
‘we speak of the multiplier we can either refer to a multiplied in-
crease of money-incomes of the pcople or to a multiplied increase
of cmployment. The multiplier in money terms would be equal to
the multiplier in real terms if prices were not to change. But it is
jmpossible for prices not to change. When employment and pro-
duction and consumption and saving and investment are increas-
ing, and since such increases are neither quite proportional nor
equally spaced, prices cannot be expeeted to remain unchanged.

Before we mention some of the assumptions on which the multi-
plicr, as explained above, is based let us arithmetically and algebrai-
cally explain how the multiplier is calculated.

We have assumed that consumption is ¢Y (¢—1). When in-
come has stopped incrcasing (we assume that the economy is sta-
iionary so that it is not under the influence of exogenous factors
and even the population is not changing) income Y ({) and income
Y (i—1) will be equal to each other. Hence, it is permissible to
replace cY(i—1) by c¥Y (). If the government invests (injects
money) the amount @ then ultimately G becomes the investment
and, therefore, the saving of the whole economy. Since out of Y,
cY is eonsumed we can say that (1—c)Y is saved. Therefore, G
can be put equal to (—c)Y, that is, '

G=(1—-0Y
Q

or Y= — -
1—c
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This means that addition to income made by the initial investment
of @ is equal Tl__:times G. The multiplier is, therefore, 1.1

which is the same as —-:- if the saving coefficient is called s.

If we call the multiplier M then,
1
¥=7—3
1

or 1—-c==m

or c =l—7i
M1

=M
Thus, the co-efficient ¢ in the consumption function (2) is &
function of M the multiplier. ¢ is, therefore, called the multiplier
coefficient.

Due to the multiplier effect income increases and to that extent,
we can say, growth of an economy is caused by the multiplier effect
of the injection of money into the system. And the multiplier
effect is due to the peculiar form of the consumption function, or to
the behaviour of consumers or, again, to their recation to change
of income. Income is always derived from capital. Capital is a
stock and income is a flow; it flows out of capital. To inercase the
flow we must increase the stock: to inerease incom¢ we must in-
crease capital. Government expenditure that leads to the employ-
ment and use of factors of production can be looked upon as capital.

But money is not real capital. Real income can increase when
real capital increases. Monecy income can increase when money-
capital increases. But we arc interested in the increase of the real
income of a community. It can be said to grow when its real income
increases. We must, therefore, make a distinetion between real

and money income.

Let us begin with the assumptions underlying the above opera-
tion of the multiplier. In the first place it must be remembered
that the full multiplier effect is obtained at infinity, ¢.c., after an
infinitely large number of production periods. In our example in-
come increases by 80 lakhs of rupecs in the first period, by 64 lakhs.
in the second period and so on. Theoretically the effect continues.
for ever though after a few rounds it becomes negligible. If we
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take a static view of it or, in other words, if we apply statical ana-
lysis we jump at once to the final result which gives us the final value
of the multiplier which in our example is 5. In the first period
it is only 1; rather immediately it is 1 and it gradually rises till
at infinity it is 5.

Keynes’ analysis is, therefore, said to be statical and the multi-
plier is said to be static multiplier. And so economists have now
introduced into their analysis the dynamic multiplier. We are not
concerned with that. In dynamical analysis we get the gradually
rising value of the multiplier till it reaches its full statie value. In
dynamical analysis time becomes a variable factor and all our values
have a time location.

Next we have to note that we have assumed the marginal pro-
pensity to consume to remain constant throughout. In our example
it is ¢ which has been given the value 4/5. This is only a simplify-
ing assumption. As a matter of fact when national income is in-
ereasing through the employment of previously unemployed re-
sources and when prices are changing, the distribution of income
also undergoes a change. To expecet, then, the propensity to con-
sume (the average propensity to consume for the economy as a
whole) to remain the same is not correct. TIf the poor are becoming
less poor and the distribution of income is changing in favour of
the poor we should expect the marginal propensity to decrease.
And if it doe? decrcase, as it should, the value of the multiplier
would be affected. Lower marginal or average propensity to con-
sume means higher marginal or average propensity to save and,
therefore, the multiplier is smaller (because it is the inverse of the
propensity to save). The assumption of a constanti marginal pro-
pensity to consume is only a simplifying deviee but we should re-
member that our explanation and caleulation of the multiplier is
hased on that assumption.

