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G E N E R AL IN T R O D U C T IO N  T O  

C O L L E C T E D  E C O N O M IC  ESSAYS

T he papers collected in these eight volumes are the product of the 
author’s professional activity as an economist, and apart from 
those written in an advisory capacity (for a national government 
or an international organisation) they were all closely linked to his 
work as a university teacher and lecturer. Their span covers the 
normal length o f a professional life: the earliest of the papers 
printed here (reproduced in the first volume) was written m 1933 
and the latest (printed in the eighth volume) in the summer o f 
1979, or 46 years later.

The papers included m this collection are only a selection o f 
those published in academic journals. Some early papers were 
excluded because on re-reading them I felt that their re-publi
cation would serve little purpose, and might even mislead, since 
they proceeded on the basis o f what I now believe to be erroneous 
assumptions. There were others which I would like to have seen 
included (because they contain an explanation or justification o f 
a proposition not reproduced elsewhere) but which were written 
in answer to, or rebuttal of, criticisms by others: it would not 
have been fair or even sensible to publish these without including 
the contributions o f the other participants in the controversy.1 
Another group o f papers was excluded simply because they had 
lost interest and relevance with the passing o f the historical 
circumstances which prompted them— such as the papers on war 
finance and on problems o f post-war reconstruction. Finally, the 
intellectual output o f the period which I spent as an official of the

1 There must have been a dozen of such notes published in the course of many years 
in The Review of Economic Studies, some of these (such as my “ Rejoinder”  to Atsumi and 
Tobin in the February i960 issue or that to Findlay in June i960) contain an im
portant proposition concerning the difference in assumptions between neo-classical 
and neo-Keynesian models which I have not, as far as I remember, set out m any 
subsequent paper m this explicit form The same is true of the paper on “ Increasing 
Returns and Technical Progress”  written as a rejoinder to Hicks in the January 1961 
issue of the Oxford Economic Papers. However, for reasons explained in the Preface to 
the new edition of Volume 2 I have now included in an Appendix my defence of 
Keynes against Pigou in the Economic Journal o f December 1937 as a result of which 
Pigou accepted the main contention of Keynes* General Theory,
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U nited Nations (1947-50) or as a Special Adviser to the Chancellor 
o f  the Exchequer (m 1964-68 and 1974-76) could not be in
cluded, either because they represented the collective effort o f a 
group o f  people (in Geneva or N ew  York) or because under 
present C ivil Service rules, they could not be made public for 
many years.1

I have also published some books— the most noteworthy of 
which is An Expenditure Tax (1955)— and numerous newspaper 
articles on topical issues o f  economic policy (only one o f  which is 
included in this collection, in Volum e 6) as well as letters to The 
Times which, in the course o f  thirty years or more, must have 
amounted to several hundreds.

A part from a year and a h a lf in which, after finishing school in 
Budapest, I attended lectures in the University o f  Berlin (in 
1925-26), m y ch ief training in economics was as an undergraduate 
at the London School o f  Economics in 1927-30. M y  first real 
teacher in economics, albeit for a b rief period, was an American, 
A llyn A bbot Young, who came from H arvard to L .S.E . to succeed 
Edwin Cannan in 1926. This unfortunately did not last long as 
in the winter o f  1928-29 he died quite unexpectedly o f pneumonia. 
Nonetheless, his lectures and seminars left a lasting impression 
on my later development : it was to him that I owe a basic distrust 
o f  abstract systems, per se, and an awareness o f  the need to adapt 
the tools o f theoretical analysis to the practical problems which 
they are intended to illuminate. In Allyn Young’s view, economics, 
“ the science concerned with the communal problems o f economic 
life” , is better described m  terms o f  the interests which have 
prompted the inquiries o f economists, the particular questions 
they have tried to answer, than by its subject m atter as such.2

Young was succeeded at L .S.E . by Lionel Robbins, young, 
flamboyant and enthusiastic (he was only 30 at the time o f  his

1 There are, however, a few largely theoretical papers which arose in the course of 
work for the U .K . Treasury which are reproduced, with official permission, in Volumes 
6 and 7 in suitably amended form.

2 C f  his classic article on “ Economics”  in the 14th Edition o f the Encyclopaedia 
Britannica (published in 1929) On a recent re-reading this paper gave the impression 
of being remarkably fresh and up-to-date However, Young is mainly remembered for 
his famous paper on “ Increasing Returns and Economic Progress’ (published m the 
Economic Journal, December 1928), which created considerable stir on its publication, 
even though its main message was by no means fu lly understood at the time (On his 
effect on the development of my own ideas, see the Introduction to Volum e 5 of these 
Essays.)
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General Introduction IX

appointment) and extremely devoted both to teaching and to 
economics as a subject. He lavished his energies and vitality on 
his pupils and identified himself fully with their successes and their 
attainments. It was inevitable that those o f us who were fortunate 
to have been among his first pupils— and there were a bare dozen 
o f us then specialising at L.S.E. in the subject o f “ analytical 
economics” — should fall completely under his spell. Robbins’ 
economics (much influenced by his contacts with Viennese 
economists, mainly von Mises) was the general equilibrium theory 
of Walras and the Austrians, rather than o f Marshall, and his 
lectures followed the method of presentation of Wichscll and o f 
Knight’s Risk, Uncertainty and Profit (a book which contains in its 
first half an admirably clear and concise account o f neo-classical 
theory). Robbins as a young economist absorbed this theory— the 
keystone o f which is the marginal productivity theory o f distri
bution in its generalised form, as expounded by Wickscll and 
Wickstced— with the fervency of a convert and propounded it 
with the zeal o f a missionary. It was thanks to lnm that I acquired 
a thorough grasp o f that theory without being hampered by 
doubts and hesitations— which in other circumstances might have 
inhibited me (as it has inhibited other critics) from mounting the 
intellectual effort required for mastering its content.

The theory o f general economic equilibrium, in Kornai’s 
phrase, is an “ intellectual experiment” — a  particular method 
chosen for describing how a market economy works under various 
simplifying and unreal postulates. These postulates were not 
intended by its creators to be more than intermediate steps in the 
process o f analysis— they -were simplifications which were in
tended to be removed later when the theory was brought into 
close approximation to real life. But it was an inherent consequence 
of the a priori approach o f this school that its followers should be 
pre-occupied with the properties o f the notion of “ equilibrium”  
— which meant that progress took the form, not o f removing the 
scaffolding but of constantly adding to it. Making the theory more 
rigorous made the whole construction even more abstract (and 
hence more distant from its ultimate goal) since it involved the 
discovery (or recognition) o f additional assumptions implied in the 
results.

X

As I wrote in a paper some twelve years ago,1 “ it is the hallmark 
o f  the neo-classical economist to believe that however severe the 
abstractions from w hich he is forced to start, he w ill win through 
b y the end o f  the day— bit b y  bit, i f  only he carries the analysis 
far enough, the scaffolding can be removed, leaving the basic 
structure intact” , I  m ight, perhaps, have added that it is also the 
hallm ark o f  the neo-classical economist— when he takes o ff his hat 
as a pure theorist and puts on his hat as a  policy adviser or as an 
interpreter o f  current events— to behave as i f  the scaffolding had 
been removed already, and the basic structure had been shown to 
rem ain intact. W hen it comes to ju d gin g the effects o f  particular 
policy measures— whether these relate to unemployment, foreign 
trade, the incidence o f  taxation, exchange rates, etc.— he applies 
conclusions derived from the theory o f  general equilibrium  to the 
real world without hesitation: that is to say, without investigating 
how far his results are dependent on im plied or explicit assump
tions that are manifestly contrary to experience.2

T he methodological justification for pursuing economic theory 
by the deductive analytical method (which in the last twenty- 
five years has been increasingly clothed in the language o f 
mathematics) is given in the first two pages o f  the first essay 
reprinted in this series on “ T he Determinateness o f  Static Equili
brium ” .3 Such was the almost hypnotic power o f  W alras3 system 
o f equations that it took me a long time to grasp that this method 
o f  m aking an abstract model still more abstract b y  discovering 
unsuspected assumptions im plied by the results is an unscientific 
procedure which leads nowhere.

It was a long journey: the m any stages o f  w hich are reflected 
in the (broadly chronologically arranged) essays in these volumes. 
M ost o f  m y early papers were based on the deductive a priori 
m ethod and concentrated on unresolved inconsistencies o f  general 
equilibrium  theory but without questioning the fundamentals.

For students o f  the present generation it  is difficult to convey the
1 Cf. Volume 5, p 83.
2 A  clear example o f this is the recent recrudescence o f “ monetarist”  theories and 

their application (inter aha) to the balance o f payments, which assumes— reverting to 
pre-Keynesian ideas o f the working o f the market economy— that the economy is in 
continuous full-employment equilibrium (1 e , that the aggregate level o f  output is 
invariably resource-constrained, not demand-constrained).

3 See pp. 13-33 below.
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General Introduction xi

atmosphere o f creative tension and exitement which prevailed at 
L.S.E. m the early years o f the 1930’s. This was due partly to the 
youthful leadership o f Robbins, partly to the presence o f a number 
o f exceptionally able young graduates who were just beginning 
their professional careers; much o f it arose through the intellectual 
challenge which the severity o f the economic crisis (particularly in 
T93I -31 2) presented to all economists. It was a time o f endless 
discussions which went on at all hours o f the day and night—  
during meals, during walks and during weekends. I benefited 
enormously from Oxford weekends spent m the company o f a 
brilliant mind, Maurice Allen. He was a year senior to me at 
L.S.E. and then became a don at Oxford, first at New College and 
later at Balliol, and at this time held views which were to the left 
of mine on policies concerning unemployment, etc.1

The other young economist with whom I spent many hours in 
discussion in our neighbouring flats, on Sunday walks, or occasion
ally on a Continental holiday, was John Hicks, then a colleague 
at L.S.E.. Hicks (unlike me) was an indefatigable reader of books, 
in at least three languages, and it was through him that I was 
put on the track (among others) of the younger Swedish econo
mists, particularly M yrdal2 who first made me realise the short
comings o f the “ monetarist”  approach o f the Austrian school of 
Mises and Hayek3 and made me such an easy convert to Keynes 
after the appearance of the General Theory three years later.4

1 1 mention this since we ended up so differently from where we began In 1932 I 
was much under the influence of the views not only of Robbins but also of Hayek (the 
1930 version of Milton Friedman), whereas Maurice Allen was more under the 
influence of Dennis Robertson and Roy Harrod However, he ended up, after an 
interlude of fighting m Burma, as an Executive Director o f the Bank of England noted 
for his extremely conservative views

2 Myrdal’s short book on “ Monetary Equilibrium”  (published in German in 1933) 
contained many of the features of Keynes* system, particularly as regards the role of 
expectations m investment and the relation of the marginal efficiency o f capital to the 
rate of interest

3 M y enthusiasm for the doctrines of Hayek had already suffered a relapse when as 
a first-year research student I undertook to translate his article “ Gibt es einen Wider- 
sinn des Sparcns?” into English, and in the course of struggling with the translation 
detected various gaps and flaws in the argument (The paper appeared under the title 
of “ The Paradox of Saving** in Economica, May 1931 )

4 M y close friendship with Hicks did not survive his departure from L S E , first to 
Cambridge, then to Manchester and finally to Oxford Yet, on looking back, the 
independent development of our thinking has continued to converge at unexpected 
points, as shown, for example, in Hicks* book on the Trade Cycle (1950), his book on 
Capital and Growth (1965) and his most recent paper on “ Monetary Theory and 
Monetary Experience** (in Economic Perspectives, Oxford, 1977)
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Before the controversy over Keynes, the problems which 
interested me most were those concerning the nature o f com
petition between business enterprises. T he boohs on the theory of 
imperfect com petition by Joan Robinson and Edward Chamber
lin, which made their near-simultaneous appearance in 1933, 
reflected and crystallised preoccupations and discussions which 
had been “ in the a ir”  for some years. A llyn  Y oung had devoted 
a great deal o f  his lectures to various forms o f imperfect com
petition1, his main interest being in exploring the circumstances 
in which competition had harmful rather than beneficial effects 
on the workings o f  the economy. A t the same time, there had been 
a prolonged controversy on the theory o f  costs and returns in the 
pages o f  the Economic Journal, the most distinguished contribution 
being Piero Sraffa’s famous article on The Laws of Returns under 
Competitive Conditions which appeared in Decem ber 1926. This 
paper anticipated m any o f  the im portant “ discoveries”  in 
economic theory over the next fifty years— though in a somewhat 
oblique way, so that its true significance was sometimes appre
ciated only when one arrived at the same conclusions independ
ently after an interval o f  m any years.2

Sraffa’s paper provided the stimulus for a whole series of 
subsequent papers, m any o f  which assumed, explicitly or im
plicitly, im perfect com petition.3

M y  main contribution to this debate was the paper on “ Market 
Imperfection and Excess Capacity”  in the February 1935 issue 
o f  Economica4, the purpose o f  which was to demonstrate that free 
competition in the sense o f  “ free and unimpeded entry”  into any 
industry or sector o f  the economy w ill only lead to the state o f 
“ perfect competition”  postulated b y equilibrium theory i f  the

1 Chamberlin’s book (like another famous American book o f the inter-war period, 
Knight s Ruk, Uncertainty and Profit) was written originally as a  Ph D. thesis under 
Young’s supervision.

2 Thus, in a lecture at Harvard in 1974 on “ W hat is W rong with Economic Theory”  
(reprinted in VoL 5 o f  these Essays) I came to the conclusion that constant costs, or 
constant returns to scale in terms of transferable resources was the basic axiom under
lying the Walrasian theory o f general equilibrium. I  was quite oblivious at the time 
of the fact that the same assertion was made in Sraffa’a  article which I had read more 
than forty years earlier.

B The most important contributions, apart from A llyn Young’s seminal artide in 
December 1928, were those o f R  F. Harrod in  the June 1930 and December 1931 
issues, and of G. F. Shove in the M arch 1933 issue o f the Economic Journal.

4 Reprinted on pp. 62-95 o f the present volume.
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law of constant costs applies over the whole range of outputs from 
the infinitesimal to the indefinitely large. I f  this cannot be 
assumed, the effect o f free entry will necessarily lead to a situation 
in which the multiplication of “ firms”  is only brought to a halt 
by the rise in costs per unit as the output o f the average firms is 
reduced in consequence o f competition. Hence the typical firm 
will be operating on too small a scale— near the minimum scale 
at which its costs are covered (i.e., near its “ break-even”  point) 
and not at the optimum scale postulated by the theory of general 
equilibrium.1 But the general consequences of postulating de
creasing costs at the margin o f production— in the short run and 
not only in the long run— are very far-reaching; since it is the 
existence o f increasing marginal costs in the neighbourhood of 
equilibrium (i.e., m the neighbourhood o f the actual levels of 
output o f the individual enterprise) which is the keystone on which 
neo-classical price and distribution theory rests. Its abandonment 
meant, m the words o f Hicks, that “ the basis on which economic 
laws can be constructed is shorn away”  thereby causing the 
“ wreckage of the greater part o f economic theory” .2

I f  economics had been a “ science”  in the strict sense o f the word, 
the empirical observation that most firms operate in imperfect 
markets would have forced economists to scrap their existing 
theories and to start thinking on entirely new lines— in much the 
same way in which the accidental discovery of an excessive 
amount o f light emitted by pitch-blende forced a fundamental 
reconsideration of the theory of physics. Unfortunately economists 
do not feel under the same compulsion to maintain a close 
correspondence between theoretical hypotheses and the facts of 
experience. When Hicks realised (in 1938) that the contemplation 
of imperfect markets brought him to the brink of an abyss, he 
hastily drew back, and his example was eagerly followed by

1 In the absence of perfect divisibility the condition of “ perfect competition”  will 
apply only to a limited class of commodities capable of strict standardisation in terms 
of some universally acceptable system of grading which enables such commodities to 
be centrally traded m highly organised markets in which “ good will’ (or the personal 
element in dealing) is wholly eliminated (The creation of such markets is in the 
joint interest of the ultimate buyers and sellers, 1 c , of the consumers and the pro
ducers, since it serves to minimise the margin absorbed by intermediaries, traders or 
merchants )

2 Value and Capital (Oxford, 1939), pp 83-4 It was already recognised by Marshall 
(see Appendix H of the Principles) that the theory of “ normal value”  ceases to be 
applicable in the case of increasing returns
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others.1 In most theoretical work published since W orld W ar II 
(apart from some isolated works on oligopoly), a state o f perfect 
com petition, is assumed, explicitly or im plicitly.

This was even true o f  Keynes who accepted M arshall’s micro
economics in the General Theory w ithout realising that the pheno
menon he was dealing w ith— involuntary under-utilisation of both 
physical productive capacity and labour— postulates the existence 
o f  “ excess supply”  (i.e,, a situation m which the amount actually 
produced or sold is less than the optim al amount individual sellers 
would prefer to sell at the ruling price), a state o f  affairs which 
could not exist under perfect competition. In doing this he made 
an unfortunate concession to his neo-classical critics, for it meant 
the acceptance o f  the traditional postulate o f  a falling marginal 
productivity function for labour in the short period, which was 
the main plank o f Pigou’s Theory o f Unemployment. T hat book, 
which preceded K eynes’ by three years, gave the then fashionable 
explanation o f unemployment as being due to the action o f trade 
unions which raised wages above the “ equilibrium ”  level. Keynes’ 
acceptance o f  the neo-classical postulate made it possible for his 
conservative critics (from Pigou, Robertson, V iner and Robbins 
right up to M ilton Friedman) to reject Keynes on empirical 
grounds b y  asserting that there was no evidence that the workers 
would accept lower real wages, and since a higher level o f  employ
ment would cause real wages to be lower, there was no reason to 
suppose that any stimulus to demand could increase employment 
more than tem porarily.

As Keynes said at the end o f  the Preface to the General Theory 
“ the difficulty lies, not m  the new ideas, but in escaping from the 
old ones, which ramify, for those brought up as most o f  us have 
been, into  every corner o f  our minds” . K eynes’ acceptance of 
increasing m arginal cost in the short period (for output as a whole 
as well as for particular industries) followed from the Marshallian 
assumption that different pieces o f equipment and different workers 
are not homogeneous in efficiency, and that, as a result o f the 
general influence o f  competition, the more efficient equipment and

1 In fairness to Hicks it should be pointed out that in his most recent publications he 
has completely disowned the attitude he took up in 1939 (See Preface and chapter 
on The Mainspring o f Economic Growth, pp 1-19, in Economic Perspectives, Oxford, 
1977, also Economic Record, September 1975, pp 365-7 )



labour will be used first (and utilised to the full) before any less 
efficient unit is brought into use. However innocuous or logically 
compelling this argument may appear to be— it is after all only a 
simple application o f Ricardo’s theory o f rent— it is contradicted 
by empirical evidence both as regards the short period elasticity 
of output with respect to changes in the volume of employment1 
and also as regards the observed association between the move
ment in real wages and employment.

Though Keynes retracted his original assertion as a result of 
various criticisms,1 2 his position remained a guarded one, and he 
never produced a theoretical explanation o f why his original 
argument o f diminishing returns being a necessary consequence 
of non-homogeneity was wrong, and what the consequences of its 
abandonment were. To do so would have required an analysis 
of monopolistic competition which renders the traditional rules of 
resource allocation inapplicable. Keynesian unemployment, as 
distinct from Marxian or classical unemployment, can subsist 
only under conditions o f monopolistic competition.3»4

As it happened, the opportunity to build a new integrated 
theory based on Keynesian macro-economics combined with 
micro-economics built on the foundation of imperfect com
petition and oligopoly was missed. While Keynesian macro
economics opened new avenues for the analysis of the behaviour
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1 This is attested by a large number o f statistical studies m the U S , U K  and other 
industrial countries (at least from the late 19th century onwards) the best known of 
which has come to be called “ Okun’s Law” , according to which a 1 per cent increase 
in employment is associated with a 3 per cent increase in output For the U K  , see 
R R  Neild, Pricing and Employment in the Trade Cycle (N I E S R Occasional Paper, 
no X X I, C U P ,  1963), Coutts, Godley and Nordhaus, Industrial Pricing in the U K  
( D A E  Monograph 26, C U P 1978).

2 C f “ Relative Movements of Real Wages and Output” , Economic Journal, March 
1939, PP 34-51, quoting papers by J G Dunlop (Economic Journal, September 1938) 
and L Tarshis (ibid, March, 1939, pp 150-4) and discussions with Mihail Kalcchi

3 This was perceived at an early stage by Kalechi but not by Keynes, and this is 
(in my view) one of the respects m which Kalccki’s original model is intellectually 
superior to Keynes’ General Theory However, it is very doubtful, to say the least, 
whether in the absence of Keynes’ personality, style and ability to command attention, 
the ideas alone would have been sufficient to bring about the intellectual break-through 
which the “ Keynesian revolution”  created

4 The full significance of this has not been properly appreciated even now A world 
in which marginal costs arc below average costs, and are normally constant and not 
rising (up to the point of full capacity operation) puts “ paid”  to all theories which
assume a trade-off between real wages and employment If the productivity of labour 
is a rising and not a falling function of the level of employment, there is no such thing 
as a “ natural rate of unemployment”  and no unique real wage which secures equili
brium in the labour market
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o f the economy, and for the creation o f  a new theory o f economic 
policy (and was generally trium phant in most industrialised 
countries for the first twenty-five years after W orld W ar II), the 
theories o f  monopolistic competition atrophied— partly on 
account o f  the difficulty o f  getting beyond the stage o f  elementary 
abstract propositions, and partly owing to the sub-conscious 
desire to resuscitate general equilibrium theories o f  the Walrasian 
type which lend themselves to precise formulations in mathe
m atical form. But the cost o f  this was that no real research was 
undertaken, and no reliable information acquired, on how 
competition operates and how prices and the allocation o f sales 
among competing producers are determined, under conditions o f 
advanced capitalism ; and in the absence o f  such knowledge, all 
interpretations derived from macro-economic data (which form 
the basis o f  policy making) remain surrounded by an aura of 
doubt and uncertainty.1

Even without such an integrated theory, K eynes3 macro
economics opened up plenty o f  opportunities for new thought in 
the fields o f  theory and policy. It gave an immediate stimulus to 
new theories o f  the trade cycle— which meant com bining the 
Keynesian multiplier with some form o f  the “ accelerator”  (as was 
first done in R . F. H arrod’s book on The Trade Cycle in 1936). M y 
own work in this field consisted o f  a demonstration (in refutation 
o f  the contentions o f Pigou) o f how K eynes5 results can in fact be 
reached with the aid o f  a “ neo-classical55 model employing 
traditional variables, provided certain critical assumptions are 
incorporated.2 This was followed b y  three papers which have not, 
I think, been rendered obsolete by subsequent work. The first, 
“ Stability and Full Em ploym ent55, appeared in the Economic 
Journal, Decem ber 1938, the second, “ A  M odel o f  the Trade 
Cycle35, in the Economic Journal, M arch 1940, and the third, 
“ Speculation and Economic Stability35, in the Review o f Economic

1 It is only now, after a lapse o f forty years, that the need to abandon the perfect 
competition hypothesis and its far-reaching consequences has come to be asserted 
(or re-asserted) by economists o f the “ orthodox”  school (C f Curt B Eaton and 
Richard G. Lipsey, “ Freedom o f Entry and the Existence o f Pure Profit”  in Economic 
Journal, September 1978 )

2 This paper was not included in the two volumes of Essays published in i960; it 
has now, however, been added as an Appendix to Volume 2, for reasons explained 
m  an Addendum to the Introduction to that volume
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Studies, October 1939.1 The latter attempted to generalise Keynes’ 
theory of the multiplier by demonstrating that it results from the 
stabilising influence o f speculative expectations on prices which 
applies in all cases in which the elasticity o f speculative stocks is 
high (in other words, the elasticity of demand for holding stocks 
which is distinct from the elasticities of “ flow”  demand or supply 
o f the ultimate buyers or sellers). One o f the purposes o f that 
paper was to show that Keynes’ theory o f interest contains two 
separate propositions. The first regards interest as the price to be 
paid for parting with liquidity, and it arises on account of the 
uncertainty o f the future prices o f non-liquid assets. The second 
concerns the dependence of the current rate o f interest on the 
interest rates expected m the future. While the first proposition 
provides an explanation o f why long-dated bonds should normally 
command a higher yield than short-term paper, it is the second 
which explains why the traditional theory of the working of the 
capital market was inappropriate— why, m other words, savings 
and investment are brought into equality by movements m the 
level o f incomes, far more than by movements m interest rates. 
And this second effect will be the more powerful the less is the 
uncertainty concerning the future, or the greater the firmness 
with which the idea of “ a normal price”  is embedded in the 
minds of professional speculators and dealers.1 2

This paper is supplemented by a further paper on Keynes’ 
theory o f own rate o f interest which was written about the same 
time but remained unfinished and was published only after a long 
delay in i960.3 The significance o f this latter paper, in the context 
o f present-day discussions, lies in its interpretation o f  the “ trans
mission mechanism”  through which changes in the amount o f

1 All these papers are included in Volume 2 of these Essays
2 This appeared in October 1939 When I met Keynes a few weeks later at a 

Cambridge tea party I was greatly surprised that he had already read my article 
and said that I might well be right in my contention that it is the price stabilising 
influence of the policies of dealers and speculators, rather than the premium which 
the public requires for parting with liquidity, which explains why an increase m the 
propensity to save is not in itself capable of generating more investment Though I 
met Keynes on a number of occasions later on, I ne\ cr had an opportunity of discussing 
that point further But the point of that discussion was, I believe, exactly the same as 
that raised some thirty years later by Leijonhufvud in his book on Keynesian Economics 
and the Economics of Keynes

s In Volume 2 of these Essays, pp 59-74

“ money”  m  circulation can affect the level o f  prices. In Keynes’ 
theory, this presupposes, first, a fall m the money rates o f interest, 
followed by a corresponding fall in the own rates o f  money interest 
o f  assets relatively to their own rates o f  ̂ //-interest, which in turn 
should induce larger stocks to be held o f  the various assets and 
thereby stimulate their production; only i f  production is not 
elastic will it raise prices.
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A ll the above refers to papers written and ideas developed before 
W orld W ar II. T he w ar caused a change m  m y surroundings 
and interests. Physically, it m eant the transference o f  L.S.E. to 
Cam bridge which brought me into much closer contact with the 
Cam bridge economists (some o f  whom, like Piero Sraffa and 
Joan Robinson, I had already known from pre-war encounters). 
T he immediate effect o f  this was that I took a much closer interest 
in current issues o f  economic policy— prim arily stimulated by 
listening to the lectures on the problems o f w ar finance given by 
Keynes and to the discussions to which they gave rise— I remember 
particularly the long debates with one o f  m y earliest pupils, 
Erwin R othbarth, then assisting K eynes in collecting the material 
for K eynes’ pam phlet on How to Pay for the War.1 A t K eynes’ 
request I wrote a review article on the W hite Paper on W ar 
Finance in the Economic Journal— which later became an annual 
feature in that Journal and an occasion for reviewing the economic 
management o f the war. I also participated in numerous dis
cussion groups on post-war reconstruction, one o f  which was 
organised by W illiam  Beveridge and had as its outcome his book 
on Full Employment in a Free Society. T o  this I contributed an 
Appendix on the “ quantitative aspects”  o f  full employment 
policies2 which attracted notice and became the prototype o f  far 
more sophisticated econometric models serving the purposes o f 
economic management and forecasting. Invitations to undertake 
other assignments calling for a similar combination o f theory 
with close factual analysis followed: from the U .S. Strategic 
Bombing Survey for an analysis o f  the effects o f  the bombing

1 He was later killed in action at Arnhem in 1944
2 Reprinted in Volume 3 o f these Essays.
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campaign on the German war economy;1 from the French 
Commissariat an Plan to examine the requirements of financial 
stabilisation in France2; and finally from Gunnar M yidal, the 
Executive Secretary of the newly created U.N. Economic Com
mission for Europe in Geneva, to become the Head of the Research 
and Planning Division o f the Secretariat. I accepted this offer—  
which entailed my resignation from L.S.E. as I was refused leave 
of absence— and my first task was to iccruit a staff o f some twenty- 
five economists and statisticians for the Division, which m the 
circumstances o f the immediate post-war period proved none too 
easy. Nevertheless, the Division managed to complete the first 
annual survey o f the economic situation and prospects o f Europe 
within nine months -  that is, by M aich 1948; and appearing at 
the moment when the U.S. Congress was in the throes o f debate 
over the Marshall Plan, its diagnosis of the causes of Europe’s 
difficulties and m particular of the huge imbalance o f trade with 
the U.S., attracted instant attention.3 Though the subsequent 
annual surveys improved greatly in the quality and quantity o f 
their information, the basic design— the comparative treatment o f 
the rates o f progress o f different countries and analysis o f com
modity flows in international trade— has been retained.4

M y period as a U.N. official also entailed some special assign
ments away from Geneva, two o f which deserve mention. One 
involved acting as a kind of "Counsel”  to a Committee of the 
Security Council meeting in Paris, in the final months o f 1948, 
to discuss restoration o f a common currency for Berlin (which was 
the Soviet condition for lifting the blockade o f Berlin). This faced 
intricate technical questions, which the members of the Com-

1 Some of the surprising results of this investigation are summarised in a paper 
on the “ German \\ ar Economy’1 reproduced in Volume 4 of these Essay's

2 The report I prepared on that occasion is printed, for the first time, m Volume 8
3 It had the distinction of being the subject of the first leader on the day of its 

release in The Times, the Ne<u York Times and the Guardian Its first mimeographed 
\crsion was printed by the U S Go\crnmcnt Printing Office, for use of members of 
Congress, months before it appeared m print as a U N document, and within a year 
an unofficial translation appeared in German.

4 Though the feu years spent in Geneva were some of the most stimulating (as well 
as pleasant) in my life, I would not claim more than that I succeeded in creating a 
team which worked together with enthusiasm and produced a unified piece which 
was both instructs c and rc\eahng Though it is impossible to do justice in a matter 
of acknowledgements, the members of the team who contributed most to the first 
Suncy included Hal B Lnry, the late Hans Stacholc, Mrs Esther Boserap, Albert 
Kcrw n and Robert Ncild.
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mittee (mostly diplomats or civil servants, under the chairman
ship o f  M r Norman Robertson o f Canada) were not in a position 
to formulate themselves, and the endeavour to hammer out an 
agreement between the Soviet Union (represented b y M rM alietin, 
a D eputy Finance M inister o f  the U .S .S .R .) and the Western 
Powers (represented by M r Burke K n app from the State Depart
ment, M r. Charles Gifford from the Foreign Office and M . G. 
Lefort o f  France). T he procedure adopted was to see the Soviet 
and the Western delegates alternately, putting questions and 
proposals to them in the light o f  each other’s pronouncements. 
T he meetings, which dragged on from O ctober until Christmas, 
were chiefly notable for a continued softening o f  the Soviet 
attitude, and the continued hardening o f the Am erican line, in 
accordance with the growing success o f  the airlift in securing 
adequate supplies for the people o f  W est Berlin. Towards the end 
the Russians were ready to meet all the essential requirements 
initially laid down by the Americans but by that time the desire 
o f the Americans to come to a settlement had well-nigh evapor
ated. In the event, after the breakdown o f  these negotiations, 
Stalin lifted the blockade without any quid pro quo.

The other assignment was to serve on an Expert Committee 
appointed by the Secretary General o f  the U .N ., Trygve Lie, 
to draw up a programme o f national and international measures to 
ensure the maintenance o f  full employment. T he Committee met 
in the autumn o f 1949, under the shadow o f an impending 
economic recession and widespread fear that this would re-create 
an acute shortage o f dollars (through a fall in U .S. purchases) 
which would force other countries into deflationary measures. 
T he Committee, which included two distinguished middle-of-the- 
road U .S. economists, John M aurice Clark from Colum bia and 
Arthur Smithies from H arvard, in addition to Ronald Walker 
from Australia, Pierre U ri from France and myself, managed to 
hammer out a unanimous report1 containing a far-reaching pro
posal for guaranteeing the external supply o f currency o f any 
major country against reductions in its foreign disbursements on 
account o f  reduced imports, lower capital exports, etc.

1 National and International Measures for Full Employment, United Nations, New York, 
x949
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The proposals, which were well received in some quarters 
(notably by the British Chancellor of the Exchequer, Hugh 
Gaitskell), did not find favour m Washington, and this plan, 
like numerous others which were put forward subsequently by 
international expert committees o f various kinds, led to extensive 
but barren discussions and was then forgotten. Yet on re-reading 
it one is struck by how well its analysis of the nature o f the 
international propagation of cyclical recession fits the present 
world situation, once the sea-change m dramatis personae is allowed 
for. However at the time the expected world recession did not 
materialise— the outbreak o f the Korean W ar put a stop to that. 
The dollar shortage, contrary to everyone’s expectation— with 
the possible exception of Keynes, who foresaw that something of 
this kind might happen m an article written shortly before his 
death1— gradually gave way to a dollar glut. And America’s role 
as a “ chronic surplus country”  was gradually taken over by 
Germany, Japan and Switzerland, joined later by Saudi Arabia 
and Kuwait. The financial or payments aspects o f an international 
disequilibrium took on a different appearance from what was then 
expected and the rapid emergence o f unregulated international 
money m the shape of the Euro currency market tended to mask 
the shortfall m effective demand (in real terms) which is responsible 
for the heavy unemployment in many industrial countries 
combined with world-wide inflationary price movements and an 
almost universal feeling of impotence m dealing with these.

It was during my first year in Geneva that I received an 
approach from the Provost o f K ing’s about a teaching Fellowship 
in the College. I regarded this as an unique opportunity to return 
to academic life— in intellectual surroundings that were more 
congenial to me than those I left behind at L.S.E.1 2 or, indeed, 
than I could have found anywhere outside Cambridge.

1 The Balance of Payments of the United States, Economic Journal, June 1946, pp 
171-87.

2 My later years at L  S E in the 1930s 'were not altogether happy Though the 
place ne\er lacked intellectual stimulus— and there was plenty of opportunity to 
expound one’s views m Lionel Robbins’ weekly seminars— I felt out on a limb as 
an early and enthusiastic supporter of Keynes, and out of sympathy with the rigid 
neo-classicism of Robbins, Hayek and most of the senior members of the economics 
department Though L  S E was always regarded as “ left-wing”  by outsiders, this 
was an image largely created by the “ media” . During the period while I was there, 
“ left-wing”  views were confined to Harold Laski and a few lecturers in law and socio-
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I  was fam iliar w ith the syllabus and the methods o f teaching in 
Cam bridge: on K eynes’ invitation I had given a special course of 
lectures on the theory o f distribution to the Cam bridge Faculty 
throughout the w ar and afterwards (until I went to Geneva) and 
had also been an examiner for Part II  o f  the Economics Tripos 
on several occasions. I accepted, subject to being allowed to 
postpone going to Cam bridge until O ctober  1949 in order to see 
the Research Division o f  the E .C .E . well launched.