We must, further, remember that for the multiplier effect to
roceed without any obstacles there should be an elastic eredit sys-
em. As income increases—and as observed earlier it can increase
mly through the increase of capital-—miore capital-goods are need-
d. If income has increased by five times the investment there must
e more capital in use. And for this development of the economy
redit is necessary. As, due to government investment, the demand
or goods produced by private producers (also by government de-
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partments) increases production has to be increased. That re-
guires more investment by the producers. They have to use their
own money, if they have money to spare, or borrow it from the
banking system. If the supply of credit is available, if it is clastie,
the multiplier effect procceds without any check. But if eredit,
for some reason or the other, becomes scarce production cannot
expand. And that would have the tendency to put a stop to the
multiplier effcet.

There is another assumption that has tacitly been made. We
have said that the multiplier operates over time. The increase of
income is brought about by stages. In the first period, in our
example, it is 80 lakhs of rupees and in the second it is 64 lakhs of
rupees. But what is this period? Money is invested in produc-
tion and as soon as it is invested it becomes the income of the fae-
tors of production. But there are so many time-lags in a produc-
tive system. First comes the deeision to invest and then comes
actual investment. Some time intervenes here. Tt requires time
to make the neeessary arrangements for investment and to employ
the required factors of production. Then once the production starts
it takes time to produce the final goods and then some time to sell
them. The decision to invest is separated from the actual sale of
finished goods by a certain period of time. It is only when goods
are sold that the second round begins. So the suceessive.rounds
are placed at certain time intervals. We have assumed, tacitly,
that this time interval remains nnchanged. I it changes the multi-
plier will operate more or less quickly.  This assumption of the con-
stancy of the production period does not. however, make much
difference to the understanding of the problem. Tt is yet desirable
that we note the fact that the production perviod is most likely to
undergo a change when everything in the economy is changing.

Then, we have to bear in mind that leakages at various stages
of development might interfere with the smooth working of the
multiplier process. The assumption is that there are no leakages.
As income is generated and savings are made, according to the
consumption function, 4/5th in our example, they must be used
either immediately or at a later stage to pay off the debt. Money
has to be borrowed from the banking system to build up the capitz;l
strueture that is needed to produce the inercasing income and this
must be paid back out of the periodie savings of the people. If
this is not donc the period required for the multiplier to reach its
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final value would be indefinitely prolonged. Even as it is the multi-
plier reaches its static value (in our example 5) after an infinitely
long period of time: but within about ten rounds it reaches this
value quite closely. If savings are not utilised to pay off the debt
it would take the multiplier a much longer time to reach that level
There are many factors that can possibly account for the leakage.
In the first place, savings currently made by the system might be
utilised to pay off old debts instead of the debts that have helped
to generate the increasing income. Leakages of other kinds are also
possible: for instance borrowers might expect a low marginal effl-
ciency of capital (expected value of marginal product of capital
over a period of time in the future) or lenders might tighten up
eredit in the expectation of a rise in the rate of interest in the near
future. In short, what is required is that there should be no frie-
tion of any kind obstructing the flow of money from the banking
system to the productive system and back from it to the banking
system. Everywhere in the statement of our laws and theories in
regard to economic phenowena it is assumed that other things remain
the same. It is also assumed that there will be reasonable mobility
of all factors. No law and no principle in economies is possible
without such assumptions. 8o even in the case of the multiplier it
is assumed that there will be no impediments in the way of forma-
tion and cancellation of eredit.

In the above model, taken from Professor Samuelson for the
purpose of explaining the multiplier, we have as our equation (2) a
consumption function. Harrod starts with a savings function,
That should make no difference. Income minus consumption is
saving. But Harrod assumes that savings arc made in the same
period in which income is earned. He does not make one lag
behind the other. That, however, does not complicate matters for
us: we are concerned with the understanding of the way in whiceh
the multiplier operates.

Let us repeat, before we pass on to the discussion of the aceele-
rator, that the multiplier operates to inerease income and employ-
ment. It helps us to make the fullest possible use of existing re-
sources. And this it is able to do by increasing effective demand.
Deficiency of effective demand is caused by propensity to consume
that is lower than what is required and it is lower because purchas-
ing power does mot get distributed among the different factors of
production in proportion to their wants for goods produced.
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One word more about the multiplier. The increase of income
initiated by government expenditure can be caleulated in money-
terms or real terms, as we have explained earlier. In real terms
it comes to an end when all real resources are fully employed or
as fully employed as is possible. The multiplier leads to fuller
cmployment of resources and when there is mo further scope for
increasing the employment of factors real income stops inereasing.
If the wmultiplier process is allowed to operate even after this stage
is reached it is only money income that can increase. Prices would
then begin rising and the economy would witness the phenomenon
of inflation (of prices). Much hardship might then be caused to
the people. For, when prices rise they do not, and never can, rise
uniformly so that some categories of income earners egain at the
cost of others. This is the bane of inflation howsoever brought
about. Deficit financing that is resorted to for purpose of plan-
ning, for example, causes such an inflation and that imposes a great
strain on those people whose sources of income are inelastie. More-
over, inflation benefits the borrowers at the expense of the lenders.
For, the lenders get back their loan which has in the mean time
depreciated in value. For the same reasmm borrowers gain because
they return the money that has less real value,

Tet us pass on to the acecleralor now. Lok at the equation
(3) above. Investment is shown to be B times the increment of in-
come carned during the last period. There is a time lag lere.
Income available for spending in period t is that which was earned
in the preceding period, 7.c., the period t—1. For that reason the
snerement of ineome is also available in the next period.  However,
here also it does not matter whether we introduce this time-lag or
not.

This investment function shows the behaviour of producers; it
shows on what their investment decision depends. Professor Samuel-
son assumes in this model that a producer will base his investment
on the increase of income carned during the last period. This may
or mot be a realistic assumption in all cases but there is nothing
absurd about it. Other model-builders make other assumptions.
For instance, Harrod assumes that investment is a certain multiple
of the inerement of the current period and Hansen assumes that it
is a certain multiple of the inerement of consumption of the current
period. For our purpose it matters little what assumption is made
so long as investment is recognised to be so many times income or
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consumption added during any given time interval. Some, like
Kalecki, would make investment an increasing function of capital-
fist’s income and a decreasing function of capital-equipment already
in use. The greater the stock of accumulated capital the weaker is-
the inducement to make further investment. But such differences
in the details of investment function should not detain us.

To go back to cquation (3). There B is a co-cfficient which
is greater than 1. If the increment of income is, say, 10 crores of
rupees, producers would perhaps decide to invest 30 crores of rupees.
Such a decision would be prompted by the beliet that the inerement
of income of 10 c¢rores would continue and that to produce that
much of inecome a capital-structure of the value of 30 crores of
rupees is needed. The value of B, therefore, depends somehow on
the capital-ontput ratio. We have said that it somehow depends on
it because we do not want to say that it is identical with it. In
other words, I3 is a psychological coefficient and not a technologicak
one, though in the long run they cannot afford to be different. But
we are not concerned with that here. But it might be noted in
passing that in Domar’s model a technological coefficient is used.

The investment funetion shows that when income increases by
o certain amount investment increases by I times that awmount.
That means that investment is accelerated. To produce a certain
quantity of goods we have to buy a machine, for example, costing
a large amount.s But we do not have 1o buy the machine every year..
It lasts for a number of years so that the next year there is no fur-
ther investment in machines. Instead of investing a small amount
every year a big amount is invested in one year and then there is.
no investment for some time. This is due to the indivisibility of
capital. An increase of income by one crore of rupees would then
induce producers to make an investment of B crores of rupces but
then there is, in subsequent periods, no further investment requir-
cd on the basis of the initial increase of one crore of rupees. We
call B the accelerator coefficient because it indicates how capital
(production or use) is accelerated by a given increase of income.

These B crores of rupees become the income of the factors of”
production and then, as the equation (2) shows, a part of it (in our
example 4/5ths) is spent and a part saved. The multiplier process-
begins to operate. And as the multiplier aets and income in-
creases there is further investment to meet the demand for goods-
that increases due to increase of income. Hence, we can say that
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though due to indivisibility of capital investment is lumped (it is
not evenly spaced in time) there is still fresh investment in every
period due to the multiplier effect.

It will be seen, therefore, that the multiplier and the accelerator
act on cach other. For the multiplier to act there must be fresh
investment and for fresh investment there must be increase of in-
come. The multiplier causes increase of income and increase of in-
come causes the acceelerator to operate and its operation leads to
increase of investment which sets the stage for the operation of the
multiplier. Due to the combined effects of the two (which feed
on each other) incowe inereases rapidly.