The return to academic life brought me back to economic theory 
again. T he focus o f  interest had in the meantime shifted from the 
trade cycle to economic growth. This was greatly stimulated by 
the publication o f  H arrod’s Towards a Dynamic Economics in 1949, 
which reintroduced the classical dichotom y in the notion o f the 
“ growth potential” , by distinguishing between growth o f the 
labour potential, or work-performance potential (defined as the 
rate o f  growth o f the effective labour force, which is the product of 
productivity per man and the available number o f  workers), and 
the capital growth potential, (which is identical with the share o f 
savings in income divided by the capital/output ratio). As Harrod 
(and later Domar) treated these factors as exogenously given, and 
m utually invariant, the problem o f  reconciling the two growth 
potentials— the “ warranted”  rate o f  capital accum ulation and the 
“ natural”  rate o f growth in the effective labour force— appeared 
as the basic “ dynam ic”  problem.

T he search for the inter-relationship between the rate o f  capital 
accum ulation and the rate o f  growth o f labour productivity led 
me to two im portant ideas. The first was that technical progress 
and capital investment are inextricably m ixed up— inventions 
require to be embodied m “ machines”  or equipment o f  some kind 
which did not exist prior to the invention (or not in that form) 
but the full potentialities o f  which can only be realised after a 
long interval as a result o f  the design improvements derived from 
operational experience. It took over a hundred years to get the 
“ best design”  in steam locomotives; over fifty years to get the

logy The economics department was dominated by those who held orthodox views 
both on money and the functioning o f a free market system— an ideology which I 
embraced for a brief period, but abandoned well before the appearance o f Keynes’ 
General Theory
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best design (or at least a “ stabilised”  design) m sewing machines. 
It is impossible therefore to separate the effects of capital accumu- 
ation from the effects of “ technical progress”  on the productivity 
of labour (or m technical jargon, the “ movements along”  the 
production function from “shifts”  m that function): all that can 
be said is that the growth of productivity will be greater the more 
technological change is “ activated”  through new investment. 
Hence all that it is legitimate to postulate is a relationship 
between the rate of productivity growth and the rate of new 
investment per worker— which I called a “ technical progress 
function” — which cannot, however, be assumed to be the deri
vative of a production function and of an exogenous rate of 
technical progress. Once this is accepted it inevitably follows that 
there is no such thing as a “ technological frontier”  of substitution 
between capital and labour, the slope o f which (at any one point) 
would serve to determine the distribution o f the product between 
profits (or “ interest” ) and wages.1

Independently of this I had long felt that the share o f profits in 
the national income was determined by macro-economic forces 
which ensure that the expenditures o f entrepreneurs themselves 
generate the profits which serve to finance that expenditure. I 
was led to this at an early stage through contemplation of the 
puzzle of the widow’s cruse in Keynes5 Treatise on Money2 which 
was highly suggestive but not properly integrated with the 
theoretical framework of the Treatise nor considered explicitly m 
the General Theory. Kalecki’s paper on A Theory of Profits3 carried 
the story a stage further by clarifying the nature of the asymmetry 
m the position of “ capitalists”  and “ wage-earners”  which he 
summed up in the well known phrase “ capitalists earn what they 
spend, while wage-earners spend what they earn” But he did not 
develop this into a theory of distribution, for as regards the 
determination of distributive shares he continued to rely on the

1 This latter proposition— i e the marginal productivity theory-— continues to 
dominate the economic textbooks (and presumably the lecture courses) of most 
Western universities, even though it is impossible to endow it with any heuristic 
value Apart from postulating the existence of “ capital m the abstract”  which can be 
identified (or measured) in reality, it assumes a whole paraphernalia of conditions 
which do not obtain even approximately in the real world— e g perfect divisibility, 
constant returns to scale, perfect competition, etc

2 Treatise, Vol I, p 139 The passage is quoted m this volume (p 227 fn )
3 Economic Journal, June-September 1942, p 258

XXIV Value and Distribution

“ degree o f monopoly”  theory o f the relation o f wages and prices.1
I grasped the full significance o f  the w idow ’s cruse analogy only 

when I realised that the savings o f  workers and salary earners 
must have a negative effect on the profits o f  businesses (m the 
aggregate) because they mean a corresponding reduction in the 
receipts from the sale o f  goods to the personal sector relatively to 
the business sector’s current outlay, which (in a closed economy 
and abstracting from the existence o f  Government expenditure 
and taxation) is really nothing else than the total wage and 
salary bill (assuming that all mter-busmess outlays and receipts 
arising out o f  current operations are set o ff against each other). 
Therefore for business receipts to exceed production costs— in 
other words, for aggregate business profits to be positive and not 
negative— the capital outlays o f  businesses must exceed personal 
savings; in order that profits should be a “ sizeable”  proportion o f 
sales, this excess moreover must be large relative to personal 
savings. But this implies in turn— since (under the assumption of 
a closed economy) total savings must always be equal to total 
investment— that savings out o f  profits must be large relative both 
to the total capital outlay and to the total profit. T he two basic 
inequalities o f a “ Keynesian”  theory o f  distribution2

Sp ^  Ŝ v ^  0

Sp > y > sw

are therefore not arbitrarily chosen; they are the necessary 
conditions for a private enterprise system to function.3

1 I have never been able to accept this theory for the same reason for which I do 
not regard the concept o f a demand curve applied to the individual firm as a valid 
one, except in the special case o f “ polypoly”  where each seller decides on his optimal 
profit margin independently o f the prices charged by his competitors

2 I put forward this theory in a paper published in February 1956 and reprinted 
on pp 209-36 o f this volume Sp and Sw stand for the savings co-efficients out o f profit 
and wages respectively, I  for business investment, T  for income

3 The consumption expenditure out o f profits is itself dependent on profits It 
cannot secure any excess o f receipts over outlays, unless there is adequate expenditure 
on capital account to offset the savings (of both individuals and businesses) on income 
account (For an individual country, such offsets could take the form o f a surplus of 
exports in foreign trade or loan expenditures by the Government, as well as business 
investment ) Various economists (J E  Meade, F. H  Hahn, P A . Samuelson and 
F  Modigliani) have called into question the universal validity o f the second in
equality and asserted that on a priori grounds there is nothing to prevent the share o f
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The combination of these two ideas— i.e., the technical progress 
function, and a Keynesian (or classical) savings function—  
together with a Keynes-Harrod type investment function, led to 
the formulation of a combined growth and distribution model 
which I worked out with the help of David Champernowne in the 
summer of 1957.* 1 This showed that it is possible to construct a 
model which has a determinate solution m terms of growth rates, 
the capital/output ratio, the investment coefficient, the profit 
share and the profit-rate without involving a “ production 
function55 or indeed marginal analysis of any kind. It therefore 
demonstrated that neo-classical theory is, at the very least, not 
indispensable— it is possible to build an equilibrium model using 
entirely different bricks.

However this model had its shortcomings which neo-classical 
critics were not slow to point out. It was very much a “ Mark I 55 
model (as D. H. Robertson once called it) and led to the presen
tation of improved versions, M ark II and Mark III, in the course 
of the subsequent five years. These later models are reproduced 
in the fifth volume of my Essays, and the Introduction to that 
volume (which I wrote recently) explains how they arose and the 
nature of the differences between them. There is no need to go 
into them here. But as I explained in that Introduction, the 
development o f my theoretical ideas by no means came to an 
end with the work on growth models. Since 1965 they have 
changed fairly drastically, though I have not been able to present 
the results in the comprehensive form o f a “ model55 (perhaps I 
might still be able to do so in the future). The last six Essays of 
Volume 5— starting with my Inaugural lecture and covering 
papers written up to 1976— illuminate various aspects and 
implications o f my new ways of thought without a systematic 
presentation o f the set o f interrelated ideas as a whole.

Not wishing to repeat the account given m the Introduction to 
Volume 5, I think I can best explain the nature of this develop
ment in terms o f the shortcomings gradually perceived in my

investment in output being less than the share of savings in non-profit income But 
they have overlooked the vital fact that for profits to exist, business expenditure on 
capital account must exceed non-business savings, and that a capitalist system cannot 
function unless businesses make a profit

1 “A Model of Economic Growth” , reprinted in Volume 2 of these Essays
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earlier theoretical work expressed in the growth models published 
in the years 1956-62. T he list presented below follows a logical, 
not a chronological sequence.

1. A  m acro-economic model needs to be supplemented by a 
micro-econom ic analysis at the level o f  the single decision-making 
unit, the firm or business, and also o f  the relations between 
groups o f  com peting firms. In particular we need a theory of 
how prices are determined in the oligopolistic conditions prevail
ing in industry, in the “ com petitive”  conditions prevailing m 
agriculture and most types o f  mineral extraction (where the 
individual producers are pnce-ta/rerr, not p n cz-makers) and 
finally under conditions approxim ating the “ pure55 imperfect 
com petition or “ polypoly”  (small-scale businesses combined with 
free entry, w ith each facing a limited market) which prevails over 
much o f the tertiary sector, such as retail distribution or mis
cellaneous services. O ligopoly, which is typical o f  modern manu
facturing industry, invariably involves price-leadership; and the 
considerations which enter into the determination o f the profit 
margin o f  the price-leader— governed by the long-run require
ments for internal finance on the one hand and the need to 
preserve the firm ’s position as price-leader on the other— provide 
the key to the manner in which m anufacturing industry operates 
under conditions o f  modern capitalism.1

2. T he macro-economic growth models leaned heavily on the 
notion o f  some kind o f  exogenous growth potential (which could 
however be taken to mean a zone rather than a single or a unique 
rate) which was some variant o f  H arrod’s “ natural”  rate o f 
growth, and reflected the assumption o f  an exogenous technical 
progress function and o f  population growth. The models showed 
how the rate o f  accum ulation o f  capital and the rate o f  growth o f 
output become “ attuned55 to this “ natural55 growth rate. Such an 
approach is only valid in a universal context— where it refers to 
the whole productive activity o f  a closed or self-contained system, 
which has no “ real-world”  analogy except when the economy o f

1 1 have never been able to publish m y ideas on this subject— which were developed 
over a run o f years as a result of lectures which were annually revised— but my 
approach was similar to that of Adrian Wood in his book on A Theory of Profils (Cam
bridge University Press, 1975), who however carried the subject much further m some 
directions than I did
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the world is considered as a whole. It is not a valid assumption for 
analysing the economy o f a single region (and the nation, looked 
at as a sovereign political entity, is only a particular kind of 
region) which is dependent on other regions both for satisfying 
some of its needs and for providing a market for its products; and 
the “ resource-endowment”  o f which (except for natural re
sources) cannot be considered as exogenously given. The develop
ment of such a region, given its natural endowments (soil and its 
fertility, and mineral resources) and its past heritage o f human 
and material resources at a given point of time, will depend on the 
external demand for its products (existing 01 potential) and the 
nature of its supply responses which together determine whether 
the effective demand for its products grows relatively fast or slowly. 
This m turn decides whether it will attract resources from outside 
(through immigration and/or capital imports) or the opposite.1

3. The macro-models were in effect “ single sector”  models; 
they assumed that the same set of behavioural assumptions could 
be applied to all sectors o f the economy, whereas there are 
important differences in technology, the type of market structure 
and the nature o f competition as between the pi unary, secondary 
and tertiary sectors of the economy, the outputs of which are 
largely complementary to each other. Even m the first approxi
mation a macro-economic model relating to a closed economy 
needs to be a two-sector model of Agriculture and Industry. The 
Keynesian type o f analysis m which effective demand plays a 
leading role is really a theory relating to Industry (which is 
largely the manufacturing sector). Manufacturing plays a key 
role m economic development as attested by the strong empirical

1 It is usual to assume (for purposes o f economic planning as well as short-term 
forecasting) that each “ individual”  country has a potential full-employment growth 
rate, the purpose of economic policy is considered as one of ensuring that the actual 
growth-path does not diverge too much from the “ full employment potential”  Vet 
over longer periods there is considerable mobility of labour between countries (as 
there is within countries) Moreover the notion of “ full employment output” is itself 
a question-begging one, except in the short-term (the period in which nothing very 
much has time to change), since it is relative to the (inherited) distribution of the 
labour force between different sectors Normally there is considerable scope for 
increasing output through labour transference (which may entail re-training) from 
low to high productsity sectors withm an area, just as there is scope for increased 
output resulting from migration between areas In either case, it is not the limitation 
of resources, but the limitations on the speed of adaptation or adjustment which set 
temporary ceilings on production.

association between economic growth and the growth o f manu
facturing activities.1

4. M anufacturing activities, on account o f  economies o f  scale, 
internal and external, tend to cluster around particular “ growth 
points”  which become areas o f  vast im m igration from more 
distant areas as well as from surrounding centres. This creates a 
tendency towards' the concentration o f industrial development, 
through a process o f cum ulative causation, which enhances the 
growth o f the “ successful”  industrial centres by retarding or 
inhibiting the industrial development o f  others. This process of 
cum ulative causation is no doubt m ainly responsible for the 
growth differences, in productivity and real income per head, 
between rich and poor areas. T he spatial aspects o f competition 
under conditions o f cumulative causation constitutes a field that 
has not yet been fully explored but which m ay call for radical 
changes in the prevailing views concerning the effects o f freedom 
o f trade between different countries or regions.

A nd here the matter must rest. I have described at considerable 
length the evolution o f  m y theoretical “ ideas”  both before and 
after the second world war, simply because throughout my 
academic life economic theory has remained m y basic interest. 
This has been true despite increasing preoccupations with a 
range o f  “ specialised”  matters such as the principles o f  taxation 
(as a result o f  m y work on the R oyal Commission on Taxation), 
the international implications o f  full employment policies, the 
reform o f  the international m onetary system, commodity policies, 
etc., and the increasing amount o f  time I have devoted to being 
an economic or fiscal adviser to various Governments abroad and 
two successive Labour Governments at home.

T he (chosen) obligation to give a course o f  lectures on economic

1 A ll “ developed”  high income countries lia\e a highly developed manufacturing 
sector and are important exporters o f manufactures T he reasons for this have not 
perhaps been fully explored, m m y view they are connected with the fact that manu
facturing industry generates the means for its own “ extended reproduction” * it 
generates both the savings required for capital accumulation and also provides the 
capital goods in which these savings are embodied, it also produces (largely though 
not entirely) the capital goods for the primary and tertiary sectors (The exception is 
agriculture, the savings o f which are partly embodied in its ow n output ) This, together 
with the existence o f static and dynamic economies o f scale in manufacturing, is 
responsible for the fact that both the level and the rate o f growth o f productivity in 
the economy as a whole is highly correlated with the level and rate o f growth of 
manufacturing production.
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theory to third-year students in Cambridge has ensured the 
continuity of my interest in economic theory and forced me to 
think through afresh each year the reasoning underlying particular 
propositions.1 While intellectual detachment from the real world 
and the problems o f the day leads to sterility in the field o f the 
social sciences, I would not recommend any social scientist to 
concentrate exclusively on “ research”  as against “ teaching” . It is 
more testing— and, as a result, more stimulating and creative— to 
combine both.

Essays in the field o f applied economics occupy three volumes in 
this series, two o f which were published in 1964 and the third (as 
Volume 6) in 1978. In addition the two final volumes (Volumes 
7 and 8) on problems o f taxation reproduce, for purposes o f record, 
the Memorandum of Dissent o f the Royal Commission on Taxation 
(which I drafted on behalf o f two other members of the Com
mission as well as myself), as well as the Reports submitted at their 
invitation to various foreign Governments or Government 
agencies and a miscellaneous number of papers submitted to 
various bodies.1 2

There is no need to say much about my “ applied”  essays since 
their subject matter and the circumstances m which they were 
written have already been fully described m the Introduction to 
each volume. In the first of these Introductions (to Volume 3) I 
describe papers on economic policies as “ more ephemeral than the 
theoretical ideas that form their background” . I now find that 
this was a hasty judgment. A t least two o f the papers written 
twenty-eight years ago could have been equally well written 
today. One o f these, a plan for a peimanent incomes policy, was 
recently described to me by an official dealing with this particular

1 1 discovered at an early stage that to give a lecture enjoyable to oneself (let alone 
the audience) it must deal uith ideas that are fresh in one’s mind I made it a habit, 
therefore, to write out a new set oflecture notes each year, having the previous year’s 
notes in front of me I found that this annual review of one’s ideas caused one to see 
things in a different light sometimes by slow stages and sometimes by changing one’s 
viewpoint quite unexpectedly as a result of exploring a new line of thought For the 
same reason I was loath to stop lecturing for more than a year or two at most, 
knowing full well that a more prolonged interruption would make it \ery difficult to 
get back to lecturing on a subject which required unusual mental concentration

2 These are additional to the live papers on the subject o f tax reform included as
Part III of Volume 3 of these Essay's
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subject as “ very good— but rather utopian— the time is not yet 
ripe for it” . Another paper written in 1950 on “ Employment 
Policies and the Problem o f International Balance” 1 analyses the 
various options facing deficit countries confronted by the chronic 
surpluses o f  countries who refuse to expand their home demand 
adequately. This also is very much a live topic, the only difference 
being that the “ chronic surplus countries”  o f  today are not the 
same as those o f  thirty years ago.2

T h e same is true o f  other papers written in the 1950s— such as 
the analysis o f  the relative merits o f  fiscal and m onetary policies3 
or my memorandum to the Radcliffe Com m ittee on the modus 
opeiandi o f  m onetary policy, subm itted in 1958,4 or the ideas put 
forward in m y review o f  the Radcliffe Report, published in i960.5

I find that on all these matters there has been little change either 
in the nature o f  the problems or m m y own views relating to 
them, though the prospect o f  reaching an agreed view  among 
economists is no better now than it was twenty-five or thirty years 
ago. O n the contrary, the upholders o f  the quantity theory of 
money have become more influential and numerous; it is their 
opponents, whose views were represented in the Radcliffe Report, 
who seem to be on the defensive. Y et I remain convinced that all 
this recrudescence o f pre-Keynesian views, the new monetarism, 
has nothing to be said for it— I regard it as a symptom o f in
tellectual decadence that so m any people should accept it without 
having the least notion o f  how the m onetary authorities regulate 
the “ money supply”  when much the greater part o f  the money 
supply consists o f  transferable-debt certificates o f financial

1 Volume 3, pp 83-94
2 That paper, prepared for an early Conference o f the International Economic 

Association in Monte Carlo, proved to be “ very controversial”  when it was discussed 
by the group of academic economists assembled there I f  it  were put forward today, 
it  would be criticised on much the same grounds by a similar group o f establishment 
economists The “ battle-lines”  as they were drawn up then have not really changed in 
the intervening thirty years, in a sense they have not changed since the debate started 
between the “ Currency School”  and the “ Banking School”  in the 19th century. 
Recently the adherents o f the “ Currency School” — the monetarists— have become more 
vocal and more numerous but I feel confident that their influence w ill fade in much the 
same way as it did on earlier occasions

3 This is contained in the paper written for the centenary celebration of the Royal 
Economic Society o f Belgium in 1955, in Volume 3, pp. 101-8

4 Ibid., pp 128-53
6 Ibid, pp i 54-65



institutions, and when the range of institutions prepared to under
write other people’s spending is constantly widening.

There is only one important matter on which the events of the 
1970s caused me to change my mind. This concerns the relative 
importance of price (or cost?) competition, as against other “ non
price”  factors, such as superiority of design or quality, length and 
reliability of delivery dates, after-sales service, etc. Exchange rate 
adjustments operate mainly on costs and prices; and despite vast 
changes in relative exchange rates— in real, and notjust in nominal 
terms— there has been little effect on the pattern o f trade in 
manufacturing. The trade-gaining surplus countries have con
tinued to gain trade, and the trade-losing deficit countries have 
continued to lose it (especially when their own domestic market is 
taken into account, as well as their foreign markets). It is possible, 
of course, that i f  exchange rate adjustments go far enough, and 
last long enough, the day will come when they will begin to show 
results in terms o f a trade-loss due to over-valuation and trade- 
gam due to undervaluation. In the end, i f  the change in relative 
prices goes far enough, a point must come when cheapness will 
compensate the buyer for all non-price disadvantages. But even if  
that proved to be the case in the next few years, the world would 
have lost an enormous amount of wealth and well-being— through 
lost production and mass unemployment— in the intervening 
years (or decades) o f “ disequilibrium” .

The lesson o f the 1970s, to my mind, contradicts the current 
intellectual trends which seek salvation through a return to a 
free market system. It shows that instruments which operate 
through market forces (such as devaluation or floating rates) are 
much too slow and much too weak m their effects to avoid 
unnecessary (and m the long run, intolerable) hardship caused by 
reliance on them. I f  the mainly private-enterprise market economy 
is to survive (as it must, i f  even less palatable alternatives are to 
be avoided) the world needs more planning and more regulation 
in the matter of income-distribution as well as in the field of 
international or inter-regional trade, and not less.

N.K.
King’s College,
Cambridge,
D ecem ber 1979
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IN T R O D U C T IO N  T O  TH E  F IR ST  E D IT IO N  
O F V O L U M E  ONE

T he essays collected in this volume belong to that general field of 
economic theory which is traditionally known as the “ theory of value 

and distribution” . They were written at scattered intervals extending 

well over twenty years, though the majority of them date from the 
1930s and reflect the intellectual approach of economics in that period. 
The mam characteristic o f that approach, as was stated at the very 
beginning o f the earliest o f the papers reprinted here (written in 1933), 
is to seek insight into economic phenomena through “ a more rigorous 
formulation of the conditions under which it is possible to make 

generahsations about the factors determining economic equilibrium” , 
i.e., by exploring more thoroughly “ the economics of that abstract 

world m which it is possible to give an exact account of the course of 

events solely by the aid of scientific generalisations” , the latter being 
derived from “ a few self-evident postulates alone” . In the course of 
years I have become increasingly sceptical of the usefulness of the 
“ static” approach of neo-classical economics, and if I were writing 

today, I would certainly not be so confident in asserting that m 
advancing along the path of increasing purity and generality, the 

micro-economics of the neo-classical school has not “ lost its ‘relevance 
to facts’,” or has not “ come increasingly to neglect the operation of 
those forces which ‘really matter’ .”  Though the implications of these 
particular essays are largely critical of that theory— since they con

centrate on clarifying the rigid framework of assumptions necessary 
for validating its basic assertions— they do show an insufficient aware
ness of the fact that meaningful generahsations about the real woild 
can only be reached as a result of empirical hypotheses, and not by  

a prion reasoning.
The essays are grouped according to their particular subject- 

matter— an arrangement which, with one or two exceptions, proved 
compatible with preserving the chronological order in which they 
were written. Except in a few instances in which subsequent work has 
shown the particular conclusions to have been erroneous or incomplete, 
the papers are printed (except for occasional improvements m gram
mar) without alteration; but wherever definite errors were found in the 
original presentation, an indication of this is given m a footnote or 
(in one instance) by giving a revised version in the text. All such
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additions or alterations are clearly shown by putting square brackets 
around the added or revised text.

The first essay is largely devoted to an analysis of the various 
meanings, or types of meanings, of the term “ indeterminateness”— the 
range of problems which are nowadays discussed, at a more sophisti
cated mathematical level, under the terms of existence, uniqueness 
and stability of equilibrium— and it may continue to prove useful to 
students who require a guide to the different senses in which this term 
was employed by Walras, Edgeworth or Marshall, or the authors of 
the Austrian School. It is notable also for an early exposition of the 
“ cobweb theorem” , and for promoting the future popularity of that 
theorem by giving it its felicitous name (which occurred to me in 
the course of an oral exposition of that theorem at the L.S.E. 
seminar).

The second essay (written almost simultaneously with the first) 
poses an important question— i.e., what determines the size of the 
individual firm in long-run equilibrium? Orthodox theory postulates 
a U-shaped cost curve, which asserts that each firm has an “ optimum 
size”  beyond which it becomes progressively less efficient. But whereas 
the assumption of falling costs can be adequately supported on account 
of indivisibilities and economies of scale, to explain the upward- 
sloping part o f the curve, reliance must be placed on the existence of 
diseconomies of large-scale organisation: a rather shadowy factor, 
which may be important in creating obstacles to fast rates of growth, 
but not to size as such. The very fact that the simultaneous existence of 
firms of vastly different sizes has become such a common feature of 
industry shows that diseconomies of large scale mangement cannot be 
an important limiting factor on size* Despite the considerable literature 
on this subject in the last twenty-five years, I cannot say that much of 
an advance has been made in understanding what determines the size- 
distribution of firms in any particular industry, or even that the 
implications of this question have yet been fully grasped.

The next group of essays is devoted to the subject of imperfect (or 
monopolistic) competition, brought into sudden prominence in the 
early 1930s by the appearance of two books on the subject by Joan 
Robinson and E. H. Chamberlin. The first three of these papers form 
a connected set of ideas which ought to be considered together: they 
express my protest against the excessive formalism of these theories 
built on notions of questionable validity (such as the notion of a 
“ demand curve”  confronting each particular firm) and using a tech
nique that is apt to conceal the true complexity o f the problems
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presented by competition in imperfect markets. The fourth essay on 
advertising (written considerably later) is of a somewhat different 
character: it was written as a preliminary memorandum for an 
enquiry (not subsequently carried out) into the effects of advertising on 
the organisation and efficiency of industry. One particular section of 
that paper (A Digression on Selling Costs, on pp. 130-135), belongs 
however to the general theory of monopolistic competition, and 
completes my criticism of Professor Chamberlin’s theories. In the field 
covered by these four papers my views have changed very little; and 
though, if I were writing afresh, I would put some of the points rather 
differently and shift the emphasis given to some others, I would, on the 
whole, take up much the same position.

The two short notes on the subject of welfare economics are repro
duced here mainly because each of them became the progenitor of an 
extensive literature. The note on welfare propositions and inter
personal comparisons of utility (originally published m the Economic 
Journal of September, 1939), introduced the idea of “ compensation 
tests” as a means of differentiating policy measures which bring about 
an increase in aggregate real income from those which do not. This 
idea was subsequently taken up and developed by Professor Hicks and, 
following him, the proposition was subjected to a searching examina
tion by a whole host of economists (including Scitovsky, Baumol, 
Little, Samuelson, Arrow, Graaf, Reder, Dobb and many others), 
until it became a veritable cause célèbre under the flattering title of the 
“ New Welfare Economics” . On re-reading the original note in the 
light of all this subsequent work (some of which, I must confess, I 
found too tedious to read and some of which was plainly beyond my 
comprehension), I still feel unrepentant in rejecting Professor Robbins’ 
proposition that the impossibility of making inter-personal comparisons 
of utility puts an effective bar to “ economics as a science saying any
thing by way of prescription” . In the light of this subsequent work I 
feel, however, that it would have been wiser to have protected the 
“ scientific status”  of Ricardo, Gobden and the many other opponents 
of the Corn Laws by suggesting that in their capacity as “ economists 
qua economists” they should have recommended that actual compensa
tion be paid to the landlords (instead of sticking my neck out by suggest
ing, as it turned out somewhat unwisely, that the question whether 
compensation be actually paid or not could safely be left to the politic
ians). For none of the strictures of Scitovsky, Samuelson, Arrow, Little 
et al. against the validity or sufficiency of compensation tests alters the 
fact that repealing the Corn Laws and compensating the landlords was
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in every way a preferable alternative to leaving the Com Laws “ in 
being55.

The second note on the “ optimum tariff55 was less deserving of fame 
since it was merely intended to rescue from oblivion a proposition 
originally put forward by Edgeworth and Bickerdike some thirty years 
earlier. In this purpose it proved remarkably successful, as the extensive 
post-war literature on the “ optimum tariff55 (by Scitovsky, Kahn, 
Johnson, Gorman, Graaf, Polak and others) testifies. No doubt (as so 
often happens in economics) the revival of interest in this question was 
greatly aided by the balance o f payments problem of post-war Europe, 
and the need to demonstrate that any non-discriminatory method of 
dealing with this problem (by means of currency devaluations, for 
example) might have imposed additional losses through an (avoidable) 
deterioration in the terms of trade.

The long essay on the theory of capital is devoted to an examination 
of how much of the neo-classical theory of capital and interest survives 
the criticisms brought against it by Professor Knight and others. It is 
in this field that my position has shifted most since these papers were 
written. Though I was conscious of the numerous difficulties raised by 
the notion of capital as a factor of production (in particular the 
insoluble problem of how the quantity o f capital is to be measured), I 
was still a firm believer in the view that the possibilities of substituting 
capital for labour through the use of different techniques of production 
had a critical rôle to play in the pricing process— that without it, we 
could not explain what determined the rate of profit (i.e , the rate of 
return on capital, as distinct from the rate of interest on money loans) 
or the division of the product between wages and profits. (This comes 
out more clearly, I think, from the subsequent “ rejoinder55 to Knight, 
reprinted as an Appendix to that essay, than from the essay itself.) It 
would be impossible within the context of this Introduction to set out 
the reasons which now lead me to reject the whole notion of a produc
tion function and the marginal productivity theory of distribution 
which is based on it— to do so would require a thorough exposition of 
my present views on technical progress and economic growth, and this 
I hope to do in a future work.1 The critical point on which my present 
views differ radically from the views of my 1937 article is to be found 
in the sentence (printed on pp. 184-85 below) that “ so long as the 
quantity of annual labour service remains constant with variations in

1 Though an indication is given in the paper on economic growth in the Economic 
Journal, 1957, which is reprinted in the companion volume [Essays on Economic Stability 
and Growth, on pp 264-270],
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the quantity of capital, and so long as the quantity of no other type of 
services remains constant, there will he a unique correlation between the rate 
of interest and the amount of labour input per unit of final output55 (italics 
added), 1 e. between the rate of return on capital and the productivity 
of labour. I do not now believe that there is any such “ unique correla
tion” and would assert, on the contrary, that knowing the output per 
head and the capital per head does not tell us anything about the rate 
of return (or of distributive shares) until we also know how productivity 
is rising over time, and m addition, we take either the level of wages in 
terms of output as given or the propensities to consume out of profits 
and wages respectively, as given. (I would still maintain, however, 
that acceptance or rejection of the proposition in the passage italicised 
is the critical dividing line between those who in some form or 
another adhere to the neo-classical theory, and those who reject it 
altogether.)

It should be noted, however, that in a final section of that article 
on the economics of a slave state (pp 185-88), which was added more 
or less as an afterthought, I stumbled upon an alternative theory which 
I now regard as of far greater relevance— i.e. the proposition that the 
rate of return on capital is “ the system’s ‘maximum rate of growth’, 
the rate of which the stock of resources would increase, per unit of 
time, if consumption were reduced to zero and the services of all 
productive resources were devoted exclusively to their own production” . 
(The maintenance cost of slaves was excluded from “ consumption” in 
this context.) The theory put forward in these pages was, as I afterwards 
discovered, very analogous to the general equilibrium theory of von 
Neumann which was published in the following year1 (though worked 
out considerably earlier). But in the context of my article it served 
only the purpose of demonstrating that, starting from an economy where 
all goods are capital goods and where the rate of interest reflects 
simply the net productivity of the whole system (its maximum potential 
rate of growth— which is the same thing as the Marxian notion of the 
excess of the goods produced in a period over the goods consumed in 
their production) it is still possible to arrive at the Bohm-Bawerk- 
Wicksellian theory by postulating that the slaves are “ liberated” and 
the quantity of labour is treated as an independent variable. It is the 
latter derivation which I now think was erroneous if applied (as it was 
clearly intended to be applied ultimately, even if not as the first step)

1 In a volume entitled Ergcbnisse cines mathematischen Seminars, ed K  Menger, 
Vienna, 1938; reprinted in English m the Review of Economic Studies, vol X III, 
1945-46, p. 1*
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to a growing (non-stationary) economy with technical progress.1
The last o f the papers reprinted here on “Alternative Theories of 

Distribution”  is separated from the preceding one on capital theory by 
an interval of eighteen years and fully reflects the change in my outlook 
(or, as I would prefer to regard it, my increased maturity) during that 
period. It presents a bird’s eye comparison of the various approaches 
to the problem of distribution (in fact, I could equally well have said 
value-and-distribution) by the classical, neo-classical and neo-neo- 
classical theorists (if the latter term could justifiably be applied to the 
“ degree o f monopoly”  and “ full cost”  theories which followed upon the 
new doctrines of imperfect competition). Its mam defect, I think, lies 
in its extreme compression. It puts forward views that had been 
gradually evolved through the lecturing experience of many years, and 
telescopes them into a few pages— this is particularly true of the 
section on marginal productivity— whereas a convincing treatment 
would have required an exposition of many times that length. But its 
real aim was something even more ambitious : an attempt to integrate 
Keynesian macro-economics with value and distribution theory, and 
to show that the “ classical”  approach of Ricardo and Marx could in 
turn be regarded as a special case of the latter. I cannot claim that up 
to the present time I have succeeded in gaining many adherents to 
these rather radical views. (Most of the references in papers since 
published have been sceptical i f  not contemptuous.) Yet in the five 
years that have elapsed since it was written, I have become increasingly 
confident of the fruitfulness of this approach, which provides the basis 
of all my subsequent ideas on the economics of non-stationary states. 
But unfortunately, not only economic states, but also ideas, are non- 
stationary; and a final systematic presentation of them must be left to 
some future occasion when I can feel confident that the growth of 
“ growth models”  itself approaches a state of stable equilibrium.

One o f the problems besetting an author who wishes to reprint 
essays published over a long run of years is to decide how to deal with 
appellations that are no longer appropriate. Economists seem peculi- 
arily prone to undergo a bewildering change of titles: plain Misters 
become Professors (or sometimes in reverse), or else become knighted, 
and finally (the most distinguished of them) become Lords. Some, alas, 
are no longer referred to by any kind of title. It would have been useless

1 For all these reasons m y present views on capital theory are far closer, I suppose, 
to Knight's 1935 views than would appear from these papers; but I  hesitate to say 
this, since I do not suppose that Professor Knight would find my present views any 
more to his liking than those o f Bohm-Bawerk and the Austrians.

8 -Value and D istribution
Introduction

to revise all these appellations m the light of what is appropriate at the 
present moment, since these, in turn, might become out of date, 
possibly before the present volume was out in print. T he best course 
appeared to be to stick to the original appellations of the essays, thus 
preserving a period flavour.

It remains to express my thanks for permission to reprint to the 
various journals in which the papers originally appeared, the names of 

which are given in a footnote at the beginning of each essay. Finally I 
should also like to express my very great debt to Mr. Hugh R. Hudson, 
formerly of K ing’s College, Cambridge, and now of the University of 

Adelaide, who undertook the arduous task of preparing these papers for 
publication and seeing the book, in its various stages, through the 
press. He has helped me considerably in the selection of passages that 
needed to be revised, as well as in their actual revision, and also in 

detecting numerous typographical or grammatical errors or incon
sistencies which appeared in their original form. He is also responsible 
for the preparation of the authors’ index, at the end of the volume. 
I am, however, to be held solely responsible for any errors, major or 

minor, which remain.
Nicholas K aldor

K ing’s C ollege, C ambridge 
January i$6o
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P a r t  I

T H E  T H E O R Y  OE E Q U ILIB R IU M
i

TH E D ETER M IN ATEN ESS O F S T A T IC  E Q U IL IB R IU M 1

A  m o r e  rigorous formulation of the conditions under which it is 
possible to make generalisations about the factors determining 
economic equilibrium may be regarded as one of the main 
achievements of theoretical development during the last fifty 
years. The growing realisation both of the difficulties confronting 
the use of the analytical method and of the usefulness of its 
application have led to a gradual “ purification55 of theory; to a 
more and more precise statement of the conditions under which 
its generalisations can be applied.

Hence the evolution of “ static55 theory: the economics of that 
abstract world in which it is possible to give an exact account of 
the course of events solely by the aid of scientific generalisations. 
Hence, also, the concept o f a “ determinate55 equilibrium: an 
equilibrium whose nature can be rigorously determined from a 
few self-evident postulates alone. All this has helped, of course, to 
make economics more technical and incomprehensible to the 
layman; but no one who studies it seriously would maintain that 
in advancing along this path economics has gradually lost its 
“ relevance to facts55; or that economists, in their anxiety to pre
serve the validity of their “ laws55 have come increasingly to neglect 
the operation of those forces which “ really matter55. For in any 
analytical study, forces whose laws of operation are known must 
clearly be separated from others in whose behaviour no such 
“ uniform principles55 have yet been detected; and the only satisfac
tory way to detect and account for the influence of the latter in the 
real world is by assuming them away and examining what events 
would be like in their absence. It is, moreover, only by employing 
this “ method of difference55 that we can hope gradually to extend 
the range of phenomena over which we can make generalisations.

The assumptions of static theory are, therefore, nothing else 
than the conditions necessary to make equilibrium “ determinate55 : 

1 Originally published in Review of Economic Studies, February, 1934.



the conditions under which we can give a scientifically precise 
description o f the actual course o f  economic phenomena. Once 
these assumptions have been specified and have gained general 
acceptance as the limits within which deductive speculation must 
proceed, any new elements subsequently discovered which play a 
rôle in shaping the course o f events are likely to be put down as 
“ causes o f indeterminateness” , since the human mind finds it 
easier to alter the conclusions arrived at within an accepted 
framework, than to alter the framework itself. Whenever, there
fore, new causes o f “ indeterminateness”  are said to be detected 
this is m erely another w ay o f  saying that a new set o f  determining 
forces has been found: forces whose behaviour and manner had 
not hitherto been reducible to uniformities and whose influence 
must therefore also be assumed absent i f  the existing body 
o f  generalisations is to be regarded as valid. O nce the existence of 
these additional forces has been incorporated in the main body of 
assumptions, the “ indeterminateness”  disappears (it has been 
buried in the assumptions) and the “ abstractness”  o f pure theory 
has advanced one stage farther.

A ll this is clearly in accord w ith the m ain canons o f  scientific 
analysis; it is the only possible procedure to adopt i f  we aim at a 
clarification o f the intricate inter-relationship o f events by in
vestigating the causal sequence o f phenomena.

T h e assumptions under which modern economics has found 
it possible to determine the position o f equilibrium from the 
“ system o f data”  (a set o f independent variables whose behaviour 
can be described by a “ la w ” , i.e. by a  uniform principle) 
nam ely, the utility functions o f  individuals and the production 
functions o f  goods, are the following:

1. A  closed econom y (either an isolated individual or a com
pletely self-sufficient com m unity, with a given volume of 
hum an and natural resources).

2. “ Perfect knowledge”  : all the relevant prices quoted in all 
markets are known to all individuals.

3. “ Perfect competition” : all exchanges are carried out in 
markets so large that no individual can influence any o f the 
prices with which he is confronted.
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4. “ Direct exchange”  : all goods, services, etc., are exchanged 
directly for one another, while all prices are expressed in one 
of the goods serving as a unit of account.

Finally, i f  account is taken o f the time-dimension, i.e. of the fact 
that all economic phenomena take place in time, some additional 
assumptions have to be introduced, regarding (1) the behaviour 
of the independent variables, the data, in time; (ii) people’s 
expectation of this behaviour or, more precisely, people’s expec
tation of the future course of prices. The simplest assumptions in 
these respects and those which have been implicit in static 
analysis are the following:

5. All independent variables remain constant through time.
6. All individuals expect the prices actually ruling to remain 

in force permanently: no price-changes are anticipated.1

These assumptions we may thus regard as the “ accepted frame
work”  of static theory:1 2 3 and it is the sufficiency of this framework 
which is, in fact, contested when the “ determinateness”  of 
equilibrium is called into question. Investigations of such “ causes”  
of indeterminateness have become only too frequent in recent 
theoretical literature; though in many cases no clear formulation 
has been given of the conditions which would cover them, i.e. 
the precise change o f framework which they necessitate. The 
following note attempts to remedy for this deficiency and, by 
classifying the various “ causes” , at the same time to clear up the 
confusion which has arisen over the concept of indeterminateness 
itself. W e shall make the above enumerated assumptions as the

1 Just because the dependence of equilibrium on anticipations is not always clearly 
realised, this assumption is hardly ever expressly stated although it is inherent in any 
type of static analysis which aims at demonstrating the tendency towards equilibrium 
independently of the degree of foresight. The only alternative assumption consistent 
with the degree of abstractness necessary for the generalisations of pure theory would 
be the assumption of complete foresight that everybody foresees correctly the future 
course of prices In this latter case, however, there is no need to assume constancy of the 
independent variables in order to show the determinateness of equilibrium* and 
consequently this latter assumption can be more conveniently adopted as the basis of 
“ dynamic** as distinct from a “ static** type of analysis C f Hicks, “ Gleichgewicht und 
Konjunktur,** J&ttsckxnft fur PfationalokonomiCj Vol IV , No 4.

2 Or rather a rough summary of them; a precise enumeration would have to include 
assumptions in regard to the legal system (e g. the institution of private property, the 
freedom and sanctity of contract) and a number of other things which, though essential 
for other purposes, are irrelevant to the following analysis
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“ accepted fram ework”  o f  static theory, our starting-point, 
ignoring consequently all those complications (such as in
determ inacy due to the use o f m oney or the absence o f perfect 
competition) w hich were elim inated b y  them and with which 
static theory in general is not directly concerned.

I

T h e objections which have been raised concerning the sufficiency 
o f  static analysis can be summarised under three main headings :

(i) It has been pointed out that static analysis only succeeds in 
deriving the conditions o f  equilibrium from its “ system o f data” , but 
not the position o f equilibrium ; i.e. it can point to a system o f prices 
which, i f  established, would secure equilibrium, but it cannot 
determine the system o f prices which w ill actually be in operation 
once equilibrium  has been established. For the mere fact that 
there is, in any given situation, at least one system o f prices 
which, i f  established, would secure equilibrium, does not imply 
that this particular set o f prices w ill also be put into operation 
im m ediately; and i f  any other set o f  prices is established, not only 
w ill further price-changes become necessary, but the equilibrium 
system o f  prices (i.e. that particular set o f  prices which does not 
necessitate further changes in prices) will itself be a. different one. 
It is not possible, therefore, to determine the position o f equi
librium  from a given system o f data, since every successive step 
taken in order to reach equilibrium  w ill alter the conditions of 
equilibrium  (the set o f  prices capable o f bringing it about) and 
thus change the final position— unless the conditions are such that 
either (i)  an equilibrium  system o f prices will be established 
im m ediately, or (2) the set o f prices actually established leaves the 
conditions o f  equilibrium  unaffected (in which case the final 
position w ill be independent o f the route followed).

(ii) A n  altogether different type o f objection is that the system 
o f data m ay itself be o f  such a nature as to adm it o f  more than one 
position o f determinate equilibrium from a given situation, i.e. 
that there m ay be more than one system o f prices capable of 
securing equilibrium. This objection refers to the problem whether 
the conditions o f  equilibrium  (as already defined) are unequivocally 
determined b y the data or not; and arises, therefore, also in those
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cases— moreover, it only becomes important in those cases—  
where the position of equilibrium is otherwise determinate (i.e. 
where from the conditions of equilibrium we can derive the 
equilibrium position).

(iii) Finally, it has been pointed out that not only may equi
librium be “ indeterminate”  (in the sense thatthe process of adjust
ment itself alters the conditions of equilibrium), but that 
furthermore, if  the various forces do not react instantaneously on the 
incentive of price changes, the economic system need not tend 
towards a position of equilibrium at all. The successive alterations 
of prices will then merely represent a constant or an expanding 
range of fluctuations.

We shall examine these objections in turn by enumerating, in 
each case, the conditions which are necessary to make them in
operative (or in the absence of which they would be operative). 
We shall call an equilibrium “ determinate”  or “ indeterminate”  
according as the final position is independent of the route followed, 
or not ;1 we shall call equilibrium “ unique”  or “ multiple”  according 
as there is one, or more than one, system of equilibrium-prices, 
corresponding to a given set of data ; and, finally, we shall speak 
of “ definite”  or “ indefinite” 2' 3 equilibria, according as the actual 
situation tends to approximate a position of equilibrium or not.4

1 In using the word “ indeterminateness" in tins sense we are merely following 
traditional terminology, since this is the sense in which both Marshall and Edgeworth 
have employed the term Since, however, both had demonstrated it in the example of 
a barter-exchange, this type of indeterminateness is often associated with the absence 
of perfect competition though, as we shall see below, it is not really eliminated by 
any of the customary definitions of a “ perfect market".

2 It is questionable how far the term “ equilibrium" is justified m connection with 
“ mdefiniteness", 1 e divergent fluctuations which do not lead to a position of equi
librium at all The main reason for employing the term “ indefinite”  m the present 
paper— as will be apparent to the reader— is to preserve the symmetry of the classi
fication

3 We shall use the terms “ indefiniteness" and “ instability" interchangeably in the 
last section of this paper, just because neither of these expressions conveys with 
sufficient precision the meaning desired The word “ unstable" would really be more 
suitable than “ indefinite” , but for the fact that it is generally used in a different 
sense— to denote a “ passing equality of supply and demand" which docs not represent 
equilibrium (when, for example, a “ forward falling" supply curve cuts the demand 
curve from above— this is the sense in which Walras and Marshall use the term) or 
a “ minimum”  rather than a “ maximum" position (see p 25 below)

4 The relations between determinate and indeterminate (definite and indefinite) 
equilibria can be illustrated on the diagram on next page Let us assume there are only 
two goods, then the price system will consist of only one price (one exchange-ratio) 
Let us measure this price on the vertical axis and let us measure time on the horizontal 
axis, t0 being the “ base period", the starting-point of the investigation. Then the
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Since the problem  o f “ m ultiple equilibria”  only becomes of 
interest, i f  the position o f  equilibrium  is otherwise determinate, 
while the problem  o f “ indefiniteness”  only arises in cases where 
equilibrium  is indeterminate, we shall first examine the conditions 
necessary to make equilibrium  determinate; then the conditions 
under which this determinate equilibrium  w ill also be “ unique” ; 
and finally the conditions under which an indeterminate equi
librium  w ill be definite.

18 Value and Distribution

II
(a) Since the “ indeterminateness”  o f equilibrium 1 on the above 

definition can only arise through the disturbing influence of 
interm ediary situations, equilibrium  w ill always be determinate, 
i f  the position o f equihbrium is immediately reached. This implies 
the presence o f  certain conditions which will vary  according to 
the nature o f  the general situation contemplated :

line A  will represent the condition of equilibrium at t0; it w ill also represent the 
conditions o f equilibrium at any other point o f time, i f  equilibrium is determinate; 
and it will represent the position of equilibrium from to onwards, i f  the equilibrium is 
“ established immediately’*. Curve B represents the actual course o f prices in case

F i g . i

equilibrium is determinate, but “ not immediately reached” , curve C  the case of an 
indeterminate but definite equilibrium ; while curve D  the case o f an indefinite equi
librium T he case o f “ multiple equilibria”  (not shown in the diagram) could be re
presented by the presence o f several A  lines

1 The word “ equilibrium”  is always used in this article in the sense ofa “ full equi
librium” , as meaning the "long-period equilibrium”  of Marshall

a. In the case of the isolated individual we must assume either 
that Robinson Crusoe possesses “ full experience”  before he under
takes any economic activity and thus starts his activities with an 
equihbrium system of dispositions; or else that he accidentally 
places himself at the very beginning in such a situation that every 
successive acquisition of experience merely serves to confirm him 
in his existing dispositions, but does not induce him to change these 
dispositions. (The word experience merely relates to Crusoe’s 
knowledge of his own tastes and preferences and his knowledge 
of environmental conditions. It excludes any accumulation of 
knowledge which represents a change in the technical terms at 
which he can obtain various things.)

p. In the case of the closed community we must have in addition 
to full experience on everybody’s part (i.e. full knowledge of all 
individuals in regard to their own tastes and abilities)1 the 
condition that all exchange transactions will be undertaken at 
the same system of prices.2» 3 This will be the case if  either:

(i) Buyers and sellers, meeting simultaneously in the market, 
go on “ crying”  prices, revising and re-revising their list of 
offers, but not entering into any actual exchange, until 
they hit upon a system of prices which secures equilibrium 
for everybody and in all parts of the market (Walras5 
assumption)4; or

(ii) buyers and sellers, knomng that all sellers can re-contract 
with all the buyers, and vice versa, make only provisional con
tracts until a system of prices is reached where no re-contracts 
could be made with advantage to all the re-contracting 
parties. (Edgeworth’s assumption.5)

1 Which is something more than what w e already assumed under “ perfect know
ledge”  • namely that all individuals know all the relevant prices quoted in the market.

2 Since under a given “ constellation”  of data, there ■will be one system of prices 
only at which all transactions can be concluded (as any other price system wall 
necessitate further transactions at different prices) this is merely another way of saying 
that the process of exchange should start at equilibrium prices.

3 This was first explicitly stated by Jevons He erroneously assumed, however, that 
the realisation of this condition follows from his own “ Law of Indifference”  * namely 
that there can be only one price m one market at the same time. C f Theory of Political 
Economy, 4th ed , p 94.

4 Elements, 6th ed , pp 129-30
6 Mathematical Psychics, pp 17, 35 ff., Appendix IV . Also Papers, Vol II, pp. 311-12.
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Both these assumptions come to much the same thing; they 
should both be considered as attempts to formulate the conditions 
under which buyers and sellers are able to find out the true “ equi
librium price”  before they undertake any exchange activity— but 
Edgeworth also thought that this state o f affairs followed from the 
“ principle of re-contract”  and is thus a property of “ perfect 
competition” . Whether it is so considered or not is irrelevant, so 
long as it is made clear that this is not the same thing as either the 
condition (a) that prices should be given to all individuals (that no 
individual should be able to influence, by his own actions, the 
prices o f the market), or (b) that there should be “ perfect inter
communication”  and thus only one price for the same good at the 
same time— both o f which are used as definitions o f a “ perfect 
market” . While Edgeworth’s analysis may be slightly obscure 
and Walras’ assumption slightly ridiculous, the main idea stands 
clear: in a really perfect market (in a market which is sufficiently 
perfect to make equilibrium determinate) it is not by trial and 
error that prices are established; in so far as there is any initial 
higgling and bargaining this should be done by playing with 
chips and not with hard cash (by making only provisional and 
not final or irrevocable contracts). The formation of prices must 
precede the process o f exchange and not be the result of it.1

(b) Equilibrium will be determinate, however, even if  it is only 
gradually established, so long as the position o f equilibrium is 
independent o f the actual path followed:

a. This will be true for Robinson Crusoe, i f  his system of data 
(his tastes and obstacles), in any one period o f time is not affected 
by his actions in the previous period. It must either be assumed 
that there is no carry-over o f goods from one period to the next, 
or that there is a constant carry-over; and that his effective scale 
o f preferences in any one period o f time is unaffected by his want- 
satisfying activities in the previous period.2 Then at the beginning 
o f every period Crusoe is confronted with the same initial situa
tion ; his only inheritance from the past is his gradually accumulated

1 The only (otherwise imperfect) market in the real world where this condition is 
fulfilled is the auction-sale.

2 The actual length of time chosen as the time unit is irrelevant so long as there is 
a definite period of time for which the above conditions are satisfied and we are only 
interested in the total of his activities for that period
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experience. We can assume that he has no experience at the 
beginning; his initial actions will then be accidental or “ irra
tional” ; but the gradual accumulation of experience will lead 
him, through a process of relative valuation, to a gradual change 
of his daily dispositions until he reaches a situation where no 
further accumulation of experience will induce him to change his 
dispositions any further— so long as the initial data (the indepen
dent variables) remain unchanged. It can then be shown that this 
final position will be the same as the one he might have reached 
at the beginning if, by some accident, he placed himself in equi
librium straight away ; m other words, that corresponding to a given 
set of data, there is always at least one system of dispositions which 
would merely be confirmed, not altered, by the gradual accumula
tion of experience.

It seems to be this problem of the effects of experience with 
which the “ causal-genetic approach”  of the Austrian School has 
been mainly concerned.1 The aim of the latter is to exhibit, not 
so much the conditions of equilibrium under a given situation (the 
task assumed by the “ functional”  theories), but to show how, in 
a given situation, a position of equilibrium is reached— the 
problem of how prices come into being rather than what 
system of prices will secure equilibrium. It is, however, only 
under our present very rigid assumptions that a causal-genetic 
theory can reach the same conclusions concerning the nature of 
equilibrium as are evolved, by using a different method, by the 
“ functional”  theories. In the absence of these conditions it is only 
by means of a “ theory of the path”  (a theory showing what 
determines the actual path followed) that a causal-genetic 
approach can arrive at generalisations concerning the nature of 
equilibrium— and such a theory has not hitherto been forth
coming, although the necessity for it has frequently been em
phasised by writers o f the Austrian School.

(3. For the closed community, substantially the same conditions 
will be required as in the case of Crusoe : that tastes and obstacles, 
on each day, for everybody, should be unaffected by the events of 
the previous day. It is here, however, that Marshall’s famous

1 C f especially, Hans Mayer, Der Erkenntmswert der funktionellen Preistheorien, Wirt- 
schaftstheorie der Gegenwart, Vol. II, passim.
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assumption1 o f the constancy in all exchanges of the marginal 
utility o f one o f the goods exchanged, must be introduced. Unless 
the “ marginal utility o f money”  is constant, the condition of “no
carry-over”  is insufficient in itself to secure determinateness within 
any one period, i f  exchanges do not begin at equilibrium prices. For 
the mere fact that with the gradual accumulation of experience 
everybody moves towards an equilibrium system of individual dis
positions will not necessarily bring about a tendency towards a 
“ continuous equilibrium”  in the market situation: i.e. the market 
will not necessarily acquire an ability to hit upon the equilibrium 
prices at the beginning o f each period. I f  it does not, it is only 
under Marshall’s assumption that the final rates o f exchange will 
be independent o f the terms on which the first exchanges were 
m ade.2

Further reflection shows, however, that the necessity for 
introducing this condition depends on the interpretation of the 
words “ gradual accumulation o f experience” . I f  we assume that 
individuals accumulate experience relating not only to their own 
system o f data but also to the tastes and obstacles o f others, they 
will gradually acquire an ability to judge the equilibrium prices 
o f a given market;3 and, therefore, the proportion o f the total 
amount exchanged, within any period, which will be exchanged 
at the “ final rates o f exchange”  will continuously grow until it 
equals the whole— since it will then be in the long-run interest of
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1 Principles, esp Appendix F. Marshall’s assumption is generally classed as an alter
native to Walras’ and Edgeworth’s; which m a sense it is From our point of view, 
however, the one tries to formulate the circumstances m which all exchanges will be 
concluded at the same price; while the other tries to demonstrate how equilibrium can 
be determinate without this condition being fulfilled. (The value of Marshall’s analysis 
consists m showing that in a large number of cases— where only a small part of an 
individual’s resources are spent on the commodity in question— the indeterminacy 
introduced by this case is not likely to be very important.)

2 There is, of course, no inconsistency between our initial assumption of “ direct 
exchange”  (absence of money as a medium of exchange) and the assumption of a 
constant marginal utility of “ money” . For the validity of Marshall’s assumption is not 
dependent upon the use of money, as is often mistakenly assumed (an error for which 
Marshall himself is partly responsible) but upon the question whether the single 
commodity does or does not “ use up”  a considerable proportion of our total resources 
Nor is there any need to assume either the “ measurability”  or the “ independence” of 
utilities in order to attach a precise meamng to Marshall’s notion. (Cf Hicks, “A 
Reconsideration of the Theory of Value” , Economica, February, 1934, p. 64> f°r 
expression of this condition m terms of the modem, “ relative-utility”  analysis )

3 In our view, it is the absence of any need for this sort of knowledge, and not the 
absence of inter-personal exchange as such, which explains why the sort of difficulty 
which Marshall’s fiction attempts to eliminate does not arise m the case of Crusoe.

every individual that he should make as many exchanges as 
possible at equilibrium prices.1

It may be objected, however, that this alternative assumption—  
that individuals will be able to judge equilibrium prices before 
any transactions are made— is inconsistent with one of our initial 
assumptions since it means that they are influenced by expected 
future prices rather than by prices already ruling. It all depends 
on how rigidly this assumption is interpreted, and it can easily 
be shown that under our present assumption of a “ constant 
carry-over”  a very rigid interpretation would lead, by a different 
route, to the same result. For a rigid interpretation in this case 
would imply that the final rate o f exchange on any day is generally 
expected to be the ruling price o f the following day— which means 
that it would become the initial rate of that day. Now, it follows 
from Marshall’s analysis (in the Appendix on Barter), that 
though the final rate will always deviate from the true equilibrium 
price, if the latter is not hit upon at the beginning, it can never 
deviate so much as the initial rate ;2 i e. prices must move towards the 
true equilibrium price during the day. Consequently, if  the final 
rate of Day One always becomes the initial rate of Day Two, then 
the final rate of Day Tw o will show less deviation from the true 
equilibrium rate than the final rate on Day One. On successive 
days, therefore, the deviation will become less and less until it 
finally disappears (or as we stated it above, the proportion o f the 
total transactions made at the final rate of exchange on any day 
will become greater and greater on successive days). This leaves 
the condition of a “ constant carry-over”  (which implies that the 
conditions of supply and demand on any day should be the same 
as those on every other day) as the sole condition of determinate
ness, under our static assumptions.

I l l
This closes our investigation of the conditions under which the 

position of equilibrium is determinate. W e must next enquire under

1 On this point cf Wicksteed’s analysis in Common Sense of Political Economy, Vol. I, 
Chapter V I, pp 219-26

2 Except m the case where one of the goods has no “ marginal utility”  at all to one 
of the parties, and thus the market-supply of that good, as distinct from the volume 
available, is “ fixed”
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what conditions this position will be “ unique” , i.e. what are the 
possibilities o f multiple positions of determinate equilibrium ?

(i) Hitherto we have tacitly assumed that the nature of the 
initial data is such that they yield what might be called “ normal
shaped”  basic curves.1 The principle o f an “ increasing marginal 
rate o f substitution” 2 being applicable to both utility and produc
tion functions, psychological indifference curves will be convex 
downwards throughout, while the production indifference curve 
will be concave downwards throughout. Under these conditions 
there is only one equilibrium position possible for Robinson Crusoe, 
and normally there will be only one position of equilibrium for the 
community as a whole. In the case o f the community, however, 
the possibility o f multiple equilibria is never completely elimi
nated thereby. For if the owners of resources have any demand for 
the use o f their own resources (if these resources represent a “ good” 
in their own utility functions), the supply curve for such resources 
(which is the owners’ aggregate demand curve for all other re
sources) must turn backwards at a certain price; and then there 
is always a possibility that this “ backward-rising”  supply curve 
should cut the demand curve in more than one, and so at least 
in three, points.3 This is Walras’ well-known case of multiple 
equilibria,4 and the assumption necessary to eliminate it as a 
possibility is that the owners should have no immediate use for their 
own resources, i.e. that not only the volume o f resources available 
but also the market supply of those resources should be a given 
quantity.

A  similar case of multiple equilibria which is compatible with 
the assumption of normal-shaped utility and production functions, 
is the case o f a “ backward-falling”  demand curve— when the 
elasticity o f the demand curve becomes zero, and then negative, 
before the price reaches zero. It then also becomes possible for this

1 We use the expression “ basic curves”  for curves denoting the properties of the 
basic utility and production functions, as distinct from the “ derived curves”  (such as 
the supply and demand curves) which are derived from those functions and from the 
actual quantitative magnitudes in each individual’s initial possession.

2 C f Hicks, “ A  Reconsideration of the Theory of Value” , Econofmca, February, 
1934. P- 55

3 One of these points must be “ unstable”  (in the Marshallian sense) representing 
merely a “ passing equality of supply and demand” , but not equilibrium The first and 
the third points will be stable, however, 1 e these will be real equilibrium positions.

4 Elements, 6th ed , pp 68-70 Also Wicksell, Über Wert Kapttal und Rente, pp 61 ff
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backward-falling demand curve to cut the supply curve in more 
than one, and so at least in three, points. But since backward
falling demand curves (unlike the backward-rising supply curves) 
only occur in very rare cases,1 this case of multiple equilibria 
should not be regarded as more than a curiosum.

(li) We may assume, however, that the basic curves are not 
“normal-shaped” , i.e. either (a) that the principle o f an increasing 
marginal rate of substitution does not obtain for either the utility 
or the production functions throughout (as a general rule) or (b) 
that this principle, for one or the other of these functions, does not 
obtain at all.

In the second case (b), clearly no equilibrium is possible. I f  
either the psychological indifference curves are concave through
out or the production indifference curve convex throughout, an 
“ equilibrium position”  (characterised by the parallelism of the 
tangents of these curves) could at best be regarded as a position of 
minimum satisfaction but not a position o f maximum satisfaction.2

The situation, however, is different if the condition of convexity 
and concavity, respectively, is only partially broken. Here we 
shall limit ourselves to the case where the production in
difference curve is thus “ queer-shaped” : since the consideration 
of the other case (where the psychological indifference curves 
are aberrant) is both more complex and of much more dubious 
significance.

A  production indifference curve3 in which sections o f concavity 
are interspersed with sections o f convexity always involves 
multiple equilibria, in the sense that there is always more than one 
point at which the tangent o f this curve is parallel to the tangents 
of the psychological indifference curves. In the terms of the 
Marshallian, particular equilibrium analysis, the multiple 
equilibria in this case are due to “ forward-falling” , as distinct

1 C f Hicks, op cit, p 68, for the conditions necessary for a backward-falling 
demand curve (in his terminology, a rising demand curve)

s Ibid, p 57.
3 The term is not really suitable (since it implies an “ indifference”  which in this 

case has no meaning) and has only been chosen to emphasise the fact that it is a 
counterpart to the psychological indifference curves It has also been called the “ curve 
of obstacles” or the “ co-efficient of transformation” , neither of which is more attractive 
than the one given m the text What the curve really shows is the technical rate of 
substitution between various goods at the margin, under varying distributions of 
production
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from “ backward-rising” , supply curves.1 But whereas backward- 
rising supply curves merely involve the possibility, but not the 
necessity, of multiple equilibria, in the case of forward-falling 
supply curves multiple equilibria will always be present,2 i.e. 
there will always be more than one arrangement which satisfies 
the conditions of equilibrium. This, however, cannot be shown 
with the aid o f the particular equilibrium analysis, since the 
position o f the demand curves will be different in the alternative 
situations. \ n o

If, however, the situation is one where equilibrium is reached 
immediately (case (a) above), normally only one of these positions 
will be a true position o f equilibrium, since one of these points 
will be generally preferred to all the others. Only if  the production 
indifference curve becomes tangential at more than one point to 
the same indifference curve (and this condition has not much sense 
in the case o f the community!) will it be a true case of multiple 
equilibria.3

If, however, the position is only gradually reached (case (b) 
above), the possibility of multiple equilibria will always be present 
whenever the production curve has more than one peak (irrespec
tive o f whether these peaks touch the same indifference curve or 
not) because once a start has been made along one road there 
will be no tendency to reverse the route even i f  the peak towards 
which another road is leading is higher. In these cases, therefore, 
multiple equilibria will always be present whenever there are 
states of increasing returns to single industries, i.e. whenever there 
are stages o f diminishing technical marginal rates o f substitution. 
In these cases, therefore, the final situation will be “ indeterminate” 
in the sense that it will depend upon the direction which 
happens to be adopted initially; though equilibrium may still be

1 Similarly it could be shown that “ queer-shaped”  psychological indifference 
curves yield “ forward-rising”  as distinct from “ backward-falling”  demand curves. 
The terms “ backward-nsing” , “ forward-falling”  and “ forward-rising” , “ backward 
falling,”  respectively, are taken from Mr. Kahn (Review of Economic Studies, Vol. I, 
No. i, pp 71 ff).

2 Except m cases where the psychological indifference curves are not asymptotic to 
the axes but turn away from them after a certain point. In this case multiple equilibria 
do not necessarily follow from queer-shaped production curves

3 It will, of course, be equally true m cases where the multiple equilibria are due 
to “ backward-rising”  supply curves, that in so far as one of these positions is preferred 
to the others, only one of them will be a “ true position”  in cases where “ equilibrium is 
reached immediately” .
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determinate on our definition of the term, since all the possible 
equilibrium positions may still be deduced from the data of the 
initial situation.
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If, however, the conditions enumerated above in Section II, 
under (a) and (b), are not satisfied, equilibrium will always be 
indeterminate, as the successive moves undertaken in order to 
reach equilibrium will influence the nature of the final position. 
The situation, of course, may still be one which is tending towards 
an equilibrium, i.e. towards a system o f prices which in the absence 
of independent changes, will maintain itself indefinitely ; but the 
point at which price-movements ultimately come to rest can no 
longer be deduced from the data of the initial situation.

The question which we now have to answer is whether this will 
be necessarily so; whether, if  the equilibrium system of prices is 
not put in operation immediately, the succeeding price-changes 
will necessarily end up in reaching some equilibrium position.

As we have already pointed out, it follows from Marshall’s 
analysis that i f  the initial price differs from the true equilibrium 
price, changes will become necessary (a further set of transactions 
will take place at a different price) ; but these price-changes will 
always be in the direction of the equilibrium price and there will 
always be some final price which “ brings about equilibrium” , 
i.e. which puts an end to the process of exchange. This, however, 
relates to the case of “ market equilibrium” , i.e. to a given period 
of time in which there are a given volume of goods available and 
given wants to be satisfied. When we were dealing with “ long- 
period normal equilibrium” , however (i.e. given rates of supply 
of the ultimate resources, and given structure of wants recurring 
in every period), we were assuming a “ constant carry-over”  from 
one period to the next, and thus postulated the same initial 
situation at the beginning of every period.

This assumption of a “ constant carry-over”  conceals another 
assumption (which it includes, but with which it is not identical), 
namely that the quantities (demanded and supplied) react 
instantaneously on price changes; since if the quantitative reaction 
to a certain price change of a certain “ day”  only takes place on
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the next day or the day after, we can no longer postulate the same 
initial situation at the beginning o f every day. This problem of the 
time-lag between quantitative and price-changes does not arise, 
therefore, at that stage o f the enquiry. It must be examined, how
ever, as soon as the assumption o f a “ constant carry-over”  is 
dropped. And once allowance is made for the fact that in the real 
world functional adjustments take time and different forces in 
the system m ay operate with different velocities o f adjustment, it 
may become possible to construct cases— under the assumption that 
ruling prices are always expected to remain in operation, which is assumed 
throughout the present article— where the successive reactions 
lead away from, rather than approach, an equilibrium position.1

The question, therefore, whether in any given case, equilibrium 
will be “ definite”  or “ indefinite”  (i.e. whether it will be approxi
mated to or not) appears to depend on the velocities of adjustment 
o f the factors operating in the system. It is this factor, therefore, 
which we have to examine in some detail.

The “ velocity o f adjustment”  may be alternatively defined as 
the time required for a full quantitative adjustment to take place 
(either on the supply side or on the demand side) corresponding 
to a given price-change2— i.e. the time elapsing between the 
establishment o f a certain price and the full quantitative adjust
ment to that price— or the rate at which the quantities (demanded 
or supplied) change per unit o f time in response to price-changes. 
(The first m ay conveniently be termed the “ adjustment period” , 
and the second the “ unit-velocity”  o f adjustment.) Given this 
rate (the unit-velocity), given the magnitude o f the initial price- 
change and given the elasticities of the curves,3 the time required

1 On the place o f the factor “ velocity of adjustment”  in the general theory of equili
brium, cf Rosenstein-Rodan, “ Das Zeitmoment m der mathemaüschen Théorie des 
wirtschafthchen Gleichgewichtes” , Zeitschriftfûr Nationalôkonomie, Vol. I, No i. Also, 
“ The Rôle of Time in Economie Theory” , Economica, February, 1934. C f also Fasiani, 
Velocita (telle vanazione della demanda e dell' offerta e punit di equilibria stabile e instabile, Alti 
della R. Acad, de scienze di Torino, 1932.

2 'Which is not the same thing as the reaction of price to an initial change in supply 
or demand. (C f Rosenstein-Rodan, op. d t , p. 8g ) But since these latter velocities, 
although different from, yet depend on the velocities of the quantity reactions to 
initial price-changes (the velocity of price-reactions to supply-changes being the 
reciprocal of the velocity of demand-reactions to price-changes and vice versa), they 
are not separately treated in the present analysis Cf. also p 30 note 2 below.

3 By elasticities we mean here the elasticities of “ long-penod-curves” , i.e. curves 
showing the quantities supplied or demanded, per unit of time, corresponding to each 
price, after all adjustments have been made to that price
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for M l adjustment (the adjustment period) will also be determined. 
Allowance should be made, however, for the possibility that these 
unit-velocities may themselves be interdependent— i.e. the rate 
at which quantities change per unit of time may itself depend on 
the magnitude of the initial price-change.

An analysis which makes full allowance for all these factors 
would necessarily be very complex. W e can simplify it consider
ably, however, by making certain assumptions. W e may either 
assume that the unit-velocity is always the same, whatever the 
magnitude of the initial price-change; or, alternatively, that the 
unit-velocity is always directly proportional to the magnitude of 
the initial price-change— in which case the adjustment period 
will be independent of this factor.

We shall also neglect the fact that the curves themselves shift 
during the process of adjustment (if they did not, the final position 
in so far as it is definite, would also be determinate, i.e. indepen
dent of the path followed). But the introduction of this factor 
would only complicate the analysis, without altering the nature 
of the results.

Finally, we have to take account of the fact that adjustments 
always proceed at more or less frequent intervals— that they are 
more or less continuous. The quantity of anything demanded or 
supplied may change once a day, once a week, a month, or a year 
— depending on such factors as the technical period of production, 
etc. We shall call an adjustment completely discontinuous if the full 
quantitative adjustment to a given price-change occurs all at 
once, at the end of a certain period. (E.g. a change in the price 
of rubber may not influence the rate of supply for a period of 
seven years, at the end o f which the full quantitative reaction may 
take place at once. O r a change in the price of corn, by inducing 
farmers to change the area sown, will make its effect felt a year 
later when the new harvest comes to the market.)1 Similarly, we 
shall call an adjustment completely continuous if it proceeds at a 
steady rate in time, or if  the time-lags between the appearance 
of successive quantitative changes are such as can be neglected. 
The latter will always be the case when the degree of discontinuity

1 If, therefore, there are differing elasticities for the Marshallian long and short 
periods, this always implies that adjustments are continuous, or, at any rate, less than 
completely discontinuous.
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the length o f the time-lags— is the same on the demand side as 
on the supply side. In the following analysis we shall treat only 
these two cases o f complete discontinuity and continuity.