But as we have remarked carlier real income cannot inerease
ad infinitum, Soouer or later the point of full employment of re-
sources is reached when further increase of production of goods
comes to an end.  Real income stops increasing,  What will then
happen?  Our models show that due to certain other features of
ouar economy which are not incorporated in the models there is a
tendeney to overshoot the mark so that after or even before the full
employment level is reached income begins to deeline. The trade
e¢yele phenomenon is witnessed.

In the language of trade cycle theories the scarcity of resources
gives us the upper turning point.  The lower turning point is pro-
vided by the limit to disinvestment, The former i called the cedl-
tny and the latter the floor. We are not econcerned with trade cyele
theories here and so there is no need to dilate on this point. All
that we bave to note is that the multiplier and the accelerator help
the cconomic system to grow by making full (or as full as possible)
use of cxisting resources. In advanced countries at times full use
is not made because it cannot be made due to deficiency of effec-
tive demand and then government expenditure (investment) ean
bring about fuller use of factors of production through the opera-
tion of the multiplicr and the accelerator. An advanced country
does not need to develop (though development is always weleome)
though it, does at times need to inerease the employment of some
or all the factors of production. A poor or improperly developed
country needs development and for that purpose mere reliance on
government expenditure does not suffice. For, the cause of unem-
ployment and poverty is unot deficiency of cffective demand but the
improper exploitation of its resources. A poor country does not
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merely need to employ the factors that are available; it needs to
develop the potentialitics of those factors.

‘We observed a little while ago that most of our modern dyna-
mic models are called growth models. In building our models we
assume that income is growing and then proceed to determine the
rate at which it should grow to maintain equilibrium. A growth
that is consistent with equilibrium is ec¢alled warranted rate of
growth by Iarrod. We have mentioned this fact above and in that
connection spoke of other growth rates also. If income is growing,
if it has an upward secular trend (on which cyclical fluctuations
are superimposed), the multiplier and the accelerator cannot ac-
count for it. For a secular growth the quantity of the factors of
production must increase or their quality must improve. The one
factor that has a tendency to increase is population. But it does.
not inerease uniformly at all layers. If it was so to increase per-
haps national income would also increase. But what we want is
that national income should increase at a faster rate than popula-
tion. For that a mere increase of factors of production is not
enough.  The quality of our factors should improve. Human in-
telligenee and skill must be developed and used to invent ways and
means of developing natural resources. A backward country needs
seientific advancement : scientific discoveries should be applicd to
industries. We do not suggest that such a development would in-
crease the sum total of human welfare. It certainly will not: but
it will nevertheless give a eountry more material wealth. Tf it
wants it let it have it.



APPENDIX
ECONOMICS—POSITIVE OR NORMATIVE?

The question whether Economics is a positive or a normative
gcience has engaged the attention of many economists in the past.
Even recently much discussion has taken place on this controversial
point but the views continue to be sharply divided. On the one
hand we have a school of economists who maintain that the teachings
©of their science are mnormative in character and partake of the
nature of ethical judgments. On the other hand, we have those
who believe that Economies is a mere study of facts as they arce
and does not coneern itself with the question of the right and the
wrong, For them, the study of human bebaviour is completely
dissociated from the consideration of what ought to be’ They

1. . N. Keynes recognises a hrauch of Xconomies ov a branch of Ethies
syhich he would wish to eall the Ethies of Political Eeonomy and which sceks
to determine eeonomie ideals, but maintaing thut it is desirable to keep the
positive seience of Economies whose sole provinee is to establish economie umi-
formities, separate from it. On the other hand we have Prof. Wagner who
(istinguishes the positive from the cthical problems but denies that they could
he treated separately. Dr. Von Scheel maintaing that the history, theory and
the art of Political Economy form one indivisible whole. Dr. Cunningham
amdorstands by  Eeomomies @ system  of maxims. ‘¢ Economic seience’’, he
says, ¢‘is wholly practical, it has no raison d’ectre except as directing conduct
towards a given end’’. (Sce Scope and Method of Political Economy, J. N.
Keynes). Prof. (. S. Devas in an article entitled. ¢“The Restoration of Eco-
nomics to Ethies?’ published in International Journal of Ethies, 1897, says
that those who take the stricter view of Keonomic Science are not inconsistent
when, after deseribing Political Economy as i« positive science, they go on to
introduce in their treatises a number of cthical and practical pronouncements,
povided they are introduced incidentully by way of illustration.

Prof. Hohson and Mr. Hawtrey take the view that Economices should nou
only {ake account of ethical standards as given data, but that it should also
pronounce upon the ultimate validity of these standards. Prof. Hobson, in his
Wealth and Iife says, ‘“‘In other words, human conduct differs from every
other known sort of organie conduct in that the operative units e¢ntertain, and
are immediately influenced in their activities by advance images of ‘the desir-
uble’, termed ideals. The drive or urge towards these ideals is an ‘ought’ sec-
jug that those ideals, and this fecling of ‘ought’ (the moral of human eraving)
ar~ more and more potent factors in the economic conduct of to-day, the disposi-

(Continued on wext page)
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would, therefore, recognise Economics of wrong bebaviour as mueh
as they do the Economics of right conduct. While we have on the
one side these two views that differ, at least in form, on broad funda-
mentals, on the other, we have economists like Prof. Pigou who,
wishing to avoid being dragged directly into this controversy, mere-
lv maintain that Economics is a fruit-bearing study.! They point

(Contwnued from wrevious page)

f1on to deny the term ‘normative’ to cconomic seiemce, or to draw tight limits
to its application, is an ohstruetive procedure which hampers the progress of a
social seience’’.

Prof. Robbins created fresh interest in this controversy by publishing his
hook An Essay on the Nature and Significance of Economic Science. He men-
tionus there, ‘‘Unfortunately it does not seem logically possible to associate the
two studies in any form bul mere juxtaposition. Iiconomics deals with ascer-
tuinabhle faets, Ethies with valuation and obligations’’. Again, ‘‘it is iuecap-
able of deciding as between the desirability of different ends’’, and, he further
suys, ‘“As we have scen already, there arc no economical ends. There are only
cconomical and unceonomical ways of achicving given ends’’.

Similar views are found cxpressed in the works of Wicksteed, Mises and
Strigl.  Fraser (See his Economic Thought and Language) appears to think
that it is not possible to keep economic propositions entirely devoid of all nor-
mative implications. ¢*To detach’’, he writes, ‘“the normative from the poa}i-
tive implications of its particular propositions in an operation, not of logieal
but. of the surgeon’s knife’’.

1. Prof. Pigou, as against Mr. Hawtrey, asserts that Xeconomics is a posi-
tive seience of what is and does tend to be a normative seience of what ought
1o be. But, he yoints out, a positive science may he of the pure type whose
funetion it is to discover implieations or of the realistic type being concerned
with actualities. But we shall not confine ourselves, he writes, ¢‘to those fields
of positive scientifie inquiry which have an obvious relevance to immediate
practieal problems. For this course would hamper thorough investigation, and
chut out inquiries that might ultimately bear fruits''. Prof. Pigou thus ex-
presses himeeclf in no uncertain {erms when be states that Eeonomies is not a
normative science. But he does not wish to dilate mueh on this poiut. Ris
main concern ig to stress the point that the ‘‘type of science that the econo-
mist will endeavour to develop must be one adapted to form the basis of an
art?’, Further in that connection he says, ‘“It has now to be added that, just
as the motive and purpose of our inquiry govern its forms so also they control
its scope. The goal sought is to make more easy practical measurcs to pro-
mote welfare. The form as well as the scope of an inquiry js governed and
Timited by the desire to seek a goal. The positive cconomist has a eclear object
to strive for. Is he then a scientist of the positive {ype? Should it be ihe
concern of a positive scientist, as such, to recognisc an ideal and limit the
scope of his inquiry in the light of such an ideal?’’ Prof. Robbins takes a simi-
larly doubtful stand when he says, ‘¢ AN this is not to say that economists should

(Continued on mnext page)



378 ADVANCED ECONOMIC THEORY

out the fact that though Economics may not be directly concerned
with the problem of ultimate values or of their relative importance,
its usefulness yet consists in its being able to provide us with know-
ledge that can be profitably used'to serve social ends.