I. Where the adjustments are completely discontinuous, 
stability (or “ definiteness” ) o f equilibrium will depend on the 
relative elasticities o f demand and supply; according to what may 
be called “ the cobweb theorem”  o f Professor Henry Schultz and 
Professor U . R icci.1

Let us assume that a shift in demand from D D  to D 'D ' changes 
the price from P  to P ly which is not an equilibrium price, since
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the true long run supply corresponding to this price is Q,v After 
a time, depending on the adjustment period, supply will therefore 
change to Q u and price will then change from P x to P 2.2

1 Schultz, Der Sinn der statistischen Nachfragekurven, p. 34, and Ricci, “Die synthetische 
Okonomie von Henry Ludwell Moore” , Zeitschrift fur Nahonalokonomie, 1930, p. 649 
It is evident that this theorem is only applicable to cases of “ completely discon
tinuous adjustments” , or to the case (which Professor Schultz had in mind) where 
adjustments are completely discontinuous on the side of supply and instantaneous on 
the side of demand.

2 Under our present assumptions that ruling prices are always expected to remain 
in operation, and thus no stocks for future sale will be carried, the price-reaction to 
changes m supply must always be instantaneous; since we can either assume that (1) 
demand reacts instantaneously to price-changes, in which case price will also react 
instantaneously to changes in supply or (2) that demand-reactions take time, m 
which case the immediate price-reaction to changes m supply will be greater than the 
ultimate price-reaction. Under the assumption that adjustments are completely dis
continuous, the slowness of demand-reactions to price-changes manifests itself in 
reducing the elasticity of the demand curve, and thus alters the situation in the 
direction of instability— since the relevant demand curve is the one which shows the 
amounts taken at various prices immediately after the (rate of) supply has changed 
Whether the true (long period) demand curve will then have any relevance or not,

Again, after a time, supply will move from to (K  (the 
supply corresponding to P 2) and price from P 2 to P3. The 
successive stages o f adjustment present the appearance of a 
cobweb (see Figs. 2 and 3), which will be contracting or ex
panding according as the demand curve is more elastic than the 
supply curve or vice versa. From this the following propositions 
can be derived :

(i) I f  demand is elastic relatively to supply, the cobweb will be 
contracting; equilibrium will be “ definite” .

(ii) I f  supply is elastic relatively to demand, the cobweb will 
be expanding; equilibrium will be “ indefinite” .

(iii) I f  the elasticity o f supply and demand are the same, there 
will be a constant range of fluctuations.1

It is easy to see why this proposition is true only in cases where 
adjustments are completely discontinuous. For if quantities move 
slowly but steadily in response to price, the successive movements 
of quantities will change price and thus the direction of the move
ment, before the full adjustment has been made to the previous 
price. In this case the elasticities of the long-period curves will 
have little or no influence in determining the question of stability.

II. In the case o f continuous adjustments the question of 
stability will depend not on the relative elasticities but on the 
relative velocities of adjustment o f demand and supply. This can 
be seen from the following simple consideration. Let us divide the

will depend on whether the adjustment period on the demand side will be less, or 
greater, than the adjustment period on the supply side In the former case the price 
will alter btfo re the supply-reaction has taken place, and will thus diminish the range 
of succeeding fluctuations in supply.

1 [The aboi e conditions refer to the special case where the elasticity of both the 
demand and the supply curves is constant throughout their length In other cases the 
necessary conditions cannot be expressed m terms of a simple general rule (i) In the 
case of straight line demand and supply curves (such as those shown m Figs 2 and 3), 
contraction or expansion is a matter of the relative slopes of the two curves, and not of 
their elasticities. The cobweb will be contracting when the demand curve is flatter 
than the supply curve, and vice versa (11) In the case of non-hnear curves of varying 
elasticity, the cobweb will be contracting or expanding when the elasticity of the 
demand curve is consistently higher or lower than that of the supply curve, for ail prices 
(iti) In all other cases no general rule can be formulated, and it is possible that the 
cobweb could be an expanding one within certain ranges of price-fluctuations and a 
contracting one outside that range, so that the movement approaches a limit cycle, 
whatever the nature of the initial disturbance It is also conceivable that the opposite 
should be the case, then the stability condition will be satisfied for small disturbances 
and not for large ones.)
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“ period o f adjustment”  (the period during which prices and 
quantities move in response to an initial price-change) into a series 
o f sub-periods which are small enough to make quantitative 
adjustments completely discontinuous within that sub-period. 
Suppose that the smallest period to register any quantitative 
change in demand or supply is a “ day” — then one day is the 
period within which adjustments can be regarded as “ completely 
discontinuous” , within which, therefore, prices must be steady, or 
rather can only change once, at the end o f the day. We can then 
construct such “ ultra-short-period”  demand and supply curves 
which show the quantity demanded or supplied at any price, 
assuming that this price has been in operation only for a day. 
There will always be one point on these short-period curves which 
will correspond to the long-period demand (or supply) at this 
price;1 but, otherwise, the elasticity o f these curves will depend 
not on the elasticity o f the long-period curves but on the velocities 
o f adjustment. That factor whose unit-velocity is greater will 
have the more elastic curve. Applying, then, Professor Schultz’s 
theorem to each o f these sub-periods separately, we get the 
following results:

(i) I f  the velocities of adjustment are greater on the demand 
side than on the supply side, movements will lead towards 
an equilibrium, i.e. equilibrium will be “ definite” .

(ii) I f  the velocities o f adjustment are greater on the supply side 
than on the demand side, movements will lead away from 
equilibrium, i.e. equilibrium will be “ indefinite” .

Since on general grounds we may expect supply reactions rather 
than demand reactions to be slow, and since cases o f completely 
discontinuous adjustments are rare, inherent instability (in so far 
as the above conclusions are correct) may rather be regarded as 
a special case— so long as the fundamental data are such that they 
yield stable situations (i.e. so long as the basic curves are not 
completely “ queer-shaped” ). And it may not be out of place to 
emphasise once more the fact that all these conclusions have been

1 Since any such curve can only be drawn from a given long-period price as the 
starting-point, i e. one such short-period curve can be drawn from every point of the 
long-period demand (or supply) curve.
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derived on the assumption that all economic decisions are made 
on the basis of ruling prices alone, without any regard to future 
price-changes; though in any actual situation, the presence 01 
some foresight may always be expected. The existence of fore
sight, however incomplete, will always change the situation in 
favour of stability so long as the expectations of price-changes are 
in the right direction (in the direction in which prices actually 
move), though it will change the situation in favour of instability 
if  expectations are in the wrong direction. Once, however, the 
assumption of the constancy of fundamental data is removed and 
allowance is made for the fact that the data change, and often 
change unexpectedly, there is no longer any reason to assume that 
the expectation of future price-changes will generally be in the 
right direction. Instability in the real world1 then appears as the 
result of wrong anticipations.

1 Whether in any actual case anticipations will be m the right direction or not, will 
depend partly on the nature of the change and partly on the efhcicncy' of the institutions 
of the market whose function it is to anticipate future price movements Given the 
forecasting ability of a speculative market, anticipations of future price-changes are 
as a general rule much more likely to prove correct when they are due to localised 
causes than when they are of a more general “ monetary”  character. C f Dr Hicks’ 
analysis m Glcuhgejuicht tmd Konjunktur, loc. a t , esp pp 446 ff.
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2

T H E  E Q U IL IB R IU M  O F  TH E  F IR M 1

i. T h e  exploration of the conditions of equilibrium of the in
dividual firm has in recent times occupied to an increasing degree 
the attention o f economists. This, as should be evident, was a 
necessary development o f the so-called “ particular equilibrium” 
method of analysis developed by Marshall and especially of the 
concept o f the “ supply curve” : the postulation of a definite 
functional relationship between price and rate of supply in the 
various industries. The latter, though an integral part of the 
Marshallian system, was by no means such a straightforward 
self-evident concept as its counterpart, the demand curve. The 
reasons for this asymmetry are not far to seek. The assump
tion that buyers respond to price stimuli in a definite and un
equivocal manner (which is all that the demand curve implies) 
can be deduced from the general proposition that they have a 
definite system o f wants and act in accordance with it; that is to 
say, it can be directly derived from the general postulates of the 
subjective theory of value. But the assumption that sellers do the 
same is a much more complex affair— at any rate in a world 
where production is carried on on a co-operative basis. It implies 
that there exists a mechanism which translates technical and 
psychological resistances into cost computations in such a way 
that a definite amount o f a commodity will be offered by each 
producing unit in response to any price. It implies, therefore, that 
there is a definite relationship between the costs incurred and the 
amount produced for each individual source o f supply and 
between price and the number of such producing units; and finally 
between price and some derivative o f the cost function of the 
individual producing unit. Briefly, then, it assumes two things: 
perfect competition2 and the existence o f a definite cost function

1 Originally published in Economic Journal, March, 1934
2 Under “ perfect competition” , here and in the following, we simply mean a state 

of affairs where all prices are given to the individual firm, independently of the actions 
of that firm

for each firm. (The assumption of perfect competition is, of course, 
also necessary in the case of the demand curve. But on the demand 
side liais can more or less be treated as a “ datum” — at least in so 
far as the demand for consumers’ goods is concerned1— for it 
follows from the facts that in buying individuals act alone2 and 
that the contribution of a single individual to the social income 
and, thus, his individual spending power, is relatively small. But 
the nature of the conditions of competition on the supply side, as 
is now increasingly realised, is itself something to be explained.) 
In order to arrive at the suppl) curve for an industry, therefore, 
it must be shown that corresponding to each price there will be a 
definite number of firms in the industry and a definite amount 
produced by each when all firms are in equilibrium.3

Moreover, the importance attached to the nature of the supply 
function in post-Marshalhan economics, the division o f industries 
into those of increasing, constant and diminishing supply-price, 
and the distinction between external and internal economies, 
which postulated different cost functions for individual firms and 
for the aggregate o f firms composing the industry, made it more 
than ever necessary to analyse the conditions of equilibrium for 
the individual firms before any postulates were made about the 
supply function of an industry. For only when the necessary 
functions arc found which determine the behaviour of individual 
firms and some formal conclusions have been arrived at about the 
forms which these functions can actually take and when the inter
relations of these cost functions have been analysed, only then can

1 The demand for producer!1 goods (derived demand functions), on the other hand, 
arc more Id e supply functions in this and the following respects

2This is not to be interpreted as saying that "co-opcranvc buying" is not feasible 
But the advantages of buvers’ co-operation consist solely m marketing advantages (in 
“ exploiting" sellers), while the advantages of sellers' (producers') co-operation follow 
from the principle of the division oflabour and exist independently of nny additional 
marl eting advantage winch can thereby be gained.

3 Both Marshall and Professor Pigou appear to argue that an “ industry”  can be 
in equilibrium without all the firms composing it being simultaneously in equilibrium. 
This is true in one sense but not in another If  it is assumed that firms have a finite life 
Id e individuals, that they gradually reach their prime and then decline, it is, of course, 
not necessary that all the firms’ outputs should be constant when the industry’s output 
is constant. But if the growing output of young firms is to cancel out the declining 
output of old ones on account of something more than a lucky coincidence, it is 
necessary to as*umc that all firms arc m equilibrium, i c that they produce the output 
appropriate to the ruling prices, to their costs and to their açe The introduction of a 
third t)pe of “ variable”  (i e the firm's age) merely implies that equilibrium inust also 
be established with respect to this, it certainly does not imply that equilibrium need 
not be established with respect to the other variables
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we derive those supply curves o f various shapes which the simple 
two-dimensional diagram at once suggests to the mind.1

2. Marshall realised that it was necessary to describe the 
mechanism with the aid o f which the reactions, which the supply 
curve exhibits, actually come about; and this, I believe, was 
the reason which led him to the concept of the “ representative 
firm” . His purpose was therefore not the establishment of a con
cept which has analytical significance as such, but rather the 
construction o f a mental tool with the aid o f which the reaction- 
mechanism postulated by the supply curve can be, i f  not analysed, 
at least rendered plausible. The representative firm was therefore 
meant to be no more than a firm which answers the requirements 
expected from it by the supply curve. In the words of Mr. D. H. 
Robertson: “ In my view it is not necessary . . .  to regard it (i.e. 
the representative firm) as anything other than a small-scale 
replica o f the supply curve o f the industry as a whole.” 2 In this 
sentence, I believe, M r. Robertson has admirably summarised the 
real weakness o f the Marshallian concept; perhaps more so than 
he would himself care to admit. It is just because the representa
tive firm was meant to be nothing more than a small-scale replica 
o f the industry’s supply curve that it is unsuitable for the purpose 
it has been called into being. Instead o f analysing at first the 
conditions of equilibrium for individual firms and then deriving 
from them, as far as possible, the conditions of equilibrium for an 
industry, Marshall first postulated the latter and then created a 
Hilfskonstrukiion which answered its requirements.

Professor Robbins has shown3 that Marshall’s concept of the 
representative firm (apart from the defect that it is nowhere in the 
Principles adequately defined) is open to the prima facie objection 
that it introduces elements which are not consistent with the

1 With the growing realisation of the difficulties confronting any attempt at a 
workable definition of the concept “ commodity” , doubts arose concerning the 
legitimacy of the concept o f a single “ industry”  which are probably more important 
and fundamental than the objections raised m the present article. But as the results of 
our investigation do not depend upon the validity of this concept, while its use con
siderably simplifies the analysis, we shall assume for the purposes of the present article 
that production can be divided up between a definite number of “standardised1 com
modities, each of which is sufficiently unlike the other to justify the use of the word 
“ industry”  applied to it.

2 “ Increasing Returns and the Representative Firm” , Economic Journal, March, 
1930» P- 89

3 “ The Representative Firm” , Economic Journal, September, 1928.
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general assumptions upon which economic theory is based. We 
are here asked to concentrate our attention upon a particular 
firm, which, whether it is conceived as one selected from a large 
number of actual firms or merely some sort of average of all 
existing firms, is supposed to fulfil a special rôle in the determina
tion of equilibrium in a way which other firms do not. “ There is 
no more need for us to assume a representative firm or a repre
sentative producer than there is for us to assume a representative 
piece of land, a representative machine or a representative 
worker.” 1 Professor Robbins’ criticism only affects Marshall’s 
particular solution, however, and shows that the kind of short cut 
Marshall attempted will not do. It enhances rather than obviates 
the necessity for analysing the conditions of firm-equilibrium as 
such.

Since Marshall’s time the analysis of the equilibrium of the 
firm has been carried to a much higher stage of refinement. In 
one respect, however, later constructions suffer from the same 
deficiency as Marshall’s. They also assume cost-conditions for 
the individual firms which fit in with the postulates made about 
equilibrium rather than prove how the cost functions of individual 
sources of supply make possible, under a given system of prices, 
a determinate equilibrium for the industry. Explicitly or implicitly 
the equilibrium of the firm is made dependent upon the equi
librium of the industry rather than the other way round.2 And al
though, in this particular branch of economics, attention has more 
and more concentrated upon the equilibrium of the individual firm,3 

p 393
2 C f especially the definition of the “equilibrium firm”  by Professor Pigou, 

“ . .  whenever the industry as a whole is in equilibrium m the sense that it is producing 
a regular output.)» in response to a normal supply price, p, [it] will itself also be in
dividually m equilibrium with a regular output V  (Economics of Welfare, 3rd ed ,p  788). 
Professor Pigou does not, however, make clear whether (a) the concept of the 
“ equilibrium of the industry” necessarily involves the concept of the “ equilibrium 
firm”  (he merely says that “ the conditions of the industry are compatible with the 
existence of such a firm” ), and (b) whether the existence of an equilibrium 
firm is a sufficient condition for the equilibrium of the industry. In our view, the 
conception of an “ equilibrium of the industry”  has no meaning except as the simul
taneous equilibrium of a number of firms, and consequently the conditions of the 
latter must be analysed before the concept of the “ equilibrium of the industry”  and 
the categories of industries of increasing, constant and diminishing supply-price can 
be established

3 Cf. especially the writings of Professor Pigou, M r Shove, Mr Harrod, Mr. and 
Mrs Robinson in England, Professor Vmer, Professor Yntema and Professor Cham
berlin in the United States, Dr. Schneider and Dr. von Stackelberg m Germany, 
Professor Amoroso in Italy
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it has never been called into question, so far as the present writer is 
aware, whether the assumption o f a determinate cost schedule 
(upon which the whole theory o f supply rests) can be derived 
from the premises upon which static analysis, in general, is 
based. It is the purpose o f the present paper to show that the 
conception of such a determinate cost function, obvious and 
elementary as it may seem, involves unforeseen difficulties as 
soon as an attempt is made to analyse the factors which actually 
determine it.

3. We propose to start in a roundabout way, by postulating 
at first the two assumptions on which the Marshallian supply 
curve is based: namely, perfect competition1 and the existence 
o f a definite functional relationship between the costs incurred 
and the amount produced by the individual firm ;2 and then to 
examine whether it is possible to find a form for this cost function 
which will make these two assumptions compatible with each 
other. W e shall see that an analysis of the factors which deter
mine the form o f this cost curve will lead us to doubt the legiti
macy o f the concept itself. W e shall also see later on that our 
results retain some interest even after the assumption of perfect 
competition is dropped.

As is well known, the requirement o f the firm’s cost curve 
under perfect competition is that it must slope upwards after a 
certain amount is produced3— an amount which is small enough 
to leave a sufficiently large number of firms in the field (for any 
given total output of the industry) for the conditions of perfect 
competition to be preserved. For the short-run analysis this 
presents no difficulties. In the short-run (by definition) the supply 
o f some factors is assumed to be fixed, and as the price of the other

1 I f  competition is imperfect, only the amount produced under given conditions of 
demand can be determined, but there is no definite relation between price and supply- 
Mrs. Joan Robinson employs the concept of the supply curve even under conditions of 
imperfect competition (The Economics of Imperfect Competition, Chapter VI), but a 
perusal of her book shows that she merely retains the name of the latter for an analysis 
of the former.

2 We ought to start, in an analysis of this sort, by attempting to define a “ firm”. 
This, however, would render the treatment unnecessarily complicated and, as wall be 
seen later on, a definition, sufficient for the purpose, emerges by itself m the course of 
the analysis (see below).

3 This was first pointed out by Cournot {Researches, p 91). Marshall’s remarks m 
a footnote {Principles, 8th ed , p. 459) concerning Cournot’s alleged error on this point 
were wholly unjustified I am indebted to Dr J. R. Hicks for this point.
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(freely variable) factors is given, costs per unit1 must necessarily 
rise after a certain point.2 (This follows simply from the assump
tion, frequently styled “ the law of non-proportional returns” , 
:hat the degree of variability o f the technical coefficients is less 
than infinite— which is just another way of saying that there are 
different kinds of factors.) But such a short-run curve will be hardly 
sufficient for our purpose. Unless we can assume that the “ fixed 
factors”  are fixed by Nature and not as a result of a previous 
act of choice (and it is hardly legitimate to make such an assump
tion in the case of an individual firm), we must again enquire why 
the fixed factors came to be of such a magnitude as they actually 
are. The problem of equilibrium again presents itself.

We must start, therefore, at the beginning, i.e. the problem is 
essentially one of long-run equilibrium. All factors which the 
firm employs are therefore assumed to be freely variable in supply 
and all prices to be given. What will be the shape of the cost 
curve? Will costs per unit vary with output, and if  so, how?

(i) I f  the assumption of complete divisibility of all factors is 
dropped we know that cost per unit, for some length at any rate, 
must necessarily fall. This is due to the fact that with increasing 
output more and more indivisibilities (actual and potential) are 
overcome, i.e. either the efficiency of the actually employed 
factors increases or more efficient factors are employed whose 
employment was not remunerative at a smaller output.3 Given
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1 Under “ costs” here and in the following we include only such payments for the 
factors which are necessary m order to retain those factors in their actual employment, 
at a given efficiency The remuneration of “ fixed”  factors (t c. factors which are 
rigidly attached to the firm) form, therefore, no part of costs (Fixity of supply implies 
both (a) that the factor is available to the firm irrespective of its remuneration, and 
{b) that its efficiency is not a function of its remuneration.)

2 They must also necessarily fall up to a certain point if the fixed factors are also 
indivisible Indivisibility and fixity of supply are, however, two entirely distinct 
properties which are frequently not kept apart, as both give rise to fixed costs, i e costs 
which do not vary with output But on our definition of costs, only the remuneration 
of indivisible factors whose supply is not fixed enters into costs, while indivisible 
factors of fixed supply, although no part of costs, influence costs (through changing 
the physical productivity of the other factors) m a manner in which factors of fixed 
supply which are not indivisible do not. (Factors of the latter category can only in
fluence costs upwards, not downwards.) The relevance of tins distinction m connection 
with the present paper will become clear later on (see § 7, pp 47-8 below')

3 It appears methodologically convenient to treat all cases of large-scale economies 
under the heading, “ indivisibility” . This introduces a certain unity into analysis and 
makes possible at the same time a clarification of the relationship between the different 
kinds of economies Even those cases of increasing returns where a morc-than-pro- 
portionate increase in output occurs merely on account of an increase in the amounts



the state o f knowledge, however, a point must be reached where 
all technical economies are realised and costs of production 
therefore reach a minimum. Beyond this point costs may rise 
over a certain range, but (if, in accordance with our assumptions, 
factors continue to be obtainable at constant prices) afterwards 
they must again fall until they once more reach their minimum at 
the same level as before. The optimum point can then only be 
reached for certain outputs, but there is no reason why the 
successive optimum points should not be on the same level of 
average costs. Indivisibilities, causing rising costs over certain 
ranges, thus do not explain the limitation upon the size of the 
firm so long as all factors are freely variable and all prices are 
constant.

(ii) It has been suggested, alternatively, that there are external 
diseconomies under which (as pecuniary diseconomies are ruled 
out by definition) must be meant the limitation upon the supply 
o f such factors as the firm does not directly employ but only 
indirectly uses. (Cf. Pareto’s example o f the rising costs to trans
port agencies owing to traffic congestion.) But such external 
diseconomies (assuming that they exist) are again not sufficient 
for our purpose. By definition, they affect all firms equally,1 and 
therefore do not explain why the output o f the individual firm 
remains relatively small (the number o f firms in the industry 
relatively large), as they only give a reason why the costs of the 
industry should be rising, but not why the costs o f the individual 
firm should be rising relatively to the costs of the industry. The dis
economies, therefore— in order that they should account for the 
limitation upon the size o f the firm— must be internal.

(iii) It follows clearly from these considerations that (as 
diminishing returns to all factors together are not conceivable) 
the technically optimum size o f a productive combination cannot 
be determined i f  only the prices o f the factors and the production 
function o f the commodity are known. Knowledge o f these only

of the factors used, without any change in the proportions o f the factors, are due to 
indivisibilities; only m this case it is not so much the “ original factors” , but the 
specialised functions of those factors, which are indivisible.

1 I f  external diseconomies affect different firms unequally, this merely explains 
why some firms should expand relatively to others, but not why their size should be 
limited. (Similarly m the case where different firms have different access to external 
economies )
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enables us to determine the optimum proportions in which to 
combine the factors but not the optimum amounts of these factors. 
In order to determine, therefore, the optimum size of the com
bination it is necessary to assume that the supply of at least one of 
the factors figuring in the production function should be fixed—  
in which case the optimum size (or at any rate the maximum 
amount o f the product which can be produced at minimum 
costs) becomes determinate as a result of the operation of the law 
of non-proportional returns.1

Moreover, it is necessary that the factor whose supply is 
“ fixed”  for the firm should at the same time have a flexible supply 
for the industry— otherwise the industry would have to consist of 
one firm or at least a fixed number of firms. It is not the case, 
therefore, of a factor which is rent-yielding for an industry (a 
special kind of land, for example, which, though its supply for the 
industry is fixed, must have under the assumption of perfect 
competition a definite supply-price for the individual firm!), but 
rather the reverse: a factor which is rent-yielding (price-deter
mined) for the firm but has a definite supply-price for the industry. 
In this case, therefore, the fixity of supply must arise, not from a 
natural limitation of the amount available, but from a special 
peculiarity of the firm’s production function ; that is to say, there 
must be a factor, of which the firm cannot have “ two” units—  
just because only one unit can do the job.

It has been suggested that there is such a “ fixed factor”  for 
the individual firm even under long-run assumptions— namely 
the factor alternatively termed “ management”  or “ entrepreneur- 
ship” . As it follows from the nature of the entrepreneurial function 
that a firm cannot have two entrepreneurs, and as the ability of any 
one entrepreneur is limited, the costs of the individual firm must 
be rising owing to the diminishing returns to the other factors 
when applied in increasing amounts to the same unit of entrepre
neurial ability. The fact that the firm is a productive combination 
under a single unit of control explains, therefore, by itself why it 
cannot expand beyond a certain limit without encountering 
increasing costs. The rest of this paper will be taken up by a

1 It would be sufficient for the determination of the optimum size if one of the factors 
had a rising supply curve to the firm This, however, is not compatible with the 
assumption of perfect competition
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discussion o f the problems arising out of this suggestion: what is 
meant by entrepreneurship as a factor of production ? Is its supply 
really fixed in the long run ? And finally, does it justify the con
struction o f a determinate long-run cost curve of the required 
form?

4. The term “ entrepreneurship”  as a factor of production is 
somewhat ambiguous— or rather more than ambiguous, possessing 
as it does at least three distinct meanings. What is generally called 
the “ entrepreneurial function”  can be either (1) risk— or rather 
uncertainty-bearing; or (2) management, which consists of two 
things: (a) supervision, (b) co-ordination. The latter two are not 
generally kept separate, although, in the writer’s view, to dis
tinguish between them is essential to an understanding of the 
problem. Supervision is necessary in the case of co-operative 
production (where several individuals work together for a com
mon result) in order to ensure that everybody should do the job 
expected of him— in other words, to see that contracts already 
entered into should, in fact, be carried out. Co-ordination, on the 
other hand, is that part o f the managerial function which deter
mines what sort o f contracts should be entered into : which carries 
out the adjustments to the given constellation of data. Which of 
these three functions can be considered as having a “ fixed supply”  
in the long run ?

The first of these functions— uncertainty-bearing— can be 
dismissed offhand, from our point o f view. Because whatever 
measure o f uncertainty-bearing it will ultimately be found most 
convenient to adopt— the theory o f risks and expectations is as 
yet too undeveloped for us to talk about a “ unit”  of uncertainty
bearing— it is highly unlikely that it will be found to have a fixed 
supply for the individual firm. The mere fact that with the rise 
o f joint-stock companies it was possible to spread the bearing of 
uncertainty over a great number of individuals and to raise 
capital for an individual firm far beyond the limits of an in
dividual’s own possession, excludes that possibility.

Nor is it likely that management possesses these unique charac
teristics— in so far as this term refers to the function o f supervision. 
Supervising may require a special kind o f ability, and it is probable 
that it is a relatively indivisible factor. It may not pay to employ a
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foreman for less than fifty men and it may be most economic to 
employ one for every seventy-five; but is there any reason why it 
should not be possible to double output by doubling both, fore
men and men? An army of supervisors may be just as efficient (pro
vided it consists of men of equal ability) as one supervisor alone.

This is not true, however, with regard to the co-ordinating 
factor: that essential part of the function of management which 
is concerned with the allocation of resources along the various 
lines of investment, with the adjustment of the productive concern 
to the continuous changes of economic data. You cannot increase 
the supply of co-ordinating ability available to an enterprise 
alongside an increase in the supply of other factors, as it is the 
essence of co-ordmation that every single decision should be made 
on a comparison with all the other decisions already made or 
likely to be made; it must therefore pass through a single brain. 
This does not imply, of course, that the task of co-ordination must 
necessarily fall upon a single individual; in a modern business 
organisation it may be jointly undertaken by a whole Board of 
Directors. But then it still remains true that all the members of 
that Board will, in all important decisions, have to keep all the 
alternatives in their minds— in regard to this most essential mental 
process there will be no division of labour between them— and 
that it will not be possible, at any rate beyond a certain point, to 
increase the supply of co-ordinating ability available to that enter
prise merely by enlarging the Board of Directors.1*2 The efficiency

1 The essential difference between supervising and co-ordinating ability is that in 
the case of the former, the principle of the division of labour works smoothly each 
supervisor can limit his activities to a particular department, or a particular sub
department, and so forth In the case of a Board of Co-ordmators, each member of 
that Board will have to go through the same mental processes, and the advantages of 
co-operation will consist solely in the checking and counter-checking of each other’s 
judgments If the Board consists of men of equal ability, this will not materially 
improve the quality of their decisions, while if the abilities of the different members 
are markedly unequal, the supply of co-ordinating ability could probably be enlarged 
by dismissing the Board and leaving the single most efficient individual in control In 
practice, of course, a certain amount of co-ordinating activity will be undertaken by 
Departmental Managers alone in large businesses, but this will always refer to such 
“ infra-marginal” cases where the weighing of all alternatives is manifestly superfluous 
Only such decisions, however, which affect the “ margins”  fall under the heading of 
co-ordination, properly defined (Cf Professor Knight’s distinction between the 
“ important decisions”  always reserved for the entrepreneur, and the “ routine work” 
of management Risk, Uncertainty and Profit, Chapter X  passim. For a fuller treatment of 
“ marginal”  and “ infra-marginal”  acts of choice, cf Rosenstein-Rodan, art “ Grenz- 
nutzen” , Handworterbuch der Slaatswissenschaften, 4th ed , Vol IV, pp 1198 ff.)

2 C f the analysis on the problem of co-ordmation m E A. G. Robinson, The 
Structure of Competitive Industry, pp. 44 ff
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o f the supply o f co-ordinating ability can be increased by the intro
duction of new technical devices, e.g. by a better system of account
ing; but given the state o f technical knowledge and given the co
ordinating ability represented by that enterprise, the amount of 
other factors which can be most advantageously employed by that 
enterprise will be limited, i.e. the supply o f co-ordinating ability 
for the individual firm is fixed.

It follows from these considerations that for theoretical purposes 
the most satisfactory definition o f a firm is that of a “ productive 
combination possessing a given unit of co-ordinating ability”  
which marks it off from productive combinations (such as an 
industry) not possessing this distinguishing peculiarity. It is the 
one factor which in the long run is “ rigidly attached to the firm” , 
which, so to speak, fives and dies with it; whose remuneration, 
therefore, is always price-determined.1-2 On this definition, firms 
whose co-ordinating ability changes, while preserving their legal 
identity, would not remain the same firms; but then all the 
theoretically relevant characteristics o f a firm change with 
changes in co-ordinating ability. It might as well be treated, 
therefore, as a different firm.

5. W e have found, therefore, that the firm’s long-run cost 
curve is determined by the fixity o f supply o f the co-ordinating 
ability represented by it. Further considerations, however, so 
far from lending support to the usual representation of this cost 
function and the supply function which is based upon it, lead to

1 The case of the salaried General Manager of modem joint-stock companies 
presents difficulties which the present writer by no means professes to have solved 
Professor Knight (op at.) seems to take the extreme view that control always rests 
with those who bear the ultimate risks, while the salaried managers are only concerned 
with routine work This is manifestly untrue in certain cases, if “ control” is to be 
interpreted as the “ making of important decisions” . Also, we have to take into account 
the possibility that the efficiency of a given unit of co-ordinating ability should vary 
with the amount of profits it receives— though just m the case of the entrepreneur this 
is very unlikely. In so far as it does, however, the supply o f co-ordinating ability will 
be variable and the entrepreneur’s remuneration (or rather that proportion of it 
which is necessary to maintain him m a given degree of efficiency) will enter into costs 
All these, however, though they put difficulties in the way of the definition we have 
chosen, do not affect the rest of the argument.

2 Which does not imply, of course, that co-ordinating ability is rigidly attached to 
an industry— as a given unit of co-ordinating ability (and thus a firm) can always 
leave one industry and turn to another Similarly, there are factors which are rigidly 
attached to the industry, but not to the firm: specialised kinds of machinery, for 
example, which can only be used by the industry in question, but which a firm will 
not continue to employ if  they yield a greater product in combination with a different 
unit of co-ordinating ability than they do for the firm which originally possesses them
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the conclusion that this very fact renders the cost function o f the 
individual firm indeterminate. For the function which lends 
uniqueness and determinateness to the firm— the ability to adjust, 
to co-ordinate— is an essentially dynamic function; it is only required 
so long as adjustments are required; and the extent to which it is 
required (which, as its supply is fixed, governs the amount of other 
factors which can be most advantageously combined with it) 
depends on the frequency and the magnitude of the adjustments 
to be undertaken. It is essentially a feature, not o f equilibrium but 
of disequilibrium ; it is needed only so long as, and in so far as, the 
actual situation in which the firm finds itself deviates from the 
equilibrium situation. With every successive adjustment to a 
given constellation of data, the number of co-ordinating tasks still 
remaining becomes less and the volume of business which a given 
umt of co-ordinating ability can most successfully manage becomes 
greater; until finally, in a full long-period equilibrium (in 
Marshall’s stationary state), the task o f management is reduced 
to pure supervision, co-ordinating ability becomes a free good and 
the technically optimum size of the individual firm becomes 
infinite (or indeterminate). There is thus no determinate ideal or 
equilibrium position which a firm is continuously tending to 
approach, because every approximation to that situation also 
changes the ideal position to which it tends to approximate. It is 
not possible, therefore, to derive the firm’s cost function from the 
economic data— i.e. from a given system of prices and a given 
production function: because the nature o f that production 
function, or, rather, the relative position which the factor “ co
ordinating ability”  occupies in that production function, is not 
given independently of equilibrium, but it is part of the problem 
o f equilibrium itself.1

It is possible, of course, that if the frequency and the magnitude 
of the adjustments to be undertaken remain the same (in other 
words, the degree to which economic data are changing per unit 
of time is constant), the theoretically optimum size of the in
dividual firm might remain constant. But even i f  it were possible

1 Similar ideas are expressed by Professor Chamberlin concerning his curve of 
selling costs (The Theoiy of Monopolistic Competition, p. 137) Professor Chamberlin, 
however, docs not draw the consequences which, m our view, follow from these in 
regard to his own analysis.
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to formulate a kind o f theory o f “ static-dynamics”  where, having 
once found a suitable measure of economic change (a kind of 
compound variable made up of the degree of variation of all the 
different data and weighted according to some arbitrary stan
dard), the magnitude of the latter could be assumed to remain 
constant, the above conclusion by no means follows necessarily. 
For the optimum size would still be dependent upon the nature 
o f the change and upon the degree to which adjustments to each 
given constellation of data can be made in a given time (in other 
words, the degree to which the path actually followed deviates 
from the equilibrium path).1 Thus the mere introduction ch 
dynamic change does not render the situation any more deter
minate than it was without it. It might mean, however, that in 
the actual world, the average size of individual firms will remain 
more or less the same because the inherent tendency o f the size 
of the firm to expand will be continuously defeated by the 
spontaneous changes of data which check it.

6. W hat conclusions follow, from a theoretical point of view, 
from these considerations? It follows, first, that under static 
assumptions2 (i.e. a given constellation o f economic data) there 
will be a continuous tendency for the size of the firm to grow and 
therefore long-period static equilibrium and perfect competition are 
incompatible assumptions. Even i f  conditions o f perfect competition 
obtain in any given situation, that situation cannot become one 
o f equilibrium so long as the conditions o f perfect competition 
remain preserved. It follows, secondly, that the existing organisa
tion o f the economic system, the division o f the productive organ
isation into a great number o f independent units under a single 
control, is essentially one adapted to the existence of dynamic 
change and imperfect foresight; and therefore the institutional 
pattern borrowed from a dynamic world cannot readily be applied

1 Only if  all future changes, and the consequences of these changes, are completely 
foreseen by everybody, will the situation be different; but then it will be analogous to 
a continuous long-run equilibrium and co-ordinating ability will be unnecessary For 
the conception of a dynamic equilibrium with complete foresight see Hicks, “ Gleich- 
gewicht und Konjunktur” , g/itschnftfur Nationalôkmomie, Vol. IV , No 4.

2 The sole significance of static assumptions m this connection is that in this case the 
tendency to equilibrium is not dependent on the degree of foresight. All our conclu
sions also apply to a dynamic world with complete foresight. (Cf. also Knight, op. at., 
p. 287: “ To imagine that one man could adequately manage a business enteiprise of 
indefinite size and complexity is to imagine a situation in which effective uncertainty 
is entirely absent ” )
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to a theoretical static society where every kind of dynamic change 
is absent. It follows, lastly, that all concepts which are derived 
from the twin assumptions of a determinate static equilibrium and 
perfect competition (such as that of a determinate, reversible 
supply function) are open to thepnma facie objection that they are 
derived from assumptions which are mutually inconsistent. In 
fact, the idea of a determinate equilibrium corresponding to each 
given constellation of “ tastes”  and “ obstacles”  becomes question
able in a world where the existence of indivisibilities offers 
advantages for co-operative production.1

7. We started off by enquiring into the cause which makes the 
cost curve of the individual firm rise relatively to the costs of 
the industry and thus makes a determinate equilibrium under 
perfect competition possible. We came to the conclusion that 
there is no such thing. We now have to drop the assumption of 
perfect competition and assume, in accordance with the conditions 
in the real world, that a firm can, at any rate beyond a certain 
point, influence by its own action the prices of the goods it is 
buying and selling. The limitation upon the size of the firm no 
longer presents any problem. It is sufficiently accounted for by 
the supply and demand curves with which it is confronted. But 
the element of indeterminateness, which the isolating assumption 
of perfect competition enabled us to detect, still continues in force 
when the basic assumption is removed. In so far as the relative 
place of co-ordinating ability is still not given by the production 
function, but depends on, and changes with, the relation of the

1 It is at least questionable whether the same conclusions would hold in a world of 
perfect divisibility, where all economies of scale are absent, and it is to be remembered 
that it was under this assumption that the conception of equilibrium of the Lausanne 
School was elaborated We have seen that the extent to which co-ordination is needed, 
in any given situation, depends on the volume of business (i c. the scale of operations 
of the individual producing unit), and in a world where the scale of operations offers 
no technical advantages, economies could be gained by reducing that scale further and 
further until the need for co-ordination (1 e the need for a specialised function of 
control, of decision-making) was completely eliminated (This is not to be interpreted 
as saying that each “ infinitesimal”  unit would not have to co-ordinate its own activities 
— m the sense of “ equalising its alternatives on the margin” — but these would be com
pletely similar to the co-ordinating activities undertaken by each individual on the 
side of consumption There would be no need for co-ordinators, 1 e factors of produc
tion specialised in the function of co-ordination It was with this idea m mind that we 
found it legitimate to assume earlier in this article [cf p 35, especially footnote 2] that 
m buying, individuals act alone and thus treat perfect competition on the demand side 
as a datum ) In such a world, therefore, there would be no organisation of production 
into firms, or anything comparable to it, and perfect competition would establish 
itself merely as a result of the “ free play of economic forces” .
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actual situation to the equilibrium situation, it still remains true 
that the cost curve of the individual firm, and consequently its 
position o f equilibrium in relation to a given system o f supply and 
demand curves, is indeterminate.

O n closer scrutiny, however, there appears a line o f escape for 
those who believe that the position of equilibrium under imperfect 
competition is otherwise determinate. Co-ordinating ability may 
be regarded as a fixed factor, but it is not, or at least it need not 
be, regarded as an indivisible factor.1 Although it is not possible 
to increase the amount of factors applied to a unit of co-ordinating 
ability beyond a certain limit without loss of efficiency, there is no 
ground for assuming that there will be increasing returns to the 
other factors i f  they are applied in less than a certain amount to a 
unit of co-ordinating ability.2 A  certain business manager may not 
be able to manage more than a certain volume of business, 
in a certain situation, with undiminished efficiency, but why 
should he not be able to manage less equally well?3 Thus 
the indeterminateness in the amount of co-ordinating ability 
required per unit o f product does not affect the downward- 
sloping portion of the cost curve, it merely affects the upward- 
sloping portion. Now, under conditions o f imperfect competition, 
only the downward-sloping section of the firm’s cost curve is 
relevant from the point o f view o f the determination of equili
brium, as in equilibrium the firm’s average cost curve must be 
falling.4

O n further consideration, however, this point turns out not to 
be very serious. The costs which, in equilibrium, must be falling 
are average total costs, including the remuneration of uncertainty 
and co-ordinating ability (including, therefore, all profits which 
cannot be eliminated by the forces of competition); it is not a 
condition o f equilibrium that marginal costs or even average costs,

1 C f footnote 2 on p. 39 for the distinction between “ fixed" and “ indivisible" factors.
2 There might be increasing returns for other reasons (if the factors themselves are 

indivisible), but this does not concern us here.
3 “ Co-ordinating ability”  can also be assumed to be an indivisible factor if  the type 

of decisions which entrepreneurs have to make vanes in accordance with the volume 
of business and if an individual entrepreneur is better fitted for the making of some 
kinds of decisions than other kinds I f  this assumption is preferred, the rest of the 
argument m the present paragraph becomes irrelevant

4 Cf. Chamberlin, The Theory o f Monopolistic Competition, Chapter V , and Joan 
Robinson, The Economics of Imperfect Competition, Chapter V II.
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in our definition o f the term.1 should be falling- while those 
sections o f the cost curve, where these are rising, will be indeter
minate- Moreover, it is possible to argue that changes in the 
amount o f co-ordinating ability required per unit of product will 
affect ‘ ''normal profits”  in Mrs. Robinson's defffiidon3 (Le. the 
amount o f profits necessary to induce new firms to come into the 
industry), and thns change the position of the demand curves 
with which existing firms are confronted. In  case this is true, not 
only the equilibrium amount produced by a given firm will be 
indeterminate, but also the number o f firms in the industry, given 
the conditions o f the demand for goods and the supply of factors.

3. There remains, finally, a more practical question to be 
answered: \Vhat is the effect o f the elements o f indetenninateness 
above analysed on the actual world? How can their influence be 
evaluated in terms o f what some writers call ‘ 'the instability of 
capitalism” ? And here we can conclude our investigation with 
a more reassuring note.

In relatively “ quiet”  times, i.e. in times when tastes and the 
rate of saving are steady, technical innervations rare and changes 
in the population small, we may expect the actual size o f “ repre
sentative”  firms to expand. I f  the system is one in growth (Le. i f  
capital and population are increasing), this will probably take 
place without a  diminution in the number o f ousting firms. It is 
in any case questionable how far this tendency for the individual 
firms to expand can actually lead to a diminution in the number 
o f firms. Although i f  “ relatively static conditions”  prevail long 
enough the number o f firms ousting must fall, and fall rapidly, 
it is very questionable whether in any actual case the process 
could be carried far. In the first place, the fall in the scarcity of 
co-ordinating ability represents, from the point o f view o f society 
as a -whole, a reduction in real costs. I t  implies an increase in the 
“ bundle o f utilities”  which can be produced out o f a given amount 
o f resources. It is quite possible, therefore, that the increase in the 
amount produced by the representative firm should run pari 
pcs Tit with an increase in the social product and should not

till.: i l  di&yrs r . e ' y  to the p-irel~ taW t'.tçtai nav.-re c f  the cu cia sa zs  a n ired z l  
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necessitate any diminution o f production elsewhere. In the 
second place (and this seems more important), the growth in the 
size o f some firms, due to the fact that they periodically revise 
their ideas o f their own cost curves (which is what the change in 
co-ordinating ability comes to), throws new co-ordinating tasks 
upon other firms (to whom this must appear as a change of data), 
and even if  it does not oblige them to reduce their output, at least 
it will check their growth. For this reason alone it is not to be 
expected that the process o f expansion will be smooth and 
continuous, even under purely static conditions.

The reverse is true in times o f “ disquietude” , when changes of 
data become more frequent and more far-reaching. But while 
the tendency to expand in quiet times mainly acts in the long 
run through changing the supply of the long-period variable 
factors (because so long as plant, machinery, etc., are given, the 
tendency to expand is effectively blocked by the limitation upon 
the amount o f other factors which can be combined with them),1 
the tendency to contraction may affect short-period output, by 
raising the prime costs (marginal costs) curve.

A ll this must in no way be construed as an attempt by the 
present writer to put forward yet another theory of the trade 
cycle. Although if  all major causes o f fluctuations were absent 
there would exist a certain range o f fluctuations due to the causes 
above analysed, in the author’s view these are completely covered 
up in the real world by the more violent fluctuations which 
emanate from other causes— just as the ripples on the sea which 
emanate from the movement of ships (and which would make 
their effect felt over wide ranges i f  the sea were absolutely quiet) 
are fully absorbed by the more powerful waves which are due to 
the winds and the movements o f the moon. When compared with 
the instabilities due to the monetary system, the rigidities of 
certain prices and the uncertainty o f international trading 
conditions, the instability caused by the vagaries o f the factor 
“ co-ordinating ability”  must appear insignificant.

1 Save in the case where the long-period factors are divisible, i e. consist o f small 
units, and where, therefore, their supply can be expanded, though not contracted, 
within a short period For example, in a factory which uses a great number of highly 
durable machines it is always possible to increase their number in a short period, but 
it may not be possible to dimmish it until some of them wear out.
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M RS. RO B IN SO N ’S “ E CO N O M ICS O F IM PER FECT 
C O M P E T IT IO N ” 1

I

R e c o g n it io n  that the unrealistic assumptions in regard to the 
nature o f competition form one of the main deficiencies of the 
traditional theory of value, and are directly responsible for some 
of the apparent inconsistencies between the conclusions of theory 
and experience, constitutes one of the most significant advances 
of post-war economic thought. Traditional theory— tacitly rather 
than explicitly— was built upon the assumption that the elasticity 
of demand for the product of an individual producer with respect 
to the price charged by any other producer is either zero or 
infinite. In reality it is neither. Different producers are not selling 
either “ identical”  or “ different”  products, but “ more or less 
different”  products— the demand confronting them being neither 
completely sensitive nor completely insensitive to the prices 
charged by other producers.

This necessitates a new analysis of the determination of value; 
and Mrs. Robinson sets out m this book2 to provide us with such 
an analysis. But the performance at once exceeds and falls short 
of the promise; the contents of the book cover a field different 
from that which we were led to expect from the title page. She 
neglects the intricate problem o f the interaction of the price and 
output policy of rival producers and the dependence o f each 
producer’s equilibrium position on his own anticipation of this 
interaction (usually called the “ problems o f duopoly” ) alto
gether, though these ought to occupy a central position m the 
treatment of any competitive situation which can rightly call 
itself “ imperfect”  ; she also excludes “ marketing costs” from con
sideration— by the simple device of deducting such expenditures 
from the producer’s demand curve— although, whatever views

1 Originally published in Economica, August, 1934
" The Economies o f Imperfect Competition, by Joan Robinson, Macmillan, 1933.

one may hold about these, there can be little doubt that their 
emergence is one o f the most characteristic features of an “ im
perfect market” . In the circumstances it is not surprising that 
her book— after a most intriguing introductory chapter giving 
all the reasons for the necessity of a new approach to the theory 
o f value— inevitably becomes a treatise on monopoly; a treatise 
most admirable in its lucidity, sharpness and the wealth of its 
material, but nevertheless a treatise very much on well-established 
lines. There is an elegance in the manner of presentation and the 
proof o f her propositions about which any pure mathematician 
might justly feel proud; and for these reasons alone more than 
one part of her book— such as the analysis of Price Discrimination 
in Book V — is destined to remain for a long time the standard 
text on their subject. There is, in fact, hardly a single proposition 
on the theory of monopoly, treated by Mrs. Robinson, where she 
does not succeed in simplifying and improving upon the existing 
method o f presentation; and there are quite a number of pro
positions— such as those dealing with the effect o f monopolies on 
distribution— where she succeeds in carrying our knowledge a 
great deal further. No student of the theory o f monopoly could 
fail to obtain a firmer and more inclusive grasp on the subject by 
reading her book, or to be grateful to her for saving the necessity 
o f resorting to inferior or more cumbrous sources. But of “ im
perfect competition proper” , o f the problems peculiar to the type 
o f situation presented by her at the beginning, there is little to be 
found; and such as there is is too tautological to improve our 
insight very much. In fact, one almost has the feeling that Mrs. 
Robinson could have written much the same book if  Mr. Sraffa’s 
path-breaking article (to which she acknowledges so much debt) 
had never been written; and i f  the problem o f “ highly substitute 
but not identical”  commodities had never presented itself in the 
course of the discussion on increasing returns.

A ll this, however, is not meant as a criticism of the book itself; 
it could at best be regarded merely as a criticism of its title. For in 
the field which the book really covers it represents a brilliant 
intellectual achievement; and after reading some 350 delight
fully instructive pages, it is hardly fair to complain that we 
have learnt something different from what we expected to learn
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or even from what she expected to teach us. For we have 
learnt quite a lot; and what we did learn was very well worth 
learning.

I f  one can make any general criticism, it does not so much con
cern her own propositions as the way she disposes of her pre
decessors. Some of the references to Marshall, for example, may 
be regarded as a trifle ungenerous, especially since she herself 
emerges— though I feel sure Mrs. Robinson would not admit this 
— as a true champion o f Marshallian orthodoxy ; and this some
times in a field where Marshall himself might well have preferred 
to be unorthodox. Mrs. Robinson professes ultimate faith in the 
power of revelation of Plane Co-ordinate Geometry, in the 
handling of which she is a superb master; but her geometry— ■ 
despite all the new curves and all the new properties discovered 
about them— is really ultra-Marshallian. In a sense, it represents 
the ultimate logical outcome of the Marshallian method. Whether 
this method is also the most convenient one for the analysis of 
the problems she wants to apply it to, still remains to be seen ; in 
our view the apparatus of the “ curves”  becomes progressively less 
useful as one makes the basic assumptions more realistic; since it 
then becomes increasingly difficult to exhibit the conditions of 
equilibrium by functions of one variable. But it is the road she 
herself has chosen; and as her chapters on “ objections”  show, she 
has few illusions about the difficulties that confront it. Her all too 
noticeable endeavour to dissociate herself from Marshall thus 
compares ill with the latter’s constant attempts to associate him
self with Ricardo. II
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II
O f all Mrs. Robinson’s results, unquestionably the most 

valuable are to be found in Books V II-IX , which deal with the 
extension of the marginal-productivity theory of distribution to 
monopoloid situations. With the aid of the now famous elasticity- 
formula Mrs. Robinson can derive the monopolist’s demand curve 
for a factor of production and thereby solve the general problem 
of distribution under a régime of monopolies. She thus shows that 
(assuming at first perfect competition in the markets for the 
factors themselves) hired factors of production will tend to

receive their “ marginal value products” , i.e. the net increase in 
the value o f output created by the addition o f a single unit of a 
factor; which is always less (except under perfect competition) 
than the value o f their own net product (since by their own con
tribution they reduce the value of the product of all earlier units). 
The tendency, therefore, shown by Wicksell,1 towards an equality in 
the level of remuneration of the same resources, both in contractual 
and non-contractual employments, will not be necessarily realised 
i f  competition is not perfect— even if  there is no “ institutional 
monopoly”  in the sense that any o f the required resources are under 
a single control. For while the hired factors will receive less than 
the value o f their marginal physical products, the profits of the 
entrepreneur— the remuneration for the use o f his own resources 
— will always be higher than the value o f the marginal pro
ductivity of those resources multiplied by their amount. (This will 
also be true in cases where the entrepreneur earns no more on his 
own labour and capital than what he could earn by hiring them 
out; only then the marginal productivity o f his own resources in 
their given employment will be less than it is elsewhere.)2 In 
denoting the difference between the values of the marginal net 
products and their actual remuneration as the measure o f the 
“ exploitation”  o f factors, we should not forget, however, that this 
difference is not something which factors could always receive if 
only the entrepreneur acted in a way a state o f perfect competition 
would force him to act. For in cases where the average variable 
costs are falling, payment on the scale o f the values o f marginal 
productivities would actually involve the entrepreneur in losses. 
The sum of the values o f the marginal products of hired factors is 
then greater than the total product.

1 Lectures, p 125.
2 A  strict proof of this proposition requires the assumption of a “ homogeneous and 

linear”  production function. This can be assumed, however, even where “ economies 
of scale”  are present, so long as we assume that the fall m costs is due to the indivisi
bility of factors actually used and not the introduction of new factors as the scale of 
output is increasing; or, if  it is due to the latter, that the “ factors”  are classified accord
ing to the specific form m which they are used and not according to the “ original” 
resources from which they anse (e g. a specific machine is regarded as a separate 
factor, and not the units o f “ capital”  and “ labour”  which the machine represents). 
Then the sum of the marginal productivities of the factors, multiplied by their 
respective amounts, will be equal to the total product, and the marginal productivity 
of the “ indivisible factor”  will be negative so long as the average cost of all other 
factors is falling as output is increasing.
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So long as we assume perfect competition in the markets for the 
factors themselves, factor prices, though not equal, will, at any 
rate, be exactly proportional to the value of their respective 
marginal productivities;1 and consequently hired factors will be 
combined with each other in the same ratio as' -under perfect 
competition. This is no longer true, however, when the factor 
markets themselves are imperfect; and in consequence hired 
factors are subjected to “ monopsomstic”  as distinct from “ mono
polistic”  exploitation. The marginal value product of factors will 
then tend to equal not their price, but their marginal cost, which 
is higher than price; and factors will no longer be combined in 
proportions at which their relative marginal productivities 
correspond to their price ratio (except in the special case when 
their elasticities of supply are all equal). Moreover, it can be 
shown that this change in the proportion in which factors are 
combined caused by imperfections in the factor markets implies a 
reduction in productive efficiency. For assuming a given total 
supply of all resources, variability of technical coefficients, and 
any given ratio in which different commodities are produced, it 
can be proved that the aggregate output will then be at a maxi
mum when the factors in each employment are combined in such 
proportions that the ratio of the marginal physical productivities 
of the factors is everywhere the same. This condition remains 
fulfilled even if  factors are everywhere subjected to “ monopolistic 
exploitation”  (however much the elasticities o f demand for 
different commodities differ); it is unfulfilled as soon as “ monop- 
sonistic exploitation” enters the field. The latter brings about 
therefore a purely technical wastage of resources which is absent 
in the case of the former.2

Moreover, there is a difference from the point o f view o f policy, 
since the effects of monopolistic exploitation on labour are 
unavoidable while monopsonistic exploitation on the other hand 
can be countered by collective bargaining or any similar device

1 Since for all factors the difference between the value of the marginal product and 

pnee is m the ratio of where e is the elasticity of demand for the commodity

2 There may still be, in this case, a “ technical wastage”  of a different kind- if, on 
account of the generation of excess capacity, too little of the hired factors is combined 
with the residual factors (1 e the entrepreneur’s own resources). We shall examine this 
question on a later occasion.
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which makes the supply curve o f labour to the individual 
employer horizontal. It would be a mistake, however, to draw too 
much upon this particular argument for the purposes of trade 
union policy. For it is difficult to think o f cases where “monopson
istic”  as distinct from “ monopolistic”  exploitation should still be 
considerable.1

Unfortunately, Mrs. Robinson’s manner o f exposition just in 
these parts o f the book is not quite so admirable as the standard 
in which the rest o f the book is written. Here, at any rate—  
perhaps just because these parts are full of new ideas— the 
exposition could be considerably simplified. There was surely no 
necessity for her purposes to introduce the concepts of average 
nu and marginal gross productivity, which must cause considerable 
headaches to those who are not used to her own ways o f thinking; 
nor for the measurement of factors in terms o f “ efficiency units” , 
which, on closer inspection, proves to be a very tricky concept 
indeed. For different factors o f production can only be grouped 
together under “ corrected natural units”  if  the elasticity of sub
stitution between them is infinite; otherwise the multiplier by 
which their “ natural units”  must be “ corrected”  is indeterminate 
(depending partly on the ratio of the number o f their natural units 
and partly on the amount o f other factors with which they are 
combined). Mrs. Robinson seems to be aware of this difficulty, as 
her footnotes on pp. 332 and 344 show. But where are we to find 
resources between which the elasticity o f substitution is infinite 
and which are yet normally classed as different factors ? Surely it 
is more usual to err in the opposite direction.

I l l
Lack o f space makes it unfortunately impossible to examine 

Mrs. Robinson’s analysis o f “ competitive equilibrium” in Book 
III— which is the most relevant part o f the book from the point of 
view o f imperfect competition theory. We shall hope to return to 
it on a subsequent occasion. Here I should like to confine myself

1 Theoretically by the introduction of collective bargaining wages could be raised 

by a percentage equal to ~ ,  without causing unemployment (where E  is the 

elasticity of supply of labour to the individual employer).
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to two points which concern not so much her actual conclusions 
as the technique adopted.

(i) The first of these concerns her concept of an “ industry” 
(under conditions of imperfect competition). It implies the 
assumption that the products of different firms consist of a “ chain 
of substitutes”  surrounded on each side by a “ marked gap” 
within which the demand for each firm’s product is similarly 
sensitive with respect to the price of any of the others. The “ bound
ary”  is thus defined as the limit beyond which this sensitiveness 
ceases or at any rate becomes a different order of magnitude. No 
doubt for each particular producer there exists such a boundary. 
But there is no reason to assume (except in some very special cases, 
involving a peculiar grouping of consumers) that this boundary is 
the same for any group of producers; or that the sensitiveness of 
demand for the products of any particular producer is of the same 
order o f magnitude with respect to the prices o f any group of his 
rivals. Some producers will be “ nearer”  to him, others “ farther 
off” . I f  the demand for cigarettes m a particular village shop is 
more affected by the price of beer in the opposite public-house 
than by the price of cigarettes m the shop at the nearest town, 
which of the two would Mrs. Robinson lump together into “ one 
industry” : the seller o f cigarettes plus the seller of beer in the 
village, or the seller o f cigarettes in the village plus the seller of 
cigarettes in the town?1

(n) The second concerns her concept of a demand curve con
fronting an individual producer. The traditional “ market demand 
curve”  for a certain product is not the same sort of thing as the 
demand curve which is relevant in determining the actions of the 
individual producer. The first denotes a functional relationship 
between the price and the amounts bought from a particular 
producer. The second concerns the image of this functional 
relationship as it exists in the mind of the entrepreneur. The two 
may differ widely. The second may be much more, or much less,

1 Mrs Robinson is no doubt aware of the arbitrary nature of the assumptions under
lying her concept of an “ industry” . But I doubt if she allows for the extent to which 
these assumptions are indispensable for her subsequent constructions For it is only 
under the assumption that there is a large group of firms between which the preferences 
of consumers are evenly divided (1 e the “ cross elasUcities of demand” are of the same 
order of magnitude) that we can draw up a demand curve for the product of each, 
since it is only then that we can assume that a change in price by a single producer will 
not significantly affect the demand for any other single producer. C f p 60 below
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elastic than the first; it may be discontinuous while the “ real 
demand curve”  is continuous.1 It is easy to say that the general 
assumption o f “ perfect knowledge”  eliminates this difference. But 
it is important to remember that such an assumption is something 
quite different and logically much less satisfactory in the case of 
imperfect competition than in the case o f perfect competition, 
(r) In the case o f the latter, it only implies that people know the 
relevant prices (in the present or in the future) quoted in the 
markets. In the case o f the former it implies a knowledge of 
hypothetical situations to which the price-mechanism may give 
no indication at all. (2) The “ real demand curve”  confronting the 
individual producer might be (and if  the above argument is 
correct, generally will be) indeterminate; since it depends on the 
way other producers react to his actions (this reaction can take 
the form either of a change of price or of a change in the quality of 
the product, both affecting in different ways the first producer’s 
demand), and these reactions under a régime o f monopolistic 
competition, cannot be derived unequivocally from the data.2 
The “ imagined demand curve” , on the other hand, becomes 
determinate as soon as it exists in the producer’s imagination—  
and since something always must exist there3 the question of 
indeterminateness simply does not arise in this case. I f  on the 
other hand, by assuming perfect knowledge we make the two 
coincide, not only do we make the analysis unnecessarily un
realistic, but we introduce complications (by rendering the

1 Since entrepreneurs generally have no more than a very vague idea of their own 
demand curve it is more reasonable to assume that this “ imagined demand curve” 
is a discontinuous one. In which case marginal revenue may be equal to marginal 
cost at several outputs. The two may even cut each other at a point where marginal 
revenue is equal to price

2 Mrs Robinson, following a suggestion of Professor Pigou, draws up a demand 
curve under the assumption that not the prices, but the “ conditions of supply”  of all 
other commodities are given and which then shows “ the full effect upon the sales of a 
particular firm resulting from any change m the price it charges”  (p. 21). But this 
method of drawing up demand curves is only legitimate under conditions of perfect 
competition. For it is only under perfect competition that the marginal cost curve be
comes the supply curve of the individual firm (On p 22, on the other hand, she says 
that “ we ignore the fact that the price charged at any one moment may alter the 
position of the demand curve in the future” from which one would infer that she 
regards the prices of all other products as given.)

3 I f  the entrepreneur has no idea o f his own particular demand curve at all, this is 
equivalent to an “ imagined demand curve”  -which is completely horizontal up to the 
amount actually sold, and then becomes completely vertical. It therefore consists of a 
single “ step”  The better “ idea”  the entrepreneur has of his own demand curve the 
more of such steps will his imagined demand curve consist.
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“ imagined demand curve”  indeterminate) which can be avoided.1 
(3) Moreover, imperfect knowledge regarding the “ real demand 
curve”  is consistent with a state of equilibrium in a sense in which 
imperfect knowledge in regard to prices is not. So long as a 
producer sells as much at a given price as he expects to sell, his 
erroneous ideas concerning the elasticity of demand at that price 
are quite immaterial. The “ imagined”  and the “ real”  demand 
curve are thus merely required to meet at one point— I admit, at 
the critical point— otherwise they may show the wildest divergence 
without upsetting equilibrium. This not only implies that in the 
absence of perfect competition ignorance may persist with 
impunity; it also implies that under monopolistic conditions 
people’s subjective estimates of their situation (apart from their 
actual situation) constitute one of the independent determinants 
of equilibrium.

Recent work in the theory o f duopoly has also made it clear that 
that baffling question can only be satisfactorily treated by 
exphcitly allowing for the entrepreneur’s estimates of his rivals’ 
reactions, as distinct from the actual reaction itself. This, o f course, 
is not easy to do by “ curves” . But does it not seem probable, 
in the light o f preceding remarks, that a more thoroughgoing 
recognition o f this factor would both unify and simplify the whole 
theory of imperfect competition ?

1 Professor Chamberlin, who uses the same concept m his Theory of Monopolistic 
Competition, specifically assumes “ perfect knowledge,”  and makes the demand curve 
determinate by assuming that the effect of a single producer’s actions on any other 
single producer are always negligible, and thus will not induce him to change his own 
policy in turn We have seen the reasons for doubting the legitimacy of such an 
assumption Mrs Robinson says at one place (p 23) that “ we shall assume that it is 
legitimate to make use of a two-dimensional demand curve, without enquiring how it 
is drawn up”  from which one could infer that she is thinking of such an “ imagined 
demand curve” . But, unfortunately, neither her definitions on pp 20-2 nor her 
subsequent analysis bear out this interpretation.
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M A R K E T  IM P E R F E C T IO N  A N D  EX CE SS C A P A C IT Y 1

I

4

O f all the doctrines emerging from recent work on the economics 
o f imperfect competition, none appears more intellectually striking 
or more significant from a practical point o f view than the doctrine 
o f “ excess capacity” . It is intellectually striking, because it admits 
possibilities which the traditional “ laws o f economics”  seem to 
have excluded: e.g. that an increase in “ supply”  may be followed 
by a rise in price.2 And it is practically significant, because if  the 
main contentions of the theory are found to be correct, it affords 
some reasons for interfering with the “ free play of competitive 
forces”  on grounds upon which traditional economic theory 
would have dismissed the case for interference. The theory 
envisages a situation where, on the one hand the market facing 
a group o f competing firms is, for one reason or another, not 
absolutely “ perfect” , while on the other hand the entry of 
resources into the “ industry”  is free, and it shows that under such 
conditions “ competition”  (i.e. the free flow o f resources into uses 
where they expect to obtain the largest net remuneration) will 
drive each producer to a situation in which he is not using its 
resources to the best advantage; and it will thus lead to a reduction 
o f  the physical productivity o f resources all round. In a sense, it 
thus reverses the old argument about increasing returns and 
monopoly; it not only says that falling costs will lead to monopoly 
but that a monopolistic or rather a pseudo-monopolistic situation3 
■will automatically lead each firm to a position where it is faced

\  ° r  i 2 _ O l
1 Originally published in Economica, February, 1935 '  J  J
2 Since Marshall, we are aware of the fact that, given certain cost conditions, an 

increase in demand may be followed by a fall in price. But neither the Marshallian 
nor, so far as the present writer is aware, any other theoretical system left room for 
the possibility that, under certain market conditions, an increase in the number of 
sources of supply (an inflow of resources into the industry) could lead to a rise in 
prices

3 We shall see later what precisely the term “ monopolistic”  implies in this con
nection.



with falling average costs.1 It is a highly ingenious and one might 
almost say revolutionary doctrine: it shows up “ free competition”  
(i.e. the freedom of entry into any trade or industry) not in the 
traditional and respectable rôle as the eliminator of the unfit but 
in the much more dubious rôle as the creator of excess capacity. 
It affords an excellent theoretical background for the age-old cry 
of business-men about the “ wastes of competition” — so far 
completely neglected by the economists. It is worth while there
fore to examine this theory in some detail.

The theory is put forward both in Professor Chamberlin’s 
recent work and also in Mrs. Robinson’s book.2 Closer inspection 
reveals, however, that Mrs. Robinson’s version possesses a merely 
formal similarity with Professor Chamberlin’s theory. For Mrs. 
Robinson includes m her “ cost curves”  such profits which are 
not competed away by the entry of new producers; and in the 
circumstances, her statement that “ demand curves will be 
tangential to cost curves”  and that firms will be of “ less than their 
optimum size”  is merely a statement of a tautology.3 It does not 
imply “ excess capacity”  or anything of that sort. In the sub
sequent analysis we shall follow therefore mainly Professor 
Chamberlin’s statement of the theory. II

II
The main argument can be stated briefly. Although not stated 

so explicitly, it is really based on four assumptions. First, it is

1 “ Falling average costs” , if they are to be regarded as the criterion of excess 
capacity, should be interpreted that in the relevant output, costs arc falling m a stale of 
long-period equilibrium (after all adjustments have been made to that output), which also 
implies that tanable costs arc falling (since m the long run the suppl) of all factors—  
even the resources supplied by the entrepreneur himself—can be assumed variable 
and consequently there are no fixed costs) Since in a state of full equilibrium short- 
run cost curves must be tangential to the long-run cost curve, falling long-period costs 
also imply that short-run total costs are falling But the converse is not necessarily true, 
falling short-run total costs (the fixed costs being calculated on a “ historic" basis) 
need not involve falling long-run costs, for the same output, and consequently these 
are no safe criteria for establishing the prevalence of excess capacity

2 Chamberlin, The Theory of Monopolistic Competition, Chapter V . Mrs Robinson, 
The Economics of Imperfect Competition, Chapter 7 The theory, of course, is by no means 
completely new Wichsell had already stated it (Lectures, p 86) and it is also to be 
found, in essentials, in Caimes’ Political Economy, p 115 It was outlined in P Sraffa’s 
well-known article (“ The Laws of Returns under Competitive Conditions” , Economic 
journal, 1926) The first systematic exposition is, however, Chamberlin’s

3 C f on this point G F. Shove, “ The Imperfection of the Market”  (Economic 
Journal, March, 1933) an article winch, in the present writer’s view, contains one of 
the most penetrating analyses so far published on this whole subject
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assumed that there are a large number o f independent producers, 
each selling one product only, which is “ slightly different”  from 
the products o f the rest o f the producers. The words “ slightly 
different”  imply, that while the demand for the product of any of 
the producers is highly sensitive to the prices charged by the 
others, yet this sensitiveness is never so great as to compel all 
producers to sell at the same price. It implies that a producer, by 
lowering his price relatively to his competitors’ prices, will attract 
away some, but not all o f their customers; or alternatively, that 
he will lose some, but not all o f his own customers, i f  he raises 
his price relatively to the rest.1 It is assumed, secondly, that 
“ consumers’ preferences are fairly evenly distributed among the different 
varieties,” 2 and since there are a large number of them “ any 
adjustment o f price or o f ‘product’ by a single producer spreads 
its influence over so many o f his competitors that the impact felt 
by any one is negligible and does not lead him to any readjustment 
o f his own situation.” 3 Thus, given the prices of all the others, a 
“ demand curve”  can be drawn up with respect to the product of 
each.4 Thirdly, it is assumed that no producer possesses an “in
stitutional monopoly”  over any of the varieties produced and thus 
the entry o f new producers “ into the field in general and every 
portion o f it in particular is free and unimpeded” . Fourthly, the 
long-run cost curves of all producers are assumed to be falling 
up to a certain rate o f output; in other words, it is assumed that 
up to a certain output, there are economies o f scale. (Professor 
Chamberlin’s cost curves are U-shaped, i.e. they begin to rise

1 In technical terms this implies that the consumer’s elasticity of substitution 
between the different producers’ products is large, but not infinite, which is the same 
thing as saying that the cross-elasticities of demand (the elasticity of demand for one 
producer’s product with respect to another producer’s price) are considerable but not 
infinite. Looking at it in this way, monopoly and perfect competition appear as the 
two limiting cases, where the cross-elasticities are zero or infinite, respectively; and 
there can be little doubt that the large majority o f industrial producers in the real 
world are faced with imperfect markets in this sense.

2 Which implies, m the above terminology, that the cross-elasticity of the demand 
for the product of any producer is of the same order of magnitude with respect to the 
price of any of his competitors Cf. my article, “ Mrs. Robinson’s Economics of Imper
fect Competition” , Economica, August, 1934, p 339 [p. 59 above].