From an intelligent observation of human bchaviour one can
deduce a set of laws that could, if one so desired, be used as the
basis of an art. Now there is no evident conflict between this view
and that held by the positive school. All that Pigou and his follow-
crs maintain is that economic laws could be used to formulate a
theory of social welfare and Prof. Robbins would not deny that we
could have an Economics of social welfare just as he would not deny
that we could have Economics of illfare. Maintaining an absolute-
ly neutral attitude Prof. Robbins would leave it to individual choice
to utilise the knowledge of positive Economics to any end, while
Prof. Pigou would rather say that it was used for furthering the
cause of social welfare.

The positive school in distinguishing the nature of their Eco-
nomies from that of what is called normative Economies, draw our
attention to the fact that Economies is concerned with what can be
called either economical or uneconomical and it is only the means
not ends that could be thus called. An end cannot be put in the
category of economical or uneconomical. We can speak of econo-
mical or wasteful means and Economics as a science thus cdneerns
jtself with means which it may approve or reject according as they
enable one to attain the given end or not. Its judgment is on the
appropriateness of means and not of e¢nds. Since the desirability or
otherwise (from the economic point of view) of means depends on
the fact whether they enable one to attain a given end, it is obvious
that Prof. Robbins recognises the necessity of conceiving of an end
(or ends) though not of passing judgment on them. Given any
end whatsoever, Economics would merely indicate the proper means.
There is, for Prof. Robbins, no scicnce of Economics built round
an unchanging end. A logical conclusion is then drawn from such

(Continued from previous page)

not deliver themselves on ethical questioms, any more than an argument that
Totany is not aestheties, that is to say, that Botanists should not have views
of their own on the lay out of gardens. On the contrary, it is greatly to be
desired that economists should have speculated long and widely on these matters,
sinee only in this way will they be in a position to appreciate the implication as
yogards given ends of problems which are put to them for solution.’’



APPENDIX 379

a nature of the science of Economies, namely, that Economics is a
positive and not a normative science. Whether or not such a con-
clusion is deducible depends on the precise meaning of the word
normative. Ordinarily one understands by the word normative
that which prescribes or lays down a norm. Thus a normative
seience is said to point out an ideal or an ultimate end. Tt consti-
tutes a body of systematised knowledge leading to the discovery of
a norm or a pattern. Its objeet is to determine the ultimate end.
Since Prof. Robbins makes Economies ncutral towards ends it
clearly falls wholly outside the scope of a normative science.

Our conception of Economies, as explained in the opening chap-
ter of the book, differs significantly from that of Prof. Robbins in
regard to the role of ends. For us Economics consists of a body of
laws built round the one final end of elimination of wants. Docs
such a conception of Economies make it normative in the sense con-
sidered above? When it is said that a normative science lays down
or determines an end the term normative admits of two different
interpretations. It could be understood to imply either that a
normative science tnvents an end or that it discovers an end. Dis-
covery of an end differs from invention of an end inasmuch as the
former presumes the existence of an end while the latter does not.
Whether in the strict sense of the term invention of an end (or as
a matter of that invention of anything) is possible is a matter of
grave doubts. An end discovered can be justified by reasoning:
an end invented lacks any such means of justification. If a norma.
tive science invents an end or is (rightly or wrongly) understood
so to do, Economics, as defined by us, is not normative. But the
end of elimination of wants, as we have observed, lies concealed
behind the rational behaviour of men. A careful observation of
rational conduct reveals this end to us. An invented end cannot
in like manner be the result of a process of reasoning: it is (when
contradistinguished from a discovered end) the outcome of intuition
seeking its justification in the belief in the ‘‘inner voice’’. Prof.
Robbins has clearly this conception of normative science in mind
when he says, ‘‘If we disagree about ends it is a case of thy blood or
mine; or live and let live, according to the importance of the differ-
ence, or the relative strength of our opponents’’. Now, the Eeono-
mies that does not claim to invent an end but merely uses an end
that is discovered—an end that is found to direct the action of wise
and farseeing men-—may not, perhaps cannot, be labelled as norma-
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tive. But if by normative science we understand a seience that in-
vents an end it is not conceivable how the teachings of such a
science could be supported by reason and justified by logie. C(Could
then the word science be appropriately used at all 1o designate such
knowledge? Since such an end would have no arguments to justify
it, the contents of the normative science would be devoid of any
systematic exposition of theories such as constitute an indispensable
part of all the sciences we know of. ’