3 Chamberlin, p 83. Mrs. Robinson does not state this so definitely, but her analysis 
is implicitly based on the same assumptions Professor Chamberlin states (pp 82-3) 
that he only makes these assumptions temporarily in order to facilitate the exposition, 
and removes them later on (pp 100-11). But, as I shall try to show, the theory in 
its rigid form at any rate, really stands or falls with these assumptions.

4 In the absence of these assumptions one can speak of a demand curve only in the 
sense of an “ imagined demand curve” , cf. below.
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after a certain point. But while the legitimacy of the latter 
assumption in the case of long-run curves appears doubtful,1 it 
does not affect his argument, which merely requires that costs 
should be falhng over a certain range.) The elasticity of the 
demand curve, and the cost curve of each producer, are also 
assumed to be the same, but this, as I shall try to show, is not 
essential to the main argument so long as institutional monopolies 
are assumed to be absent. Now, given these two curves, each pro
ducer will try to produce that output which will maximise his 
own profits, i.e. equate marginal revenue with marginal cost. But 
since marginal revenue is less than price, price will be higher than 
average cost (including under the latter the displacement cost of 
the resources supplied by the entrepreneur himself) unless average 
cost is also, and to a corresponding degree, higher than marginal 
cost (which it can only be if average costs are falling). Let us 
assume that this is not the case initially. Entrepreneurs in the 
industry will then make “ monopoly profits” , i.e. remuneration 
for their own resources will be higher than that which similar 
resources could earn elsewhere. This will attract such resources 
into the industry; new firms will come in, producing new sub
stitutes, which will reduce the demand for all existing producers; 
and this process will continue, until profits are reduced to normal,
i.e. the difference between the actual earnings and the displace
ment costs o f the entrepreneur’s own resources is eliminated. In 
the position o f final equilibrium not only will marginal cost be 
equal to marginal revenue, but average cost will also be equal to 
price. The demand curve will thus be tangential to the cost 
curve. The effect o f the entry of new competitors will not neces
sarily reduce the price of existing products; it may even raise 
them. The profits which the entrepreneur no longer earns will thus 
not be passed on to the consumer in the form o f lower prices but 
are mainly absorbed in lower productive efficiency. The pro
ducers, as a body, could of course prevent this from occurring by 
reducing their prices in anticipation of the entry of new com
petitors. But since the appearance of any single new producer will 
only affect the demand of a single existing producer very slightly,

1 C f my article, “ The Equilibrium of the Firm” , Economic Journal, March, 1934, 
P 7°  [PP- 44-5 above].
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while similarly the reduction o f price of a single existing producer 
will only slightly affect the profits which a potential producer can 
expect, no producer could take these indirect effects on his own 
price policy into consideration.

There can be little doubt that given these assumptions the 
theory is unassailable. A ny criticism therefore must be directed 
against the usefulness and the consistency of the assumptions 
selected.

Value and Distribution
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1. The first o f these concerns the assumptions made about the 
interrelations o f the demand for the products o f various producers 
(which are substantially the same as those underlying Mrs. 
Robinson’s concept o f an “ imperfectly competitive industry”).1 
No doubt, in most cases, the products o f various producers selling 
the same sort o f goods are not perfect substitutes for each other in 
the sense that the slightest price difference would eliminate all 
demand for the products o f higher-price producers. The reasons 
for such market imperfection may be classed under one of three 
headings. There may either be slight differences in the products 
themselves (as in the case of motor cars, wireless sets, etc., the 
absence o f “ standardisation” ) ; or differences in the geographical 
location o f producers in cases where the consumers themselves 
are distributed over an area; or finally, there may exist a certain 
inertia on behalf o f the buyers themselves who will require either 
some time, or a certain magnitude in the price-difference, before 
they make up their minds to buy from another seller— even if  they 
are quite indifferent as between the products o f different sellers.2

1 Cf. The Economics o f Imperfect Competition, Chapter 1. Cf. on this point my review, 
op. cit, p. 339 [p. 59 above],

2 It might be objected that anything which causes a lack of indifference between 
buyers will make the products imperfect substitutes in relation to each other (since 
the consumers’ attitude is the final criterion for classifying “ products”) and con
sequently no distinction can be made out between “ buyers’ inertia”  and “ product- 
differentiation”  as causes of market imperfection There is, however, a very good 
reason for keeping them separate. Whereas in the ordinary case of imperfectly sub
stitutable commodities the consumers’ elasticity of substitution between two products 
is symmetrical (1 e a given change in the price ratio will cause a given change in the 
relative quantities demanded, whichever of the two prices has moved relatively to 
the other) this is by no means the case when the lack of indifference is merely due to 
the inertia of buyers. In the latter case, one cannot even speak of a given "marginal 
rate of substitution” , since this rate will be different according to the direction of the 
change.



Whatever the cause, the effect, from the analytical point of view, 
will be the same: the cross-elasticities of demand will have a 
positive finite value. But is there any justification for the further 
assumption that they will also be of the same order of magnitude 
with respect to the prices of any group of rival products ? Gan we 
say that any adjustment of price or o f “ product”  by a single 
producer will spread its influence evenly over all his competitors ? 
No doubt, cases are conceivable when it would. When the 
imperfection of the market is due to sheer buyers’ inertia and 
nothing else, we could invoke the law of large numbers and say that 
the buyers who no longer buy from A, will pair themselves more 
or less evenly with B, C, D. . . . But buyers’ inertia, though an 
important factor in practice, is rarely found in isolation as a cause 
of market-imperfection. It is generally coupled with either or 
both of the other causes.1 And in these cases, it is clear that the 
different producers’ products will never possess the same degree of 
substitutability in relation to any particular product. Any par
ticular producer will always be faced with rivals who are nearer 
to him, and others who are farther off. In fact, he should be able 
to class his rivals, from his own point of view, in a certain order, 
according to the influence of their prices upon his own demand 
(which will not be necessarily the same order as that applying to 
any particular rival of his). This is clear in the case where market- 
imperfection is merely due to differences in the geographical 
location of producers. It is equally true in cases of “ product- 
differentiation” . Savile Row tailors will be most influenced by 
Savile Row prices; they will be less concerned with fluctuations 
in the price of East-End clothes.2

“ Pseudo-monopolists” — distinguished from the old-fashioned 
“ real monopolists”  merely by the fact that the cross-elasticities of 
demand for their product is large— thus cannot be grouped

1 Moreover, the case where market-imperfection is merely due to buyers’ inertia is 
not a very good one from the point of view of this theory, since it always implies the 
presence of institutional monopoly as well C f p 74

2 It is conceivable that the “ scale of preferences”  of different consumers should 
differ in just that degree as to eliminate the differences in the degree of substitutability 
of different products for the body of consumers as a whole (If individual X  regards 
product B a s a  nearer substitute to A  than either G or II, but Y  regards C  as a nearer 
substitute than either B or D, while Z regards D as the nearest substitute to A, then 
the prices, B, C, D may have the same influence on the demand for A  ) But this is a 
rather improbable supposition.
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together in a lump but can at best be placed into a series. Each 
“ product”  can be conceived o f as occupying a certain position on 
a scale; the scale being so constructed that those products are 
neighbouring each other between which the consumers’ elasticity 
o f substitution is the greatest (a “ product”  itself can be defined as 
a collection o f objects between which the elasticity of substitution 
o f all relevant consumers is infinite). Each producer then is faced 
on each side with his nearest rivals; the demand for his own 
product will be most sensitive with respect to the prices of these; 
less and less sensitive as one moves further away from him. 
“ Product variation”  by an individual producer can then itself 
be represented as a movement along the scale; and, given the 
position o f all other producers, each producer will tend to 
settle at that point on the scale where his anticipated profits are 
the greatest. New entrants must also occupy a position on that 
scale, and will thus necessarily make the chain o f substitutes 
“ tighter” .

The idea o f such a scale can best be envisaged in the case of 
the simplest type o f market-imperfection, the distribution of con
sumers over an area. Let us assume that all consumers are situated 
along a road (a kind of “ ribbon development” ), they are 
evenly densely spread, and all o f them have an equal desire to 
buy. They are completely indifferent as between the products of 
different sellers; or rather the only difference consists in respect to 
transport costs (which can be equally regarded to be borne either 
by the buyers or the sellers). Under such conditions, sellers will 
tend to settle at equidistant points from each other along the 
road,1 and thus they are all “ pseudo-monopolists” , since no two 
producers sell from the same spot.2 Looked at from the point of 
view o f any seller, a change of price by any other particular seller 
(the prices o f the rest being assumed as given) is less and less 
important for him, the further away that particular seller is 
situated.

1 I f  only there are more than two o f them, cf. Chamberlin, p. 196, where Professor 
Hotelling's relevant theorem is corrected.

2 The assumption that institutional monopolies are absent implies, in this case, that 
any seller could, i f  he wanted to, move to the same spot as that occupied by any other 
seller (or so near to it as to eliminate differences in transport costs) and thus make his 
own product “ indistinguishable”  from that of the other. Neglect to distinguish between 
these two cases of “ monopolies”  has been the source o f much conlusion in the past
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It follows from this, first, that even when the number of pro
ducers is large (the chain of substitutes tight) it cannot be assumed 
that the effect of a single producer’s action will spread itself evenly 
over a large number of his rivals and will be negligible for each of 
them individually. The other producers’ prices and “ products” 
thus cannot be assumed as given in drawing up the demand 
schedule for the first; and the real demand curve for a single 
producer’s product is thus indeterminate (depending on any of 
the large numbers of possible reactions in which his rivals might 
indulge).1 The problems of “ duopoly”  are thus not merely con
comitants of a situation where there is a “ small number of 
producers” , but arise in all cases where producers are selling 
substitute products, since the fact of imperfect substitutability 
necessarily involves the presence of the scale, and thus of the 
“ small number” . “ Duopoly”  is thus seen not as a special class by 
itself but rather as “ the leading species of a large genus” .

Secondly, it can just as little be assumed that “ new products”  
(the products of new or prospective entrants) will stand in the 
same or similar relation with all existing products. A  new product 
must necessarily be placed in between two existing products; and 
will thus make considerable inroads into the markets of its nearest 
neighbours. Thus a producer, if far-sighted, will take the effect of 
his own actions not merely on his existing competitors into con
sideration but also on his potential competitors. a He will act on the 
basis of an “ imagined demand curve”  which shows the amount he 
can sell at different prices in the long run, under the assumption 
that his competitors’ products, prices and the number of his

1 This does not imply that each producer will not base his policy upon certain 
ideas concerning the relation between the demand for his product and its price But 
this “ imagined demand curve”  is based on certain expectations concerning his rivals’ 
behaviour as a result of changes in his own policy; irrespective of whether these 
expectations are correct or not Such an imagined demand curve is always deter
minate (since something must always exist in the producer’s own mind). But it is a 
different sort of thing from the demand curves of traditional analysis which always 
implied an objective relationship between price and the quantity demanded For a 
fuller treatment of the distinction between a real and an imagined demand curve, cf 
my previous article quoted above, Economtca, August, 1934, p. 340 [pp 59-60 above)

2 If a producer takes into account the consequences of his own policy on his existing 
competitors, this will probably induce him to charge a higher price than otherwise 
(will make his imagined demand curve less elastic) But if he takes potential competition 
into account, this will probably induce him to charge a price lower than otherwise 
(make his imagined demand curve more elastic). “ Potential competition”  implies 
both (a) the appearance of a new rival, (A) the possibility of product-adjustmenl 
rather than price-adjustment by an existing rival.
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competitors are all adjusted to his price. I f  a producer knows that 
i f  he charges a high price to-day a competitor will appear to
morrow whose mere existence will put him in a permanently worse 
position, he will charge a price which will afford him only a low 
profit, i f  only he hopes to secure this profit permanently; i.e. he 
will act in a manner as i f  his own demand curve were very much 
more elastic than it is. And this “ foresight”  will, or at any rate 
may, prevent him from being driven to a state o f excess capacity.1

2. Moreover, it can be shown that even i f  none of the producers 
takes the indirect effects o f his own policy into consideration,2 
“ potential competition”  will never succeed in making the in
dividual demand and cost curves tangential, i f  economies of scale 
exist; while the possibility o f product-differentiation will by itself 
never prevent the establishment of perfect competition if eco
nomies of scale are completely absent. Demand curves and cost 
curves therefore will only become necessarily tangential to each 
other when “ demand curves”  have also become horizontal.

In order to prove this, let us again take the simplest case of 
market imperfection which is at the same time the one most 
favourable to the “ excess capacity”  theory— when it exists solely 
on account o f the spreading o f consumers over a large area. Let 
us again assume that consumers are evenly distributed over the 
whole area; that they have no preferences whatever as between 
the different sellers; and that the cost functions o f all producers 
are identical. The demand curves o f individual sellers will be 
downward-sloping solely on account o f the increase in transport 
costs as more is sold. Let us assume that producers are situated at 
equal distances from each other and that they all make profits 
(sell at prices which more than cover average displacement costs).

1 Whether it will do so or not, will depend on the relative willingness and ability 
to bear losses— on behalf of the existing producer and the new entrant For let us 
assume that a producer reduces his price m anticipation of the entrance of new com
petitors I f  the new producer comes in nevertheless, at the ruling price, both will be 
involved m losses But there will be some higher price at which both will make some 
profits, and if  the new entrant can induce the old producer to raise his price to that 
level he can thereby secure his place on the “ scale”  permanently If, on the other hand, 
the old producer persists m charging the low price, one of them will have to drop out 
(In so far as buyers’ inertia is present at all, there is always a presumption that such 
a  price-war will cost less to the old producer than the new one.)

2 I e they all act on the basis of an imagined demand curve which corresponds to 
a real demand curve drawn on the assumption that the prices and products of all 
other producers remain the same, irrespective of what the first producer is doing 
(which is the assumption underlying Professor Chamberlin’s demand curves).
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Let us assume that new producers enter the field. Each producer’s 
market will be smaller; the elasticity of demand, at any price, 
higher than before. But if  we assume that economies of scale are 
completely absent (i.e. long-run cost curves are horizontal) 
profits will never be eliminated altogether so long as the elasticity 
o f demand is less than infinite. For each producer can always 
recover some of his lost profits by reducing output up to the point 
where marginal revenue equals marginal cost (which in this case, 
also equals average cost). The inflow of new producers will con
tinue, leading to a continuous reduction in the output of existing 
producers and a continuous increase in the elasticities of their 
demand until the latter become infinite and prices will equal 
average costs. There the movement will stop. But each firm will 
have reduced his output to such an extent that he has completely 
lost his hold over the market.

We see therefore that the mathematical economists in taking 
perfect competition as their starting point, weren’t such fools 
after all. For they assumed perfect divisibility of everything; and 
where everything is perfectly divisible, and consequently 
economies of scale completely absent, perfect competition must 
necessarily establish itself solely as a result of the free play of 
economic forces. No degree of product-differentiation and no 
possibility o f further and further product-variation ■will be 
sufficient to prevent this result, so long as all kinds of institutional 
monopolies and all kinds of indivisibilities are completely absent.

Let us now introduce indivisibilities and economies of scale. 
The movement of new firms into the field will then not continue 
until the elasticities of demand for the individual producers be
come infinite; it will be stopped long before that by the increase 
in costs as the output of producers is reduced. But there is no reason 
to assume that it will stop precisely at the point where the demand and cost 
curves are tangential. For, on account of the very reason of économie» 
of scale, the potential producer cannot hope to enter the field 
profitably with less than a certain magnitude of output; and dial 
additional output may reduce demand, both to his nearest 
neighbours and to him, to such an extent that the demand curves 
will lie below the cost curves and all will be involved in losses. The 
interpolation of a third producer in between any two produces»
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m ay thus transform profits into losses. The same reason therefore 
which prevents competition from becoming perfect— i.e. indivisibility— will 
also prevent the complete elimination of “profits” . It will secure a 
“ monopolistic advantage”  to anybody who is first in the field and 
merely by virtue o f priority. The ultimate reason for this is that 
it is not the original resources themselves, but the various uses 
to which they are put that are indivisible— you can divide “free 
capital”  but you cannot invest less than a certain amount of it in 
a machine— and consequently the investment o f resources cannot 
be so finely distributed as to equalise the level of marginal 
productivities.1

The above argument does not hold i f  we assume, as Professor 
Chamberlin assumed at the start, that consumers’ preferences are 
evenly distributed over the whole field; and consequently the entry 
o f a new firm affects all existing firms to an equal degree. Then the 
demand for each is only reduced by an insignificant amount by a 
single new entrant; and consequently the number o f firms could 
increase with impunity until profits are completely wiped out and 
the demand curves become tangential.

T hat Professor Chamberlin is aware o f our first objection is 
clear from his analysis of chain-relationships on pp. 102-4 of his 
book. T hat he is also aware o f the second is clear from certain 
remarks in connection with spatial competition on p. 199. It 
would be most unfair therefore to criticise him on a point of logic 
— since the logic o f Professor Chamberlin’s analysis is indeed 
excellent. W hat he does not seem to be aware o f is the degree 
o f unreality involved in his initial assumptions, and the extent 
to which his main conclusions are dependent on those 
assumptions.

3. So far we have not mentioned the most frequent and 
conspicuous objection against the “ excess capacity”  theory: that 
it assumes “ identical cost and demand curves”  for the different 
producers. In our view, this is no valid criticism on Professor 
Chamberlin’s assumptions. The identity o f the demand curves

1 This brings out clearly also the objection against Mrs Robinson’s ‘ 'normal 
profits” . We see how the level of profits in each firm— the difference, between its actual 
remuneration and the displacement cost of its e&mings— îs determined by the degree 
of indivisibility which acts as a “ protective shield”  against intruders There is no more 
reason to assume these profits to tend to a normal level than there is to assume that 
the extent of indivisibilities is the same in all cases.
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merely ensures that the prices of different producers will be 
identical. But since producers are free to vary the quality of their 
product as well as their price, differences in elasticity will not 
save producers from being driven to a position of “ tangency” —  
although they may reach this position by selling at different 
prices. The identity of the cost curves— in the required sense— follows 
on the other hand from the assumption of the absence of any 
institutional monopoly. It is assumed, that is to say, that every 
producer could, if he wanted to, produce commodities completely 
identical to those of any other producer— if he does not, this is 
merely because he would not find it profitable to do so.1. 2 Such 
institutional monopolies may consist of patents, copyrights, 
trade-marks or even a trade-name. They may be conferred by 
law, by ownership, or merely by the will of the public. I f  the 
public prefers to buy from Messrs. Smith and Robinson and thus 
the name of the seller becomes part of the “ quality of the pro
duct” , then Messrs. Smith and Robinson have an institutional 
monopoly of their products. They possess something which others 
cannot possess. Similarly, if  the entrepreneur owns resources 
which are relatively better fitted for the production of some varieties 
than the resources over which other entrepreneurs have command, 
he has exclusive control over resources which to that extent are 
unique: and this also implies the presence of some institutional 
monopoly.3 Consequently, in the absence of these, since the 
relative costs of producing different varieties must be the same 
for the different producers, their cost curves, for each single variety, 
must also be identical.

It might be objected that “ institutional monopoly” , thus 
defined, covers a much larger number of cases than what is 
generally understood by this term. Indeed, one could make out 
a nice distinction between the possession of an “ absolute”

1 Professor Chamberlin does not state this explicitly; but this is the only logically 
consistent interpretation one can give to his assumption that “ the entry of new pro
ducers into the field m general and every portion of it in particular is free and un
impeded” .

2 This implies m our terminology that every producer is free to move along and 
settle at any point of the “ scale” , he can get therefore “ as near to” the products of any 
other producer as he wants without incurnng higher relative costs

3 In order to avoid misunderstanding it must be pointed out that the absence of 
institutional monopoly does not imply that the abilities of each entrepreneur, and 
consequently the absolute levels of their costs, are identical
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monopoly (when no other producer is able to produce a completely 
identical product at any cost) or a comparative or “ partial” 
monopoly (when no other producer is able to produce the same 
product at the same relative cost). But as all products are more or 
less close substitutes for one another, this distinction becomes 
analytically unimportant since it comes to the same thing whether 
producer B can produce merely a “ more or less close substitute” 
to A — or whether he can produce the same product but only at a 
higher cost than A .1 Anything therefore which imposes higher costs 
on one producer than another (whether it is due to the 
possession of unique resources by one entrepreneur or whether 
it is merely due to buyers’ inertia2 imposing a special cost of 
entry on new producers) implies, to that extent, the presence of 
institutional monopoly.

Such institutional monopolies o f course are never completely 
absent. Their presence— though, as we have seen in the last 
section, by no means essential— m ay even be directly responsible 
for a large part o f market imperfection, as Professor Chamberlin 
himself so convincingly shows in his appendix in favour of 
“ unfair trading” . They cannot therefore usefully be assumed 
absent when a situation is analysed which is often largely bound 
up with them. And what does the situation look like when they 
are not absent?

I f  the “ scale o f differentiation”  o f the consumers can be 
regarded as given (as e.g. in the previous example, when the 
degree o f substitutability o f different products was rigidly deter
mined by the level of transport costs) institutional monopoly, to 
the extent to which it is present, will prevent the generation of 
excess capacity— since, to that extent, profits earned by one pro
ducer cannot be competed away by another producer. Many types 
o f institutional monopolies, however, by themselves increase the 
degree o f market imperfection, and to that extent are favourable

1 In both cases producer B will obtain smaller total receipts for the same total outlay.
2 What we designated above as “ sheer buyers’ inertia”  (1 e. that consumers require 

either a certain lapse of time, or a certain minimum of price-difference before they 
change over from one seller to another, even if they are otherwise completely in
different between the different sellers’ products) is merely a special case of institutional 
monopoly, since it always imposes a differential advantage on the existing producer 
relatively to the new entrant The mere existence o f specialised durable plant, how
ever, does not imply such a differential advantage in the long run, although it may 
prevent adjustments being undertaken in the short run.
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to the generation of excess capacity.1 The sudden appearance 
of buyers’ inertia, for example, has the double effect of reducing 
the elasticity o f demand for the individual products and of 
imposing a cost of entry on potential competitors; these two 
opposing tendencies may cancel out, or the net effect may go in 
either direction.

To sum up the results of the above argument. The extent to 
which excess capacity may be generated as a result of “ free 
competition”  (under the assumption that the existence of eco
nomies of scale will prevent this competition from becoming 
perfect) will depend: (1) on the degree of “ short-sightedness”  or 
“ far-sightedness”  of producers (how far they take potential 
competition into account in deciding upon their price- and product- 
policy). This is a question of business psychology rather than 
economics. (11) The extent to which institutional monopolies are 
present. This, as we have seen, will tend to prevent the generation 
of excess capacity if  it leaves the scale of differentiation un
affected; while it will have an uncertain effect if  it increases the 
scale of differentiation as well, (iii) The extent to which the 
market-situation resembles a “ chain relationship”  (in Professor 
Chamberlin’s terminology), i.e. the extent to which the various 
cross-elasticities of demand differ m order of magnitude. Only in 
the special case when they are all of the same order of magnitude 
will Professor Chamberlin’s conclusion (that demand curves will 
be tangential to cost curves) necessarily follow. At the same time, 
there is a presumption that some degree o f excess capacity will be 
generated even if  profits will not be completely competed away 
since “ indivisibilities” , by themselves, will not offer a strong 
enough shield to prevent some rise in costs as a consequence of the 
intrusion of new competitors. M any of the objections therefore 
which can be brought against the theory if put forward in its

1 The difference between these two types of institutional monopolies (the one 
which affects merely the relative costs of different producers, and the other which 
affects the elasticities of the demand curves for products as well) can best be elucidated 
by examples. A  legal patent for a certain cheap process of producing ordinary window 
glass will not lead the consumers to differentiate between glass produced by one 
process or another It will merely have the effect of imposing higher costs upon any
body who does not possess the patent A  trade-mark protecting a certain soap or 
medicine, however, may lead the consumers to differentiate between different soaps 
or medicines, and thus reduce the elasticity of demand for the products of each 
producer.
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rigid form (that demand curves will tend to become tangential 
with the cost curves), do not affect the fundamental proposition 
that the effect o f the competition o f “ new entrants”  and con
sequent reduction o f the level o f profits earned may take the form 
o f a rise in costs rather than a reduction o f prices.1

4. So far we have not touched upon another abstract assump
tion which Professor Chamberlin has made, i.e. that each producer 
produces only a single product. In reality the majority of producers 
produce a series of different products, i f  products are to be 
defined by the same rigid market-criteria as were applied 
in the earlier parts of this paper. And at first sight at any rate, it 
does appear as i f  the spreading o f production over a series of 
different products is the way in which producers can overcome 
the effect of those indivisibilities which form the conditio sine qua 
non o f imperfect competition. I f  there is not a sufficiently great 
demand to produce one product on an “ optimal scale” , the 
producer may still utilise his plant fully by producing two or more 
products, rather than building a smaller, sub-optimal plant or 
leaving his existing plant under-employed. In this way, indivisi
bilities will be overcome; and consequently excess capacity will 
not make its appearance either. The effect o f “ competition from 
outside”  will be to induce producers to produce a larger 
series o f products, rather than to reduce the scale o f output as a 
whole.

In our view this line o f reasoning is not strictly accurate; for 
even i f  it is admitted that varying the number o f different kinds 
o f products produced provides one line o f adjustment for the 
entrepreneur, this does not imply that the essential consequences 
o f this type o f situation (that increased competition will lead to an 
increase in costs) can thereby be avoided. Whether they will or

1 Professor Chamberlin’s analysis is most valuable also in throwing light, upon the 
probable consequences o f all monopolistic agreements which refer to selling prices 
rather than quantities produced. It explains why, i f  a uniform taxi-fare is imposed, 
one will find too many empty taxis about. O r if  die code of “ professional etiquette 
prevents doctors and lawyers from undercutting each other, sooner or later they wdl 
all complain that they are “ under-employed” . Or i f  manufacturers’ cartels or trade 
associations impose a uniform price or a uniform “ profit-margin”  on retailers, one 
will find too many tobacco shops round the streets. It should also make us very 
sceptical about any remedying of the evils of imperfect competition by compulsory 
rationalisation, cartellisation, or any type of interference with pnce-competition. For 
measures which intend to prevent the alleged evils of “ price-cutting”  not infrequently 
tend to aggravate the real evils which they are supposed to remedy.
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not, will depend on the nature of the cost function of the jointly 
produced products.

Commodities, of course, will only be produced jointly if  it is 
cheaper to produce them jointly than separately. For certain 
commodities (such as wheat and straw) this is always the case: 
whatever is the amount produced of each (or rather whatever is 
the amount of resources engaged in producing them); irrespec
tively therefore of whether the economies due to scale are attained 
or not. These are the cases of “ by-products”  where more than 
one commodity emerges as a result of a single productive process. 
Certain other commodities, however, may be jointly produced 
simply because the demand for any of them is not large enough 
to be produced on a scale which should enable the realisation of 
the economies of scale; while some of these economies can be 
retained by utilising a larger plant for the production of several 
commodities. For such commodities joint production will only be 
profitable at certain outputs, and will become unprofitable as 
soon as the demand for each or any of them is sufficiently large to 
enable the economies of scale to be secured in the case of separate 
production. This is the case simply because the indivisible factors 
(buildings, machinery, etc.) which are responsible for these 
economies, are never completely specialised; and can be used, 
more or less effectively, for the production of several things 
simultaneously.

Since, however, in most cases, indivisible factors are not com
pletely unspeciaksed either, such a “ spreading of production” is 
always attended with some cost; i.e. the physical productivity of 
a given quantity of resources calculated in terms of any of the 
products will always be less, the greater the number of separate 
commodities they are required simultaneously to produce. That 
this is the case for a large proportion of jointly produced com
modities is shown by the fact that the development of an industry 
is always attended by “ specialisation”  or “ disintegration” , i.e. the 
reduction of the number of commodities produced by single firms.1

Assuming that the cost functions of jointly produced com
modities are of this nature, how does the equilibrating process

1 C f Allyn Young, “ Increasing Returns and Economic Progress” , Economic Journal, 
I929-
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work itself out under our previous assumptions? For simplicity, 
we can postulate that there is a given number of firms, and 
initially each of them produces only one product and all are making 
profits (not necessarily to the same degree). Let us suppose that 
one of them finds it profitable to produce another commodity, 
highly competitive with the products of some other producers. 
These latter producers will now find the demand for their pro
ducts reduced; and this may make it profitable for them to 
engage in the production o f a second, or even a third, commodity 
— even i f  this was not profitable before. This in turn will induce 
other producers (possibly our “ first”  producer) to do the same, 
which in turn will lead to a further “ spreading o f production” by 
competing producers. Assuming always that producers merely 
take the direct effects of their actions into consideration (i.e. act 
upon an imagined demand curve which regards the prices and 
the products of all other producers as given)1 this process will 
continue, so long as producers continue to make some profits; 
and so long as the loss caused by a reduction in the amount of 
resources engaged (if the reduction in the output of one com
modity were not compensated by an increase in the output of 
another) is greater than the loss caused by a further “ spreading 
o f output” . A  precise formulation o f this process would require 
either some very cumbrous language or some rather involved 
mathematics; but without resorting to either, it is easy to see 
what conditions the final equilibrium will involve. The demand 
curve for each single product will have become very much more 
elastic2 (since each producer now produces a very much smaller 
share o f each product, or “ type o f product” ); profits will have 
been wiped out and the general level o f costs of each product, or 
type o f product, will have become higher. There will not be much 
“ excess capacity”  in the sense that, given the number of different 
products produced simultaneously by each firm, an increase in 
the output o f all o f them would reduce costs per unit. Yet there

1 This implies in this case that producers ignore not only any adjustment of price or 
o f product by other producers as a result of their own policy, but also any effect upon 
the demand for some of the other commodities produced by themselves

2 It can become infinitely elastic only when the “ spreading of output”  involves no 
additional cost at all. In this case the “ economies of scale”  refer to the amount of re
sources used by single firms rather than those engaged in the production of certain 
products; and for each single product, conditions of perfect competition might be 
brought about even if  the total number of firms is small.
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wiü be a “ technical wastage” , since the physical productivity of 
resources will be less than what it -would be i f  each producer 
produced a smaller number of products and a larger proportion of 
the total output of each; a policy they undoubtedly would prefer 
i f  all of them could foresee the ultimate, as distinct from the 
immediate, consequences of their actions.1

IV
We have seen therefore that in all cases where economies of 

scale are present over certain ranges of output and where market 
imperfection exists (in the sense that highly and yet imperfectly 
substitutable commodities are on sale), “ increased competition” 
(i.e. an increase in the number of firms in a particular industrial 
field) might lead to a reduction of technical efficiency rather than 
to a reduction m price or an increase in aggregate output; while 
in cases where firms can vary the number of different products 
produced, this might come about even without an inflow of “ new 
firms” . In both cases this result was seen to depend on a certain 
“ short-sightedness”  of producers who act on the basis of the 
immediate industrial situation confronting them rather than 
following out the further consequences o f their own policy. The 
prevalence of such short-sightedness can be sufficiently accounted 
for, however, partly by the producers’ ignorance of those further 
consequences and partly by the uncertainty as to the extent of far
sightedness with which their actual and potential competitors 
are endowed.

It is extremely difficult to deduce any general conclusions from 
the above analysis as to the effect of the generation of excess 
capacity upon economic welfare in general— in whatever arbitrary 
way this concept may be defined. I f  the money-value of the 
National Dividend is to be made its criterion (calculated on 
the basis of some given price-level), then no doubt, it could be 
increased, in some fields quite considerably, by compulsory 
“ standardisation” , cartel-agreements, the restriction of entry or 
any similar measure enabling producers to realise more fully the

1 There may be another reason, apart from this type of “ short-sightedness” , why 
producers would prefer a policy of many-product production • and this is the reduction 
of risk, especially important m cases of fashionable articles, where they cannot calcu
late with any precision how the public will take any particular variety
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“ economies o f scale” . The recognition o f this fact, however, as 
yet far from warrants the advocacy o f such measures. Apart from 
the ill-effects on distribution (and in a world of wage-rigidities, 
upon employment) which such processes of monopolisation 
inevitably involve, the public would be offered finally larger 
amounts of a smaller number of commodities; and it is impossible 
to tell how far people prefer quantity to diversity or vice versa.

Neither is it permissible to argue, on the other hand, that the 
generation o f excess capacity is itself the result of consumers’ 
choice; since it only comes about by creating a greater diversity 
o f commodities : and consequently that its emergence is evidence 
that the public, to that extent, prefers “ variety”  to “ cheapness”. 
This line o f reasoning would only be permissible if  consumers 
were actually confronted with the choice of having either a smaller 
range o f commodities at lower prices or a larger range at higher 
prices. In fact, they never are in a position to choose between these 
alternatives: they are offered either the one or the other, but never 
both. T o expect the consumers to be so “ far-sighted”  as to con
centrate on the purchase of a few varieties merely in the hope of 
thereby reducing prices in the future, is an assumption which 
even the highest level o f abstraction should avoid.
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PRO FESSO R CH AM BERLIN  O N  M O N O PO L IST IC  AND 
IM PE R FE CT C O M P E T IT IO N 1

In a recent issue of the Quarterly Journal Professor Chamberlin pub
lished an article2 aiming at bringing to the fore “ a number of 
misconceptions either vaguely current or held by specific writers”  
as to the nature of monopolistic and imperfect competition, and 
also to show “ the dissimilarities”  between different theories in 
the same field.3 The purpose of the article was thus mainly one of 
clarification; in fact it revealed the existence of much more far- 
reaching differences than the present writer would have thought 
possible in that particular branch of economics which Professor 
Chamberlin himself so largely helped to create.

In Professor Chamberlin’s view, the theory of “ imperfect 
competition”  as put forward by Mrs. Robinson and other English 
authors is something different from the theory of “ monopolistic 
competition”  as discussed by himself and his followers. Such 
differences can be of three kinds. There is, first of all, the difference 
in terminology— and here Professor Chamberlin lays great stress 
on the suitability of his own expression. There are, or can be, 
differences in doctrine— in treatment and exposition, and in the 
conclusions reached; and such differences, of course, are unavoid
able with a new subject, especially in two books which were 
independently written and published almost simultaneously. 
Finally, there can be a difference in the subject-matter of the 
theories, i.e. in the real phenomena with which they purport to deal, 
and i f  Professor Chamberlin had a difference in this sense in view 
(and what else can the term “ dissimilarities”  imply, as against 
“ misconceptions”  ?) he certainly has not succeeded in establishing 
that it exists. I f  differences of this last type were present, the two

1 Originally published in the Quarterly Journal of Economics, May, 1938 A  reply 
by Professor Chamberlin (not reprinted here) was published in the same issue

2 “ Monopolistic or Imperfect Competition'” ’, Quarterly Journal of Economics, 
August, 1937

3 Ibid, p. 558.
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theories could peacefully “ co-exist” , side by side, just as a theory 
o f interest can co-exist with a theory o f wages. But barring this 
kind of difference, all “ dissimilarities”  must be in the nature of 
“ misconceptions” ; they must all be capable o f elimination, once 
the scientific method employed is agreed upon.

Ignoring for the present the differences o f the first type, and 
denying the existence o f those of the third, we are left with 
differences o f the second type; and here Professor Chamberlin 
presents a truly formidable array. Specifically, he distinguishes 
between six misconceptions and three dissimilarities, but a careful 
summary o f his paper could subdivide it even more. I hope the 
reader will excuse me if, instead o f following Professor Chamber
lin’s paper point by point, I deal with the matters raised in a 
somewhat arbitrary order o f my own.

I

In the first part o f his paper, as I see it, Professor Chamberlin 
makes four important points, all closely related to one another. 
T he first relates to the conditions of equilibrium under imperfect 
competition, the second concerns the relation o f market imper
fection to the number o f firms, the third the relation of increasing 
returns to imperfect competition, and the fourth the compatibility 
o f freedom of entry with the existence of monopolistic (or im
perfect) competition. I shall attempt to deal with them in this 
order.

(1) The first o f these is a relatively minor matter and is only 
mentioned because of its importance in connection with the 
subsequent points. Professor Chamberlin attacks the view that 
“  ‘imperfect’ and monopolistic competition are in some special 
w ay related to the marginal revenue curve” , 1 and he criticises 
Mrs. Robinson’s view that full equilibrium “ requires a double (his 
italics) condition, that marginal revenue is equal to marginal 
cost and that average revenue (or price) is equal to average 
cost” .2 “ In reality,”  he argues, “ there is no double condition at 
all; the equation o f price with average cost is quite sufficient, 
because it necessarily includes the equation o f the marginal items, 
whereas the reverse is not true. Instead o f containing ‘the heart

1 Loc. at., p 558. 2 The Economics of Imperfect Competition, p 94-
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of the whole matter’ the marginal curves would appear to be quite 
subordinate.” 1 This assertion seems all the stranger since two 
pages later, he takes great trouble to deny it.2 It is there made 
clear that “ the solution of tangency [i.e., the equality o f average 
cost with average revenue] flows from certain heroic assumptions 
which are later dropped, and is to be regarded as of only limited 
direct applicability, being mainly an expositional device” . It is 
here asserted, therefore, that what is essential for equilibrium 
under monopolistic competition is equality of marginal cost and 
marginal revenue, whereas the equality of the average curves is 
merely an “ expositional device” .3

“ The heart of the whole matter” , which places the marginal 
revenue curve in such an important position, is the relation of 
price to marginal cost. It is the nature of this relation which 
distinguishes a state of competition that is pure from one that is 
impure: in the one case price will be equal to marginal cost, in 
the other it will be higher than marginal cost. But in order to 
know the relation of price to marginal cost, we have to know the 
elasticity of the demand curve at the relevant point, i.e. we have 
to know the position of marginal revenue. Moreover, the only 
simple criterion that enables us to distinguish between degrees of 
impurity in competition is the relative magnitude of price and 
marginal revenue, i.e. the actual elasticity of demand at the 
equilibrium level of output. I f  Professor Chamberlin had borne 
this in mind— it is not easy to do i f  one thinks only in terms of 
average curves— some of his later strictures, as we shall see, might 
never have arisen.

(2) In the second place, he denies the proposition (an idea which 
he finds has “ an astounding— and disconcerting— vitality” )4 
that the degree of market imperfection depends on the numbers 
of firms m any given section of the competitive field, “ m the sense

1 Chamberlin, loc a t , p 559
2 Ibid, p 561
3 But quite apart from this denial, Professor Chamberlin’s statement that “ in 

reality there is no double condition at all”  cannot possibly stand Equality of price 
with average cost by no means necessarily implies the equality of marginal revenue 
and marginal cost, as Professor Chamberlin himself was well aware at the time he 
wrote the Theory of Monopolistic Competition The one equality only carries with it the 
other equality in a special case— v,hcn the elasticity of the average curves is equal at 
the same point where their values are equal The “ solution of tangency”  is merely an 
expression of Mrs Robinson’s “ double condition” in geometrical terms.

4 Ibid, p 562
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that with larger numbers the demand curves for the individual 
firms would become more and more elastic until conditions of 
pure competition were reached” .1 Since this proposition, in my 
view, is fundamental to an understanding o f the theory, his 
reasoning requires detailed examination. He uses three arguments. 
The first is based on a confusion between changes in the size of a 
competitive field, originating on the side o f demand, with changes 
in its “ competitive density” , originating on the side of supply. The 
second is based on a misunderstanding o f the concept of “ density” 
and o f changes in this density. The third— and fundamental—  
argument is based on a confusion between the slope o f a curve 
and its elasticity.

Professor Chamberlin argues, first o f all, that in certain cases 
an increase in the number o f firms need not affect the demand 
schedules o f already existing firms. “ I f  we think of stores dis
tributed over an area, their number may increase by an expansion 
o f area rather than because o f a denser population within it.” 2 
This is perfectly true but equally irrelevant. In this case, the 
demand curves o f already existing firms remain the same as they 
were, simply because the increase in the number o f firms occurred 
as a consequence o f an increased demand. The proposition which he 
criticises assumes given conditions o f demand, and examines an 
increase in the number o f firms due to the profits made by existing 
firms. Even i f  the increase in demand took the form of an increase 
in the density o f population and, in consequence, the increase in 
the number o f firms were associated ■with a general increase in 
the elasticities of the demand curves, this -would be no more an 
argument in favour o f the proposition than Professpr Chamberlin’s 
example is an argument against it.

His second argument deals with “ non-geographical problems” , 
and asserts that since new varieties o f products always appeal to 
some new buyers, their effect is analogous to that o f the increase in 
demand in the previous example.3 So long as the new varieties 
appear on account o f a spontaneous increase in the sources of

1 Loc c it , p. 562. Professor Chamberlin uses the expression “ differentiation of the 
product”  where I used the term “ degree of market imperfection” . He must, however, 
have had the degree of competition m mind; otherwise the sentence is meaningless. 
Nobody asserted, of course, that product differentiation would gradually disappear 
with a continued increase in the number of firms.

2 Ibid, p. 563 3 Ibid., p. 563.
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supply, and not an initial rise m demand, it is quite irrelevant 
where the new buyers come from. Their effect will always be to 
raise the cross-elasticities of demand for some of the existing 
products; and this is all that the concept of a “ commodity scale”  
and of new firms coming “ in between”  the old ones implies. It is 
not, of course, necessary that new products should take their place 
between two existing products; and the example of gas refriger
ators and menthol cigarettes completely misses the point. The 
“ competitive field”  o f the real world is «-dimensional and not one
dimensional. There are a large number of ways in which products 
can be more or less alike or more or less different. To regard it as 
“ one-dimensional” , as Professor Chamberlin’s narrow interpreta
tion supposes, is merely an “ expositional device” , and in no way 
part of the argument. Had he thought of the problem m terms 
of the cross-elasticities of demand of competing products that 
surround any particular product— the only way in which density 
in any given section of the competitive field can be defined— it 
would have been obvious to him that an increase m the number of 
varieties produced, which is not m response to an initial change in 
demand conditions, must have the effect of increasing this density.

But perhaps the real source of Professor Chamberlin’s con
fusion is found in the last section of the paragraph: “ that large or 
small numbers indicate nothing necessarily as to the degree of 
substitutability between the products concerned . . .  is perhaps 
most clearly evident from the fundamental proposition that the 
number of producers m any field depends first of all upon how 
broadly the field is defined.” 1 The number of stars in any section 
of the universe also depends on what we regard as the section. 
But not so with the density of stars. And in the argument under 
discussion, large or small numbers were always meant to refer to a 
given section, i.e. they meant to imply differences m density.

We now come to Professor Chamberlin’s last argument in 
this connection, which is the really crucial one. Even if  we assume 
that the products come “ closer together” , with a larger number of 
producers, he argues, “ the result is not necessarily a closer ap
proach to pure competition” .2 “ I f  high profits lead to an increase 
in the number of sellers, so that the curve moves to the left, it will 

1 Ibid, p. 563 8 Ibid, p 564.
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remain o f the same slope so long as the rate at which buyers value 
convenience does not change.” 1 In the footnote that is attached to 
this sentence, he admits that the elasticity of demand at any 
particular price will “ evidently increase as the curve moved to 
the left” , 2 but proceeds immediately to dismiss the significance of 
this fact by pointing out that “ this does not involve a flattening out 
o f the curve” . Thus the argument which started off by denying the 
proposition that “ curves become more and more elastic with an 
increase in numbers”  ends up by admitting it and introducing by 
the back door an entirely different one— that curves do not 
necessarily “ flatten out”  with an increase in numbers!

The relevant fact, o f course, is that such a shift of the curve to 
the left will increase the elasticity o f demand at the equilibrium 
level of output and will therefore bring price nearer to marginal 
cost. Hence it will necessarily reduce the degree of market im
perfection, in the sense in which this was defined above and in 
which, I thought, everybody was agreed by now that it should be 
defined.3

1 Chamberlin, loc. a t , p. 564. This refers to an assumed case where producers and 
their customers are located along a line and the demand curve for the product of any 
one firm will be a straight line the slope of which is determined “ by costs of trans
port or by the valuation per unit distance put upon convenience” .

2 Ibid, p. 564, note g. The footnote as printed says “ it would evidently diminish”
I understand, however, as is indeed obvious from the context, that the word “ dimmish” 
is due to a misprint.

3 I can think of only two explanations for Professor Chamberlin's position The one 
is that he is applying results obtained under the special case o f zero costs to the general 
case. I f  costs are zero (Cournot’s mineral springs!) it will indeed be true that the shift 
o f the curve to the left will not increase the elasticity of demand at the new output, 
simply because m this case elasticity must always be unity: the zero-cost producers will 
always reduce the price by so much as to restore the elasticity to the previous level If 
costs are positive, however, a continuous shift of the curve to the left will be associated 
with a continuous increase in the ratio of marginal cost to price.

The second possible explanation is that he regards the slope of the demand curve, 
and not its elasticity’, as a measure of the impurity of competition Since under pure 
competition curves must be horizontal, it is obvious that unless curves get “ flatter we 
cannot get “ nearer”  to the purely competitive ideal1 I f  this is the explanation, it is a 
great pity that Professor Chamberlin should have allowed his geometry to run away 
with him. The slope of a demand curve, though not its elasticity, is a matter of the 
scale of drawing. The reason why the demand curves for individual firms in a perfectly 
competitive industry are horizontal, while the “ industry demand curve” is not, is 
simply that in the diagram for the individual firm units of output are represented on a 
very much bigger scale than m the industry-diagram (Even so, the “ horizontal 
position of the demand curve should never be taken literally’. It does not imply that an 
increase in output by an individual producer can have no effect on price; it is merely 
a geometrical projection of the assumption that individual producers’ influences on 
market prices are so small that they regard prices as given ) _ ,

I f  Professor Chamberlin had redrawn his output-scale as the individual firms 
output moved to the left, his desire to see the demand curve gradually flattened out 
would have also been satisfied. (This is not to deny, of course, that the slopes of the
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It can only be hoped that despite Professor Chamberlin’s 
protest, the idea that elasticities increase as the number of firms 
gets larger -will continue to have an astounding vitality. As we 
shall see presently, it is a most fruitful idea.

(3) After tliis it is scarcely surprising that Professor Chamberlin 
denies an inherent connection between monopolistic competition 
and increasing returns (economies of scale). He denies my proposi
tion1 that, if full divisibility of all factors is assumed and con
sequently economies of scale are completely absent, the free play 
of economic forces would necessarily establish perfect competition. 
His argument is again based on the failure of the demand curves 
to “ swing round” to a horizontal position as they are being pushed 
to the left. He admits that if costs per unit do not rise, as the output 
of the firm is reduced, the multiplication in the number of firms, 
and the consequent reduction in the scale of output of each, will 
not be sufficient to eliminate profits, so long as competition remains 
imperfect. “ But if the demand curves do not become horizontal, as 
I argued in general above, infinite divisibility leads to an absurd 
result: the influx of firms would simply continue indefinitely 
(because there would always be profits under constant costs) ; and 
the final outcome would appear to be an infinite number of 
infinitesimal firms. . . . The conclusion must be that the general 
assumption of infinite divisibility contributes nothing towards the 
flattening of the demand curve, and hence [my italics] does not convert 
monopolistic into pure competition.” 2

It should be obvious from our previous reasoning that perfect 
competition no more requires the existence of an “ infinite number 
of firms”  m this case than it does in any other case. As the number 
of firms increases and demand curves move to the left, price 
necessarily moves nearer to marginal cost (which in this case is 
also equal to average cost). There comes a point where producers 
no longer take into account their own influence upon price and 
proceed to equate price with marginal cost. At this point further 
movement will cease and pure competition is established. We can
demand curves can change owing to a change in the demand function, even if  the 
scale of output is given But the sense m which demand curves must flatten out in order 
to approach the conditions of pure competition is only the sense in which the scale of 
output must be redrawn as actual output gets smaller and smaller )

1 Economica, February, 1935, p 42 [p. 71 above] Chamberlin, loc a t , p 563
2 Ibid., p. 565
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represent this situation by a horizontal demand curve if we 
like, but this would be no more than a geometric expression 
o f the assumption that producers take prices as given. The 
important point is that unless economies of large scale, or 
rather the diseconomies o f small scale production, set a limit 
to the inflow o f competitors, or “ institutional monopolies” 
afford peculiar advantages to particular individuals, there 
can be no equilibrium until producers equate price with 
marginal costs ; and equality o f price -with marginal cost is pure 
competition.1

It is not suggested, o f course, that economies of scale in the real 
world are ever completely absent, that there is such a thing as 
“ perfect divisibility” . Professor Chamberlin’s statement2 that if 
the assumption o f divisibility is inconsistent with the existence of 
economies o f scale, “ it is the former, and not the latter, which 
must give way” , really misses the point. The value of this pro
position is as a didactic principle -which enables us to make general
isations about the factors which determine the nature of the 
competitive situation; it is not dependent upon the actual exist
ence of infinite divisibility. I f  we know that without economies of 
scale there can be no imperfect competition, we also know that 
the degree o f market imperfection depends, inter alia, on the 
extent to which there are economies o f scale. I f  these economies 
are rapidly exhausted (at a relatively low level of output) the 
likelihood o f there being a low degree o f imperfection in com
petition is high, and vice versa. It also depends upon the con
sumers’ sensitiveness to product differentiation. I f  this sensitiveness 
is great, and in consequence the possibilities of product-variation 
are large, the economies o f scale that are compatible with pure 
competition must be much more insignificant (must be exhausted 
more rapidly) than in the case -where such possibilities are limited. 
The proposition is valuable also in enabling us to separate out the 
purely economic causes of “ monopolies”  from the institutional causes;

1 A t what point this will be reached— how many firms there will be— depends, of 
course, upon the attitude of producers, and especially their foresight. I f  they foresee 
what is happening, they -will bring down prices to the level of costs before their market 
largely disappears. In that case pure competition will be consistent with a relatively 
small number o f firms

2 Loc. cit, p. 565, note 3.
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but for an elucidation of this we must turn to Professor Chamber
lin’s next point.1

(4) In his Theory of Monopolistic Competition, Professor Chamberlin 
showed how the equilibrium for a group of firms is determined 
under the assumption that “ entrance to the field in general and 
to every portion of it in particular was free and unimpeded” ,2 
In a subsequent paper I pointed out3 that this implies that 
every producer could, i f  he wanted to, produce commodities 
completely identical to those of any other producer, and that 
the relative costs o f producing different commodities for dif
ferent producers must be the same. Professor Chamberlin, I am 
glad to see, agrees that “ logically, this is what ‘free entry’ in 
its fullest sense must mean” . He proceeds immediately, however, 
“ to change his views in the matter” , and to take the view that 
free entry “ is quite incompatible with a differentiated product” .* “ With 
respect to the particular product produced by any individual firm 
under monopolistic competition, there can be no ‘freedom of 
entry’ whatever. No one else can produce a product identical 
with it, although he may be able to produce others which are 
fairly good substitutes for it. Under monopolistic competition, 
then, there can be freedom of entry only in the sense of a freedom 
to produce substitutes; and in this sense freedom of entry is 
universal, since substitutes are entirely a matter of degree.” 6

There are no reasons given for this volte-face, beyond the 
assertion itself, and this makes it rather difficult to guess the under
lying chain of reasoning. But let us suppose that two producers 
could produce a completely identical product; that they have no 
trade names, or that the consumers pay no heed to them; that the

1 The argument in note 3, p. 561, designed to show that “ increasing returns”  are 
neither a necessary nor a sufficient condition for monopolistic competition, contains a 
logical non sequitur “ They are not necessary” , says Professor Chamberlin, “ because 
it is possible . . . that marginal revenue and marginal cost intersect above and to the 
right of the point of minimum average cost They are not sufficient because a horizontal 
demand curve makes equilibrium within the ‘increasing returns’ phase of the cost curve 
impossible ”  (My italics ) In plain English tins last sentence proves exactly the opposite 
of what he intended to prove Since pure competition is impossible with increasing 
returns, increasing returns must be a sufficient condition for imperfect competition' If 
the above analysis is correct, then m the absence of institutional monopolies, they must 
also be a necessary condition for imperfect competition.

a Monopolistic Competition, p 111.
3 Economtca, February, 1935, pp 43-4 [pp 72-3 above]
4 Chamberlin, loc a t , pp 556-67.
6 Ibid, p. 567.
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cost curves o f the two producers are exactly the same, but that 
the demand for the product happens to be not large enough for 
both producers to produce it on a scale that would leave them a 
profit on it. The joint cost curve o f the two producers lies above 
the demand curve, but the individual cost curve of either lies 
below it. W ould Professor Chamberlin argue that the product 
would not be produced at all, or that both producers would 
produce it, forming a “ duopoly”  until they are relieved from this 
sad state by the bankruptcy court? And suppose that our two 
producers by slightly varying their product (say one producing 
bath soap with lavender scent and the other with verbena) find 
that there is a sufficient market for both o f them to carry on, and 
proceed to do so, would Professor Chamberlin really argue that 
they are inconsistent with the assumptions ? O r would he simply 
say that they do not deserve the name o f monopolistic com
petitors? Unless he supplies more convincing reasons for the 
incompatibility o f full freedom o f entry with an imperfect market 
his new views on this matter can scarcely command universal 
assent.

I particularly regret that Professor Chamberlin should have 
changed his views on this point. T o have shown that the mono- 
poloid situations o f the real world are quite compatible with full 
“ freedom o f entry” , that is to say with the complete absence of 
particular advantages vested in particular people, I have always 
regarded as one of the great achievements of the Theory of Monopo
listic Competition. Up to the publication o f this book, the idea of 
“ monopoly”  was inevitably linked up, in the economist’s mind as 
well as in the public mind, with the idea o f “ privilege” ; the 
behaviour o f monopolists might well have been described in terms 
o f marginal curves, but the causes for the existence of monopolists 
were generally sought in the possession o f some unique advantage. 
Professor Chamberlin’s theory o f product-differentiation has 
shown us that monopoly is purely a matter o f degree; and that 
monopolies o f various degrees can exist without any “ unique 
advantage”  at all, merely because the demand for a single variety 
o f product is small relatively to the economies of scale in its 
production. To have shown that the limitations on competition 
can be due to purely economic causes, to the conditions of
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production and of consumption, and not only to the operations of 
that sinister group of individuals, the “ institutional monopolists” , 
the owners of patent rights and of mineral springs, was a great 
step forward in economics; and it should be placed to Professor 
Chamberlin’s credit, despite his present disclaimer.1

Nor would I share Professor Chamberlin’s view that the concept 
of “ freedom of entry”  is “ not very useful and may even be mis
leading in connection with monopolistic competition” .3 To be 
sure, in a strict sense everything is a substitute for everything else, 
and hence some freedom of entry is universal. It is very important 
to know, however, how large is the range of substitutes over 
which, in any particular case, entry is closed, that is, to distinguish 
between different degrees of such freedom. I f  “ further research is 
to proceed with sound understanding of the issues” , surely one of 
its objects should be to explore the extent to which institutional 
causes (restriction o f entry) and economic causes (increasing 
returns) are operative in the formation of particular mono
polistic situations. By doing away with the concept of “ freedom 
of entry” , we shall no longer be able to distinguish between such 
“ monopolies”  as the company store in a company town, which 
owes its position to privilege, and Henry Ford, who owes his 
position (largely if  not entirely) to the economies of large scale 
production. II

Monopolistic and Imperfect Competition gi

II
In the second part of his paper, Professor Chamberlin discusses 

the question “ what monopolistic competition is, and in particular, 
how it is different from imperfect competition” .3 “ Imperfect and 
monopolistic competition have been commonly linked together 
as dealing with the same subject. [My italics.) Their similarities 
seem to be adequately appreciated; their dissimilarities hardly 
recognized.” 4 A  careful perusal of the ten pages devoted to this 
question, however, fails to bring out any evidence in support of 
the contention that the two theories relate not to the same subject,

1 Professor Chamberlin’s view, that under full freedom of entry, profits must for 
all firms be reduced to a minimum (p 567), ignores the fact that economies of scale 
offer a protective shield to profits, even if entry is free m the fullest sense C f on this 
my “ Market Imperfection and Excess Capacity” , Economat, February, 1Q35> P 4- 
[pp 71-2 above]

2 Ibid, p 567. 3 Ibid, p. 570 4 Ibid., p 573
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but to different subjects. W hat Professor Chamberlin really con
tends, is that there is a difference in “ approach” , in economic 
Weltanschauung, between Mrs. Robinson and himself; but the 
reader could hardly fail to carry away the impression that here, 
at any rate, Professor Chamberlin has fallen a victim to the general 
tendency among producers in an imperfectly competitive market 
■— a tendency he so convincingly describes— and is trying to 
differentiate his product too far. “ Monopolistic”  competition, 
à la Chamberlin, is a “ blending between competition and 
monopoly” ,1 while “ imperfect”  competition, à la Mrs. Robinson, 
regards “ monopoly (in its ordinary sense) and competition . . . 
as mutually exclusive” . 2 “ I f  I seem to exaggerate at all the 
importance o f this difference in conception between us, it is 
because I have become convinced that it is the key to an under
standing o f many other differences in treatment of the problems 
involved.” 3

Now I do not think that this difference in fundamental con
ception really exists. Professor Chamberlin himself produces only 
two pieces o f evidence in support o f it. The first is that Mrs. 
Robinson, after considering the alluring possibility o f arranging 
“ actual cases in a series o f which pure monopoly would be the 
limit at one end and pure competition at the other” , rejects this 
as “ involving insuperable difficulties” .4 “ The comparison should 
be made here with Monopolistic Competition, pages 63 and 64, 
where this view is specifically embraced as the corner-stone of 
the theory.” 6 The second is that the expression “ imperfect com
petition”  avoids the necessity o f regarding competition and 
monopoly as overlapping, and holds “ interference with one’s 
[traditional] categories o f thought at a minimum” .6

Unfortunately Professor Chamberlin nowhere defines what he 
means by a state of monopoly in the sense in which this is different 
from a state o f monopolistic competition. I f  he did, the difficulties 
o f arranging actual cases as a series between monopoly and 
competition would have at once been apparent. The only way m 
which “ pure monopoly”  could be defined would be a state of

1 Chamberlin, toe. cit, pp 558, 570 2 Ibid, p  573 3 Ibid, p 573-
4 The Economics of Imperfect Competition, pp. 4-5, Chamberlin, toe cit, p. 574-
6 Ibid., p. 574. 6 Ibid, p. 572.
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affairs in which the demand curve for the “ monopolist”  was 
completely independent from the price of any other commodity 
or group of commodities; and monopoly in the sense not only does 
not exist, it is not even conceivable, since it would conflict with 
our basic assumptions about the nature of human wants.1

Wc have seen above that the degree of imperfection of com
petition can be measured by the elasticity of individual firms’ 
demand curves. But this measurement certainly cannot be used 
to denote the relative strength o f the “ monopoly”  and “ competi
tive”  elements in a given situation, in the sense which Professor 
Chamberlin has in mind. Quite apart from the fact that it would 
lead to the absurd conclusion of regarding the limiting case of 
“ pure monopoly”  as one where the elasticity of demand is zero 
(and prices are infinite, I suppose!), it is certainly not true that 
lower elasticities o f demand arc a necessary indication of the 
greater relative strength o f “ monopoly”  elements and a greater 
weakness of the forces o f competition. This merely implies that 
producers do not think it worth while to compete on the basis of 
price; it does not imply that they do not, or cannot, compete on 
a different basis (such as product-differentiation and advertise
ment). Low elasticities of demand are quite consistent with 
intense competition, in the ordinary sense.2

1 Mrs. Robinson made this point very clear in the place quoted by Professor 
Chamberlin. I f  reference was made to her “ rejection" of regarding actual cases as 
intermediary between monopoly and competition, the reasons given for this should 
have also been dealt with

2 I should like to take this opportunity of replying to a criticism made by Professor 
Cassels m an earlier number of the Q , J E  (May, 1937, P 439) Professor Cassels, not 
without justification, pointed out that m my paper on Excess Capacity, I did not make 
explicit recognition of the fact that Professor Chamberlin did not intend to apply the 
term “excess capacity” to all cases of falling cost, but merely to those cases where the 
market-situation is such that each producer regards his competitors’ prices as identical 
with his This is perfectly true, but my failure to delimit the phenomenon of 
“ excess capacity” to those cases was not due to an oversight of Professor Chamberlin’s 
distinction, but to a doubt of its validity It is true, of course, that the extent to which 
excess capacity may be generated will depend, inter aha, on the elasticity producers 
believe they have, and it will be all the greater, the smaller is this elasticity. But the 
point I wanted to bring out was that the demand curve which is relevant here is the 
“ imagined demand curve” , and that it is impossible to generalise about the nature of 
this curve on the basis of the criteria Professor Chamberlin has employed It is quite 
possible, for example (a possibility Professor Chamberlin has not taken into accou 
that precisely in those cases— the presence of the “ small group” — which lie has 
reserved for this phenomenon of “ excess capacity" the producers should take potential 
competitors into account, and not (or not only) the pnce-rcactions of existing com
petitors, in which case the estimated elasticity of demand wilt be high and the degree 
of excess capacity will be kept low. Nor would I agree to the view that the distribution 
of resources which would come about if all producers regarded their competitors

Monopolistic and Imperfect Competition
It is not “ monopolistic competition”  which is an “ intermediate 

case between monopoly and competition” ; it is the old theory 
o f monopoly which is revealed, in the light of more recent 
theory, as a doctrine relating merely to a single aspect of “mono
polistic competition” . W hat Professor Chamberlin’s book has 
shown us is, not that competition and monopoly are no longer to 
be regarded as “ mutually exclusive alternatives” , but simply that 
the distinction between competition and monopoly is no longer 
valid. And in this sense, I am sure, Professor Chamberlin’s 
“ approach”  commands general agreement. Mrs. Robinson herself 
made this amply clear in her book: “ No sooner had Mr. Sraffa 
released the analysis of monopoly from its uncomfortable pen in 
a chapter in the middle o f the book than it immediately swallowed 
up the competitive analysis without the smallest effort.” 1 1 really 
cannot see where the fundamental difference in Weltanschauung 
comes in.

I f  a distinction is to be drawn, it should be drawn on a rather 
different basis. The man in the street regards the monopolist 
as the possessor o f some institutionally conferred privilege. I have 
argued before that all monopolies o f ownership (whether they 
relate to a specific mineral, a patent right or a trade mark cherished 
by consumers, or to the possession o f a unique brain) fall logically 
under this category; and that the degree of freedom of entry 
depends on the strength o f these “ institutionally conferred” 
privileges.2 There is no reason why the economist, for once, 
should not make a concession to everyday usage and reserve the 
term “ monopoly”  to denote the possession o f such privileges.

There remains, finally, the question o f terminology. The 
reader will have observed that in this paper, not without intention, 
the expressions “ monopolistic competition”  and “ imperfect 
competition”  have been used quite promiscuously. On previous 
occasions, not realising that such “ unmistakable preference”  for

prices as constant has any claim to being regarded as an “ ideal”  distribution Thcfe 
are no objective criteria which would enable us to determine what is an ideal dis
tribution, 1 e. the extent to which consumers really prefer “ variety”  as against “ chea{>- 
ness”  in a régime where prices are not everywhere equal to marginal costs (Ct 
Chamberlin, Monopolistic Competition, pp 93-4; Cassels, loc. a t , pp 436-8 )

1 The Economics of Imperfect Competition, p 4
2 C f my “ Market Imperfection and Excess Capacity” , Economica, February, I935> 

p 44 [pp 73-4 above] As there pointed out, some degree of “ institutional monopoly 
would arise from mere buyers’ inertia alone.
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a term that is “ purely negative”  commits one to a particular 
point of view,1 I generally used the expression “ imperfect com
petition” . The underlying motive was a simple one. For reasons 
that ought to be obvious, “ imperfect competition” is a more 
familiar expression in England, while the term “ monopolistic 
competition”  is more familiar in the United States. That such 
differences in terminology should persist on the two sides of the 
Atlantic is, perhaps, regrettable; but so long as they are not 
confined to Professor Chamberlin’s and Mrs. Robinson’s theories, 
but extend to a much wider range of objects, such as lorries, 
braces and constables (trucks, suspenders and cops) they do not 
seem to call for special comment. I f  I may, however, end up with 
a small constructive suggestion, would it not be possible to find 
room for the use of both expressions side by side ? I f  my suggestion 
concerning the use of the term “ monopoly”  found general 
acceptance, and “ restriction o f entry”  were regarded as an 
independent cause of limitations on competition, the term “ im
perfect competition”  could be reserved for situations which are 
free from “ monopoly”  elements altogether (i.e. where there is full 
freedom of entry and the limitation is due to economies of scale 
in production); while “ monopolistic competition” would refer 
to those situations where the limitation is due to “ monopoly” 
elements (i.e. to restrictions of entry). This would enable us to 
look upon the “ limited competition” of the real world as a blend, 
in different degrees, between the limiting cases of purely imperfect 
and purely monopolistic competitions, and it would also be in 
accordance with the relative importance the authors of the two 
expressions now seem to attach to these two forces in causing the 
phenomena they describe.

1 In the Preface to the Theory of Monopolistic Competition, Professor Chamberlin 
states “ The title of this book is apt to be misleading, since I have given to the phrase 
‘monopolistic competition’ a meaning slightly different from that given it by other 
writers Professor Young once suggested ‘The Theory of Imperfect Competition’, and 
this, although it had to be discarded as inaccurate, comes close to describing the 
scope of the subject.”
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T H E  E C O N O M IC  A SPE C T S O F AD VERTISIN G 1

1. A n enquiry into the economics of advertising can be conceived 
in two ways: either as an analysis o f the factors which determine 
the scale o f advertising expenditure in different trades, or as an 
enquiry into the effects o f advertising on the distribution of 
resources between different uses, on costs and prices. Looked at in 
the first way, the problems to be investigated form a branch of 
the general theory o f competition; they concern such questions as, 
W hy is it that competitive advertising develops in some industries 
and not in others? W hat determines the amounts spent on such 
advertising either absolutely or relatively to price? What deter
mines the price o f advertising per unit o f publicity (e.g. the 
column inch rate of newspapers)? etc.

The second approach takes advertising expenditure as given, 
and examines the effects of advertising on the welfare of the 
community. Here a sharp distinction must be drawn between the 
direct functions o f advertising and its incidental effects, i.e. its 
indirect contribution to welfare through the changes which it 
helps to bring about in the economic organisation of society. It is, 
roughly speaking, true o f any kind o f economic activity that in 
addition to the satisfactions (or utilities) it creates directly—  
through the provision o f goods or services— it also induces other 
effects (“ external”  economies or diseconomies) by affecting, 
favourably or unfavourably, the efficiency o f resources engaged 
in producing other goods and services. The peculiarity of adver
tising lies only in the fact that here these “ external effects” are

1 Originally published in the Review of Economic Studies, 1949-50, Vol. XVIII, 
No 45.

This paper was written in 1943, as a preliminary statement of the economic issues 
connected with advertising, for an investigation on the effects of advertising on welfare 
which was to be undertaken by the National Institute of Economic and Social Re
search. In view of the magnitude of the task that was shown to be involved, this 
project was later abandoned, though the statistical results of the enquiry were pub
lished by the Institute (cf. Kaldor and Silverman, A Statistical Analysis of Advertising 
Expenditure and of the Revenue of the Press, Cambridge University Press, 1948). The paper 
is published here with certain abbreviations, but with only slight verbal changes 
in the text.



regarded as much more important (by its champions and perhaps 
also by its antagonists) than the direct effects.

2. The main purpose of the present enquiry lies undoubtedly 
in this second approach: the effects o f advertising on welfare, 
rather than the “ causes”  o f advertising. It is impossible, however, 
to keep these two aspects rigidly separate; and in the course of 
analysing the effects of advertising on economic organisation, the 
question o f why advertising features so much more prominently 
in some trades than in others and how advertising is itself a part 
of a wider category of “ selling costs”  may have to be gone into 
in some detail.

T h e  D i r e c t  F u n c t io n s  o f  A d v e r t is in g

3. The social function of advertising is undoubtedly the pro
vision of information concerning the prices and qualities of goods 
and services available in the markets. As a provider of market 
information it is therefore most closely related to other forms of 
provision of market information, such as stock-exchange and other 
market price lists, railway guide books, etc.,1 and rather less 
closely to all the other services concerned with the dissemination 
of knowledge— newspaper, periodical and book publishing, 
education in schools and universities, etc. Advertising differs, 
however, from other services concerned with the dissemination of 
information (as well as most other goods and services) in three 
important respects:

(i) The “ seller”  o f any particular piece of advertising— the one 
who provides the service— is always the same economic unit as 
the seller of the goods and services to which the advertising relates. 
Hence the advertising service and the goods and services that are 
advertised should be regarded as in joint, or rather in “ common 
supply” .2

(ii) The price of “ advertising-service”  to the “ buyer”  is always 
nil, i.e. the information itself is freely provided, the cost o f pro
viding the information being incorporated in the price of the 
commodities advertised. Advertising is therefore a particular case

1 In a wider sense, all these are forms of "advertising’ ' "What distinguishes them 
front advertising in the narrower sense here used fs that the cost of providing the 
information is not borne by the sellers of the commodities advertised, but by the public.

2 The term “ common supply’’ is preferable, since “joint supply” refers to a situation 
where several commodities emerge as a result of a single process of producUon.
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o f subsidised commodities (commodities sold below cost) and the 
economic motive for the subsidy is always the expected con
sequential increase in the demand for complementary goods and 
services.1

A Digression on Subsidised Commodities. Subsidised commodities 
m ay be defined as all commodities sold below the marginal cost 
o f production, commodities provided freely being a particular 
class of subsidised commodities. Most services provided by the 
Government are subsidised commodities in this sense, their cost 
being either incorporated in the price o f other commodities, or 
met by compulsory levies on income; and there are a wide group 
o f subsidised commodities provided by private enterprise as well. 
There are at least four different reasons for the existence of subsidised 
commodities, three o f which relate mainly to those provided by 
public authorities:

(1) The nature o f the service being such that its provision 
benefits everyone indiscriminately, irrespective of whether he 
“ bought”  the service or not. (Security, defence, street-lighting, 
etc., m ay all be regarded as falling in this category.) In this case, 
the services can only be provided by taxation, and not by in
dividual purchase and sale.