The science of Economics, as defined by us in the first chapter,
is then normative in the sense (and from what has just been said,
the only sense) that it studies human behaviour as means to one
particular end. It this view of the nature of Economies differs
from that of Prof. Robbins it is because we take one particular end
and examine all activities as means to that end, while Prof. Rob-
bins recognises no such specific end. This difference accounts- for
the fact that while Prof. Robbins’ definition makes Economics a
positive science pure and simple, our definition makes it, by contrast,
a normative science in perhaps the only sense in which a seience
could be normative. It is, however, nceessary to examine whether
this contrast is real or apparent. We consider all activities as means
to an end—as means to one particular end. Prof. Robbins con-
siders all activities as means; but he does not consider themn as means
to any one particular end. At any rate, that is what Prof. Robbins
mainiains one should do. But concealed behind this veil of multiple
ends, the attainment of which in the most economical manner is
considered to constitute the cconomic problem, there is found to exist
a remote end which is the same in all cases. Thus, as has been men-
tioned in the first chapter, when there are 1 number of ends the ai-
tainment of some of which interferes with the attainment of others,
there is no way to decide which ends shall be satisfied and to what
extent until we are able to resolve them into some common end.
Thus, as the elementary principles of Economics tell us, we have
to keep the ultimate end of maximising utility in mind. Whatever
the combination of ends may be, the solution of the problem in every
case eonsists in utilising the resourees so as to maximise total atility.'

1. It may be pointed out here that Prof. Robhins makes no mention, in so
many words, of this ultimate end of maximum utility. He instead, always
luys emphasis on the scarcity of means (time included) that are available for
the attainment of any system of ends. Thus the course of action that could

(Continued on next page)
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There is then, according to Prof. Robbins, onc final end into which
the multiple sub-ends must resolve themselves. It thus turns out
that Prof. Robbins, though claiming to be neutral towards ends,
still has to depend on the recognition of one particular end with-
out reference to which no judgment on the suitability of means is
possible. Indced, ‘‘there is no penumbra of approbation round the
Theory of Equilibrium’’ if the word approbation has necessarily a
social import. Otherwise the approbation rests on the faet that it
is in the position of equilibrium that a given situation is exploited
to the greatest advantage-——exploitation proceeds till equilibriunt is
reached. ‘ Y

If then there is, after all, one particular end in the light‘ of
which all actions are judged there is no difference between our con-
ception of Hceonomies and that of Prof. Robbins significant cnough
to brand one as a normative scicnce while branding the other as a
positive onc. The difference consists in the nature and not the
number of ends recognised. And the reasons for our choice- of
climination of wants as the ultimate end have been stated in the

first chapter. :

(Continued from previous page) B

have the approval of the economist would be the ome that economised to ‘the
grvateﬁt extent the available ends. But this economy of means cannot be
judged independently of the number and intensity of the wants (ends) that ;he
means help to satisfy. Due to the secarcity of means wants remain mm]equate-
1y satisfied. ‘‘Bwerywhere we turn’’, says Prof. Robbins, ‘‘if we choose one
thing we must rehnqmsh others which in different circumstances we woqlld
wish not to have relinquished’’. The problem of economising means is then
the problem of choosing the ends that would maximise utility. .

1. That Economics is necutral towards cnds in the semse in which Prof.
Robbins uses the word was observed by, older cconomists also. N. W. Senior,
for instance, said long ago that the business of a political economist ‘¢is reither
to rccommend nor to dissnade, but to state gencral principles which it is fatal
to neglect, but ncither advisable nor perhaps practicable to use as the sole’ ,or
cven the principal guide Jn the conduet of affairs’’. Further, he writes, timt
the statesman who has to'solve the problems of production and distribution lof
wealth must consider all the causes which may promote or impede the genefal
welfare of the society for which he proposes to legislate; the political ecoRo-
mist, whose systematic attention has concentrated on wealth, ‘‘has considered
only one, though the most important, of those causes’’: accordingly his scienti-
fic conclusions, however true, ‘‘do mnot authorise him in adding a single nylla?]e
of advice’’. \ '

J. E. Cairnes in his Lectures on the Character and'Logical Method of Political
Economy, says: “Polifical Economy stands necutral between competing sochal
schemes, as the &cience of mechanics stands neutral between competing pln?s
of railway comstruction, as Chemistry stands neutral between competing plans of
sanitary improvement’’.
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