(2) Commodities may be subsidised because the community 
recognises that their supply involves “ external economies” to a 
far greater extent than the average o f commodities, and hence 
their social cost is proportionately lower than their private cost. 
A  particular instance o f this is expenditure on education and 
research. (On the principles o f the economics of welfare, the 
optimum degree o f subsidy on any particular commodity is the 
one which brings its price, relatively to the prices of other com
modities, into equivalence with its relative marginal social cost.)

(3) Subsidising commodities m ay be a convenient method of 
bringing about a change in the distribution o f goods and services 
between persons. The provision o f free milk and school meals, and 
the subsidies on various foods, all fall in this category.

(4) Finally, goods and services may be subsidised by the 
“ many-product firm” , because the aggregate profits of the firm

1 In so far as an increase in the supply of a particular service leads to an increase in 
the demand for other goods and services, the goods and services in question can be 
looked upon as in joint or complementary demand.
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will be greater if  some of its commodities are sold below cost, 
and others above cost, than i f  each commodity or service were 
sold at a price which merely reflects its own cost and own demand 
and takes no account of the consequential changes in the costs 
and demands of other goods and services provided by the firm.1 
Apart from the case of by-products— where one cannot really 
speak of a subsidised price, since the costs of the several products 
cannot be dissociated from each other— subsidised commodities 
occur in all those cases where the demands for different things are 
in complementary relation to each other, and where a reduction 
in the price of a “ minor”  commodity or service leads to such an 
expansion of the demand for a “ major”  commodity or service, 
sold by the same firm, that the total amount spent on both will be 
greater than if  the price concession had been spread over both 
proportionately. Examples for this are innumerable. They take 
the form either of the subsidiary goods and services being sold 
separately, but at a loss (e.g. the Standard Oil Go. in the nine
teenth century sold oil-lamps at a nominal price, in order to 
increase the consumption o f oil; gas and electricity companies 
often sell, or hire, equipment to consumers at a nominal price; 
department stores have “ loss-leaders”  or deliberately incur losses 
on subsidiary services, such as restaurants, etc.) or of selling a 
bunch of commodities and services together, instead of pricing 
them separately (the miscellaneous services which distributors 
provide free of charge to customers, etc.). Clearly most “ selling 
costs” fall under this heading.2 Advertising is a particular case

1 An individual commodity or service is here thought of as something which could 
be provided and sold separately, whether or not it is so provided

2Cf also§35,pp 129-30 It is a debatable point whether the economics of all this com
modity subsidisation is consistent with the “ rational conduct”  of the homo oeconomicus 
or not Thus, with a perfectly rational man one would have to assume that the decision 
on the use of a particular method of illumination, such as oil (or gas, or electricity) 
would be based on the total cost of using the article, and not on a particular part of 
this cost, and therefore the stimulus imparted to oil consumption by the reduction in 
the price oflamps could be no greater than if the price of oil had, instead, been reduced 
by a corresponding amount, in which case it would only “ pay” to incur losses on a 
subsidiary commodity, if it would have equally paid to reduce the price of the main 
commodity But whether it is consistent with rational conduct or not, there is no doubt 
that business-men believe that demand functions do behave in this peculiar manner, 
and there is no need for us here to go behind the demand curves Also, the above 
argument could hardly be applied to advertising, since the subsidiary service provided 
in this case is knowledge concerning the mam product, and it cannot be argued that 
the consumer’s demand function for a particular commodity is unaffected by the 
degree of his knowledge in relation to it
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belonging to the former category where the subsidiary service is 
retailed entirely free o f charge, but separately, with a view to 
enhancing the demand for the main product. (It belongs to the 
former category, rather than the latter, since the advertising is 
freely provided to everybody, irrespective of whether they buy 
the main commodity or not.) The newspaper industry provides 
another example o f subsidised commodities, belonging to this 
class; here the service provided to the public is subsidised (the 
papers are sold to the public below cost), in order to enhance the 
demand for advertising space, by the advertisers. Advertising, 
therefore, is a subsidised commodity which itself subsidises other 
commodities, in so far as the advertising is done through media 
(such as the Press, or radio) which provide other services as well.

There are two important points to be made in connection with 
subsidised commodities belonging to category (4):

(a) Commodity subsidies provided by private firms always 
presuppose a state o f imperfect competition or monopoly; they 
cannot occur under perfect competition. The reason for this is 
that under conditions o f perfect competition the prices of all 
commodities and services are given to the individual firm, and 
all demands are infinitely elastic, so that a change in the rate at 
which any particular commodity is supplied by the firm cannot 
have any repercussion at all on the terms on which the firm can 
sell other commodities. Under perfect competition, the demand 
for any commodity, or any separate part o f a composite com
modity, is “ given”  to the firm; hence it could never pay a firm to 
sell a particular commodity below its own marginal cost. It 
follows also that under perfect competition, all separate (or rather 
separable) parts o f a composite commodity would be priced 
separately; or i f  they happen to be sold together, the price of the 
whole could never be different from the sum o f the prices of its 
parts, any one o f which could equally be obtained by the buyer 
separately, i f  he so desired. Subsidies and joint-pricing are the 
main distortions o f the price structure o f a system o f monopolistic 
competition, as compared with the hypothetical price structure of 

a purely competitive system.1
(b) On the principles of the economics o f welfare, commodity

1 Cf. also § 36, p. 130
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subsidies (along with commodity taxes) involve a maldistribution 
of resources between different uses, unless they are offset by 
corresponding differences between marginal private cost and 
marginal social cost. This is so because the optimum distribution 
of resources which maximises welfare relative to a given pattern 
of consumers’ preferences (and also a given pattern of income 
distribution between persons) is necessarily the one which secures 
the equality of price and marginal social cost, for all commodities.1

(iii) The expenditure on “ advertising service”  can be varied, 
not only by varying the amount of information supplied, or the 
number of consumers o f this information (i.e. the number of 
people to whom it is supplied), but also by varying the elaborate
ness of advertising techniques involving increased advertising 
expenditure per consumer, through putting the same information 
across “ more forcibly” . Whereas with the other services supplying 
information more expenditure generally means the supply of 
more information, or the supply of the same amount of informa
tion to more people,2 with advertising, increased expenditure may 
only mean the more frequent repetition of the same information, 
or its spreading over a larger area (larger letters, with more 
space between them, larger-sized illustrations) or drawing upon 
the support of wider and richer emotional associations. Hence the 
common distinction between “ informative”  and “ persuasive”  
advertising. This distinction, like everything else in economics, 
is one of degree. A ll advertising is persuasive in intention3 (i.e. 
it is supplied with a view to finding prospective buyers), and all 
is informative in character (in the sense that it supplies some 
information, even if  it is only the name of some firm or product).

1 A  brief note may be necessary on the terms “ private”  and “ social cost” , as here 
used The marginal private cost of a commodity is the increase in outlay, as recorded 
by the individual producing unit, following upon the expansion of production by a 
small increment The marginal social cost of any particular commodity a, measured 
m terms of some other commodity b, is the amount of b which under the given con
ditions of production has to be given up (or sacrificed) in order to expand the pro
duction of a by a marginal increment If the expansion of the production of a involves 
no inevitable reduction in the output of other commodities, its marginal social cost is 
clearly zero In a state of full employment, where the expansion of production m some 
directions necessarily involves reductions in others, the marginal social cost of a 
commodity will equal its marginal private cost if (a) the marginal costs of individual 
factors are equal to their pnees, (b) the change in output leaves the productivity of 
resources engaged elsewhere unaffected (1 e there are no external economies or 
diseconomies).

2 With the possible exception of increased outlay on newspaper headlines.
3 With the exception perhaps of certain legal and personal announcements.
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But with some advertising, the motive o f persuasion is very large, 
while with others (such as classified advertising, price-lists or 
directories) it is relatively small. Modern display advertising 
contains relatively little information, but it is designed to force 
the information which it does contain to the attention of the 
public by its sheer prominence.

4. It follows from the above considerations that the expenditure 
on advertising cannot be justified— on the purely formal plane 
o f economic theory— in the same way as the expenditure on other 
commodities and services, merely by reference to the principle of 
“ consumers’ sovereignty” — i.e. by accepting consumers’ prefer
ences as the ultimate criterion of all economic activity.1 For 
advertising, being a subsidised commodity, is not supplied in 
response to consumers’ demand; the scale o f expenditure on 
advertising— unlike the scale o f expenditure on goods and services 
which are not subsidised— is not determined by the preferences of 
the customers, as registered through the price-mechanism, but 
by purely extraneous considerations. Profitability is a test of 
consumers’ preferences only in a purely competitive system 
where the price-mechanism accurately registers the pull of 
competing attractions.2

This does not necessarily mean that the expenditure, from a 
social point o f view, is wasted (in the sense that it brings no 
utility— or a utility considerably less than the cost); it means, 
however, that it needs to be justified by considerations other than 
profitability. In an analogous manner to the goods and services 
provided through the public purse, the question whether it is 
wasteful or not must be determined by reference to the presumed 
social utility o f the service which the expenditure provides.

5. An examination of the social utility of a particular service

1 Whether consumers’ preferences should, m fact, be accepted as the ultimate 
criterion is another question that cannot be gone into here. In accepting “ comumers 
sovereignty” , welfare economics makes two postulates, neither of which is universally 
true' that consumers act rationally, and that their individual preferences are inde
pendent of each other. These questions, however, are not really relevant to the point 
made in the text, viz that advertising outlays cannot be justified by the criterion of 
consumers’ preferences, even if the latter is accepted as the ultimate criterion.

2 The same mental confusion which regards any economic activity as being in 
response to consumers’ preferences, merely because that activity happens to be profit
able, is encountered m many other contexts— e g when it is argued that the increase 
in distributive costs in the inter-war period was merely a reflection of the consumers 
desire for “ greater service” .
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which is not provided in response to market demand must attempt 
to answer three questions: (1) Is there a genuine need for it?
(2) Does it fulfil this need in a satisfactory manner as to quality ?
(3) Is the scale of expenditure on it justifiable or excessive?

6. There can be no question as to the genuine need for infor
mation concermng the price, and especially the quality, of 
commodities available for purchase. This need becomes all the 
greater the more important are the complex and durable pro
ducts of industry in the consumers’ budget, goods which the 
individual consumer buys only infrequently— perhaps only once 
in a lifetime— so that he cannot acquire the necessary information 
merely by experience ; and which are, by their nature, so complex 
that their quality can only be judged by an expert. There is no 
doubt, also, that if  advertising were not provided freely, the con
sumers would be quite willing to pay for the supply of market 
information (as they already do in some cases, for example, rail
way guides), though there is reason to believe that the consumers, 
on the whole, tend to underestimate the benefits of increased 
knowledge and a strong case might be made out for enlarging 
the service by means o f a subsidy.

7. There is no doubt, therefore, that advertising has a social 
function to fulfil. What requires consideration is whether it fulfils 
this function in a satisfactory manner, and without an unnecessary 
waste of resources which might have been devoted to other uses. 
As a means of supplying information, it may be argued that 
advertising is largely biased and deficient. Quite apart from the 
making of deliberately faked claims about products which legis
lation and professional etiquette have never yet succeeded in 
suppressing, the information supplied in advertisements is 
generally biased, in that it concentrates on particular features to 
the exclusion of others; makes no mention of alternative sources 
of supply; and it attempts to influence the behaviour of the 
consumer, not so much by enabling him to plan more intelligently 
through giving more information, but by forcing a small amount 
of information, through its sheer prominence, to the foreground 
of consciousness.

All these defects arise not because advertisements are supplied 
freely, but because they are supplied by interested quarters—
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the economic units intending to sell the products advertised. In 
the world o f commodities the “ authors”  write their own reviews; 
and because all this review-writing in turn provides subsidies to 
others, the professional review-writers (i.e. the Press) refrain from 
reviewing their productions at all. The value of the information 
offered about commodities depends, in precisely the same manner 
as the value o f the information offered about books or plays, or 
anything else, on its objectivity and impartiality. But impartial 
and unbiased information could only be provided if  the writers 
o f advertisements were financially independent of the products 
advertised. The natural source for supplying the public with 
current information about commodities is the Press, which already 
supplies current information on all other things, and it is at least 
arguable that i f  Press-advertising had not developed, the news
papers would gradually have devoted an increasing proportion 
o f their space to giving information on consumers’ goods, in the 
same way as they supply information on plays, horse-races, or 
the Stock Exchange. The charge that can be made against 
advertising as a method o f supplying market information is 
therefore not only that it fails to provide enough information or 
unbiased information, but that its development has indirectly led 
to the suppression o f other channels of information about com
modities; and that in consequence the public may actually be 
provided with less information than it would have obtained 
without it, at a much higher cost to the community.1

8. This brings us to the question o f the scale o f expenditure on 
advertising. W e find that the cost o f providing this highly in
adequate and defective information-service is exorbitantly high.
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1 W e must sharply distinguish here, of course, between the purely informative 
element in advertising and the persuasive element (which belongs to another branch 
of the argument) If, to take an example, X X , Ltd., spend large sums annually on 
advertisements, saying “ X X  is Good For You” , this may be an effective method of 
increasing the sales of X X  beer, but the informative content of the advertisement is 
merely this: “ X X , Ltd., believe that the consumption of X X  is beneficial to health ’ 
Whether this is a valuable piece of information or not, its information-value is ex
hausted as soon as the public are first told of it. Any further repetition of the message, 
and its display in prominent form, does not serve the purpose of information but of 
persuasion; it serves the purpose of inducing the public to believe it as well, and to 
keep it in the foreground of consciousness. While as a means of persuasion it may be 
very effective, its information value is zero (Moreover, assuming the message to be 
true, it might reach the public in many other ways— through the recommendation of 
doctors, for instance— it does not necessarily follow that without the advertisement the 
public would have remained ignorant of it )



The total national expenditure on all forms of advertising before 
the war may be put at £90 million.1 O f this sum, probably not 
more than £20 million can be put down as the net subsidy, paid 
through advertising, to the news-gathering and informative 
services of the Press.2 This leaves the sum of, say, million as 
the total expenditure on advertising alone. As a proportion of the 
national income this is certainly not very large. But the proper 
test to apply here is not the relation of this expenditure to the 
national income, but (a) its relation to the expenditure on all 
other services concerned with the increase and dissemination of 
knowledge; (£) its relation to the probable cost of providing an 
adequate information service about commodities, if  this service 
were provided in some other manner.

The total national expenditure, in 1938, on all services con
cerned with the increase and the dissemination of knowledge 
might be put at some £310 million, made up as follows (some of 
the figures are rough estimates) :

£  million
Total Income of all Schools . . . .  . . 1 2 5
Total Income of Universities and Colleges . . . 8
Scientific and other Research, outside Universities and Colleges . 6
Libraries and Museums . . 4
Total Expenditure on all forms of Newspapers and Periodicals3 . 87
Total Expenditure on New Books . . .  10
Advertising (net) . .  . .  . .  . . . .  . .  70

310
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Not the whole of this sum can be put down as the cost of 
providing “ information” , some part of the expenditure on books 
and periodicals in particular is more properly allocable as 
“ entertainment”  (i.e. novels, stories, etc.). But it is difficult to 
draw the line with precision, or to separate out this item statistic
ally. Even so, the share taken up by the cost of providing market 
information in the form of advertising is shown to be dispropor
tionately large— it is nearly as great as the whole cost of providing 
current information in all fields through all forms of the Press,

1 C f Kaldor and Silverman, A Statistical Analysis of Advertising Expenditure and of the 
Revenue of the Press, National Institute of Economic and Social Research, Cambridge 
University Press, 1948, Chapter II

2 Net after deducting all costs, direct and indirect, of providing the advertisements 
and of the contribution of advertising to the profits of the publishing industry.

3 This includes the retail value of all newspapers and periodicals sold, plus the net 
subsidy (taken at £ao million) from advertising.

and over half the total cost o f education in all schools and uni
versities together.

O f  this £70 million, probably not more than £15-^20 million 
can be put down to “ informative”  advertising in the narrower 
sense, such as price-lists, directories and the classified advertise
ments o f newspapers, leaving about ^50-^55 million to all forms 
o f “ display advertising” . It is this latter sum which would have 
to be compared with the possible cost o f providing an adequate 
service o f information to the public about commodities, if this 
service were provided independently, and not financed through a 
subsidy from the producers o f the individual goods advertised. 
The cost o f providing an adequate team o f investigators, with 
laboratories— where necessary— for commodity-testing, could 
hardly exceed £5 million (the pre-war expenditure on all forms 
o f research), while the cost o f putting the information before the 
public (through, e.g., the newspapers devoting a certain proportion 
o f their space to it) could hardly be more than a tenth of the 
present total cost o f the services provided by newspapers and 
periodicals, that is, some ^8-^9 million. Thus the cost of an 
independent information service about commodities— quite dis
regarding the great improvements in the quality and the quantity 
o f information which it would bring about— could only amount 
to a fraction o f the present cost o f advertising to the community.

g. In view o f this, it would hardly be justified to spend a great 
deal o f time on this particular aspect o f the problem of advertising. 
A  great deal of evidence could no doubt be collected about the 
informative value of display advertising; the degree of truth 
and falsehood in advertisements; the extent to which the con
sumer turns to advertisements as a source o f information; the 
extent to which advertisements appeal to “ emotions”  rather than 
to the “ intellect” , etc. It would probably be found that this 
informative value varies greatly as between different trades, even 
•within the general category o f display advertisements— at one 
end o f the scale being advertisements relating to sales by depart
ment stores, which disseminate market information in a strict 
sense, and tend to reduce market imperfection; at the other end 
o f the scale, advertisements which have a negative informative 
value, because they induce false beliefs in the consumer about the
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capabilities of particular products, such as many advertisements 
of patent medicines and foods. But investigations of this sort could 
hardly alter the broad picture which emerges from a general 
consideration of the problem; and in any case, few would care to 
justify the methods, and the scale of expenditure, of modern 
advertising by reference to the services of information which it 
provides. I f  advertising is to be justified it must be by reference to 
its indirect consequences rather than to its direct benefits ; it must 
be justified by demonstrating that improvements in productive 
and distributive efficiency resulting from advertising more than 
offset both the direct cost of advertising and the balance of further 
social losses caused by distortion of demand, etc.

T h e  I n d i r e c t  E f f e c t s  o f  A d v e r t is in g

10. As mentioned in paragraph 1, p. 96, the main arguments 
which are advanced in favour of advertising (and, perhaps, also 
the main arguments advanced against advertising) are not con
cerned with the function of advertising as a service to the com
munity, but with its indirect effects upon the working of the 
economic system as a whole. The arguments advanced m favour 
of advertising are (briefly) that advertising increases the efficiency 
of production and distribution both by lowering costs of pro
duction and distribution per unit of output (by more than 
the cost of advertising) and by raising quality; that it 
increases the general level of output by stimulating activity and 
reducing unemployment; that it reduces the amplitude of 
fluctuations by stabilising demand; that it makes for better labour 
relations in industry; that it increases consumer satisfaction 
because of the pleasure derived from advertisements and because 
(by promoting the sale of branded goods) it makes for greater 
convenience of shopping; and, finally, that by the subsidy it pays 
to the newspaper industry it promotes a free and independent 
Press. The arguments advanced against advertising (other than 
the fundamental one dealt with above) are, to a large extent, 
the direct opposites of these claims: that advertising increases the 
power of monopoly, with all its evils ; that it tends to reduce the 
general level of activity by raising prices relatively to costs; that 
apart from the expenditure on advertising itself, it stimulates
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wasteful expenditures in other directions; that it increases the 
instability o f the economic system by increasing the amplitude of 
fluctuations; that it creates a false sense o f values and leads to a 
constant tendency for actual satisfaction to fall short of expecta
tion; generally, that it leads to inefficient distribution by con
sumers o f their expenditure and that it jeopardises the freedom 
and independence o f the Press.

11. The most important of these supposed effects, beneficial or 
otherwise, must operate through the influence of advertising on 
the demand for the commodities advertised. It is only by making 
the demand for a commodity, or for a particular product of a firm, 
different from what it would have been without advertising, that 
advertising activity can have any consequential influence upon 
efficiency, quality, or the level o f employment. Hence, before the 
latter can be dealt with, the question o f the effect of advertising 
on demand must first be considered.

Here a sharp distinction must be drawn between the effect on 
the general demand for an advertised commodity, and the effect 
upon “ selective demand” , i.e. upon the share of the general 
demand falling on the product of a particular firm. The former 
might be insignificant, while the latter is considerable (though it 
is unlikely to be the other w ay round; i f  the former is significant, 
the latter is likely to be significant as well) ; and the analysis of the 
economic effects o f these reactions must proceed on different lines.

The Effects o f Advertising on the General Demand for Commodities
12. As regards the effects of advertising on general demand (i.e. 

the extent to which advertising changes the consumers’ structure 
o f preferences between different goods and services) it is clearly 
impossible to lay down any generalisations. In the case of the 
introduction of some new commodity, such as the vacuum cleaner, 
the wireless, or the refrigerator, advertising might clearly help 
in securing the more rapid adoption o f the commodity for general 
use by spreading knowledge about it more quickly than would 
have been done otherwise.1 This, however, is an initial effect, 
whereas the important question is whether continued advertising 
exerts a steady influence on the demand for a commodity already

1 On this point, c f also p. 126, note 2.
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in general use. On a priori grounds one would expect that the sale 
of certain classes of commodities would be greatly reduced in the 
absence of advertising— commodities such as patent medicines, 
hair treatments, etc., or certain types of patent foods, like break
fast cereals or health beverages. It is much more doubtful whether 
advertising has a significant effect on the consumption of more 
fundamental classes of commodities, such as tobacco, beer, soap, 
chocolate, etc.1 When more information is available about the 
annual movements of consumption of individual commodities 
over longer periods, it will be possible to examine this question 
by separating out the residual variations from the effects of 
changes in income and changes of relative prices and correlating 
the former with advertising expenditures.

13. I f  it were found that m an appreciable number of cases 
advertising has had a significant effect on general demand, that 
alone would not, o f course, afford any evidence on the effects of 
advertising on welfare. I f  the expansion of demand of advertised 
commodities is at the expense of the demand for non-advertised 
or little-advertised goods, the shift must be presumed to be due 
to the unequal incidence of advertising between different trades 
and it is impossible to say whether consumers, as a body, are better 
off, or worse off, as a result of the shift; except, perhaps, that it is 
reasonable to suppose that in neither case could the effect on 
welfare be very significant.2

14. I f  the expansion of demand is largely at the cost of intended

1 The Borden enquiry, after an extensive investigation of a dozen commodities, here 
reaches a largely negative conclusion' “ From the many cases analysed and from the 
industry studied one clear and important generalisation can be made, namely, that 
basic trends of demand for products, which are determined by underlying social and 
environmental conditions, are more significant in determining the expansion or 
contraction of primary demand [1 e general demand] than is the use or lack of use of 
advertising . .  Advertising has been effective in expanding demand when underlying 
factors favoured expansion In other instances expansion has gone ahead irrespective 
of whether advertising has been used Conversely, strong adverusmg has not overcome 
contraction of demand when underlying conditions have operated to bring contraction ”

“ When advertising has been used, its chief effect on primary demand has been 
either to speed up the expansion of demand that naturally would have come without 
advertising, or to check or retard an adverse trend Consumers’ wants for products 
have been determined by the character of consumers and by their existing environ
ment Advertising has not changed people’s basic characteristics, nor has it appreci
ably changed environment ”  (Borden, The Economic Effects of Advertising, Chicago, 
*942. PP 433'4-)

2 Except, perhaps when, as an indirect consequence of advertising, people become 
conscious of certain things of which they previously were unaware (e.g the B.O- 
campaigns, etc.).
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saving (i.e. i f  it raises the general propensity to consume) the 
situation is different; since in that case it could be argued that 
in an unemployment economy, advertising increases the level of 
output and o f employment. Some writers1 have attempted to 
construct a “ case for advertising”  by making that assumption. 
But it is impossible to test this hypothesis statistically, as no 
method could be devised that would show %vhat savings would 
have been i f  advertising had been less. All that it might be possible 
to show is— if an estimate could be made, on the lines mentioned 
in paragraph 12 above, of the expansion of demand for individual 
commodities that is attributable to advertising activity— what 
was the possible maximum effect on the national income, on the 
assumption that the whole o f the expansion was at the cost of 
saving, and not at the cost o f alternative consumption.

Advertising and the Level o f Employment
15. O n this view, advertising is looked upon as a method of 

raising the level o f employment. In a laisser-faire economy where 
deliberate policies aiming to regulate the volume of employment 
are excluded, this particular feature o f advertising would have to 
be carefully examined and weighed up against other considera
tions in arriving at a final judgment on the effects o f advertising 
on welfare. But it is doubtful whether this procedure would be 
appropriate in the circumstances o f present-day Britain. Mass 
unemployment is now officially recognised to be the consequence 
o f the failure o f the economic mechanism to generate sufficient 
effective demand to take up all the goods that the available 
resources o f the community are capable of producing, and it has 
been accepted as the responsibility of the State in future to ensure 
(by means of fiscal and economic policies) that adequate total 
outlay is generated for the community as a whole, and mass 
unemployment is avoided. Even i f  it could be shown, therefore, 
that advertising, by stimulating spending, tends, other things being 
equal, to make unemployment less, it could no longer be taken for 
granted that unemployment would, in fact, be greater if  the 
stimulus o f advertising were, for some reason, withdrawn— since 
it could not be assumed that changes in any particular factor 

1 C f  Rothschild, Economic Journal, 1942, pp. 112-21.
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affecting the general level of employment would leave all the 
other determinants of the level of employment unchanged. This 
means that in investigating the effects of advertising on employ
ment the question to be examined is not whether advertising 
stimulates employment as such, but whether as a method of 
increasing employment it is better or worse than other methods.

There is another, logically compelling, reason for this procedure. 
In an economy where the general level of production is deter
mined by effective demand, and not by the amount of available 
resources, the ordinary rules of welfare economics are, in a sense, 
reversed: here “ waste”  is economical and economy is wasteful. 
In such an economy, a higher output of any particular commodity 
or service will not mean a lower, but usually a higher output of 
other things; the marginal social cost of one commodity or service, 
therefore, is not positive, but zero or even negative. Hence it is 
quite impossible on such assumptions to discuss sensibly whether 
any particular kind of expenditure is “ wasteful”  or not— on these 
assumptions no expenditure can be wasteful. I f  the advertising is 
to be justified as beneficial to the community, this must be 
demonstrated on more solid grounds than by saying that “ since 
the resources devoted to it would otherwise be wasted in unem
ployment, it doesn’t cost anything” . In order, therefore, to arrive 
at a balanced judgment on the social benefits derived from adver
tising (or of anything else) the employment effects must be kept 
rigidly separate from the others; as regards the former, the 
question to be investigated is whether advertising is an appro
priate and socially beneficial method for curing unemployment; 
while as regards the latter, the same criteria must be employed as 
are appropriate in an economy where the general level of pro
duction is determined by the scarcity of available resources.

16. As regards the effects of advertising on employment two 
considerations must be kept apart: (i) the effect of advertising on 
the propensity to consume; (ii) the primary and secondary effect 
of advertising outlay in raising incomes. As regards the latter, the 
primary question is whether advertising expenditures represent 
a form of investment, to be regarded as an “ offset”  to savings or 
not. This depends on whether advertising outlays are treated by 
business-men as capital expenditures, or current expenses (on
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income account) ; in so far as it is the latter, advertising outlays 
must im ply either an equivalent rise in selling prices, or else an 
equivalent reduction o f current profits.1 In neither of these cases 
could the expenditure on advertising be regarded as a net addition 
to total expenditure, and hence to total income. In case it is 
assumed that the cost o f advertising is offset by a reduction of 
profits (in other words that, in the absence o f advertising, selling 
p rces would not have been lower, but net profits, as a proportion 
o f selling price, would have been higher), there is some con
sequential income-redistribution from profits to salaries and 
wages (since a proportion o f this expenditure goes into salaries 
and wages), and hence some bénéficia 1 effect on employment 
because a higher proportion o f salaries and wages can be assumed 
to be spent than o f profits. But, even in this case, the primary and 
secondary employment-creating effect o f the expenditure could only 
be a fraction o f that o f an equivalent amount of loan expenditure.

17. Since the great bulk o f advertising outlays is probably on 
income account, and not on capital account, the employment- 
creating effect o f advertising can, therefore, mainly be sought in 
the psychological effects of advertising on the savings propensities 
o f the general public. Since the savings o f the lower classes are in 
any case inelastic (they are mostly in the form of insurance 
policies, etc.), the effect o f advertising must be sought in the 
reduction o f middle and upper class savings— i.e. by inducing 
people in these income ranges to spend on advertised goods sums 
that would otherwise have been saved. We have already seen that 
it would be very difficult to examine whether this contention is 
valid or not; and i f  valid, whether the effect is quantitatively 
important. But assuming that it is true, there are two things to 
be pointed out. First, that on general considerations, it is doubtful 
whether the raising o f the propensity to consume of the middle 
and upper classes in this haphazard manner is a socially desirable 
way o f curing unemployment. Second, that (quite apart from this 
consideration) it is highly doubtful whether advertising is an 
appropriate method for regulating employment, i.e. for offsetting 
fluctuations o f activity emanating from other causes. For even if

1 I f  advertising outlays are treated as part of the prime costs o f  production, changes 
in the rate of advertising outlays must be reflected in corresponding changes m the 
selling price; if  they are treated as overheads, this need not be so in the short period.
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it could be shown that advertising, in general, makes the pro
portion of income consumed higher than it would have been 
otherwise, it by no means follows that there is any definite relation 
between the scale o f advertising expenditure and the propensity 
to consume, i.e. the employment-creating effect of the marginal 
advertising expenditure might well be zero. It would be fallacious, 
therefore, to assume the existence of a definite “ multiplier”  with 
respect to advertising expenditure, in a manner analogous to the 
multiplier in the case of loan expenditure.

18. As a matter of fact, the scale of expenditure on advertising 
varies positively with the general level of economic activity,1 so 
that, in so far as the effect of marginal expenditure is positive, 
advertising itself tends to accentuate the amplitude of economic 
fluctuations. Hence any beneficial effect on the average level of 
employment would have to be set against the increased instability 
of employment. Further, in so far as, in the absence of advertising, 
selhng prices would have been lower (and not profits higher) the 
positive effect on the propensity to consume of the individual 
consumer would have to be set against the negative effect on the 
propensity to consume for society as a whole, due to the changed 
income distribution.

ig. In view of the above considerations, it does not seem 
promising to undertake prolonged investigations on the effect of 
advertising on the general level o f employment. As a possible 
method o f ensuring an adequate and steady demand for labour, 
advertising comes out pretty badly— as is shown by the fact that 
the pre-war scale of expenditure on advertising did not prevent 
mass unemployment, and there is no adequate reason to suppose 
that advertising on a greatly enlarged scale could have done so; 
and also by the fact that unregulated advertising activity in itself 
acts, i f  at all, in a destabilising direction, and it is difficult to see 
by what methods this tendency could be reversed.

20. Before leaving the question of the effects of advertising on 
unemployment, we might deal with the related problem of the 
effects of unemployment on advertising. It is sometimes argued 
that advertising (or, at any rate, large-scale advertising) is a

1 This can be established on the basts of the American figures and the evidence in 
Britain points in the same way.
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consequence o f the insufficiency o f effective demand; and that in 
a full-employment economy it -would disappear. Now it is per
fectly true that the immediate reason which makes business-men 
advertise is the fact that they could increase their profits by 
increasing their sales; under conditions where sales are limited by 
factors other than demand (by the amount of raw materials 
available, by the scarcity o f labour, or o f plant and machiner)') 
there would be no point in stimulating sales by advertising. But 
it is most unlikely that the kind o f full employment that is likely 
to be realised in peacetime wall be such as to make it impossible, 
or unprofitable, for the individual firm to expand. Under con
ditions o f extreme scarcity, as in wartime, the output of the 
typical firm is limited by raw-material allocations, or the difficulty 
o f hiring more labour. It faces a “ seller’s market”  and has no 
difficulty whatever in selling all that it can produce.1 But the mere 
disappearance o f mass unemployment in peacetime will not (and 
could not) imply a state o f affairs where the scarcity of labour is so 
acute that expanding firms should be unable to expand; nor will 
it imply the extreme wartime scarcity o f materials or equipment. 
T he fundamental reason (as will be argued below) why the 
individual firm’s sales, at any time, are limited by demand (and 
not by rising costs o f production) are to be sought, not in a general 
insufficiency of demand and the existence of unemployment, but 
simply in the imperfection of the market. The forces making for 
advertising will continue to operate whether there is large-scale 
unemployment or not; indeed, they operate more strongly in 
times o f prosperity than in times o f depression. In the past, in 
times o f boom (when there was the nearest approach to full 
employment) advertising activity did not tend to disappear; on 
the contrary it was at its height.

The Effect o f Advertising on Selective Demand
21. W e now come to the question o f the influence of advertising 

on “ selective demand” — i.e. on the demand for the products of a
1 In conditions of wartime full employment, therefore (though not peacetime full 

employment), advertising should tend to disappear. The reasons why it did not, m 
fact, do so, were (i) business-men regarded the situation as temporary, and con
tinued to advertise in order to maintain goodwill for the post-war period, (it)m e 
system of taxation, especially E.P T., made advertising, from the point of new of the 
advertising firm, extremely inexpensive.
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particular firm. This, of course, is a question of prime importance 
to the business-man ; and a large amount of work has been under
taken in order to determine the “ pulling power”  of advertising in 
different trades, with different kinds of media and with advertise
ments relying on different kinds of appeal. With some kinds of 
advertising the sales-response can be more or less exactly measured 
(as e.g. -with mail advertising, or Press-advertising asking for a 
response through the mail) while, with other kinds, the response 
can only be estimated through an analysis of time-series, where 
the reliability of the estimate depends on the degree to which 
irrelevant factors affecting sales can be eliminated. No doubt, in 
many cases, the advertiser remains m the dark as to the effect of 
his adverdsing outlay on his sales; no doubt, also, much advertis
ing expenditure is “ wasteful”  in the sense that the sales-response 
is less than adequate to compensate for the outlay. But as to the 
broad fact that, by and large, advertising raises the demand curve 
for the product o f the firm, there can be little doubt;1 and, 
provided this “ broad fact”  can be taken for granted, the questions 
of how (and why) this “ pulling power”  varies as between different 
trades, and different forms of appeal— why some advertising is so 
much more successful than others— fall outside the scope of this 
enquiry. These questions are only of importance to the economics 
of business management, from the point of view of the economics 
of welfare they are irrelevant— or rather, the only question that 
is relevant is whether this “ pulling power”  exists or not. I f  it did 
not exist— if, in other words, the advertising outlay were a sheer 
waste, from the business point of view— the question whether 
advertising is profitable or not from a social point of view simply 
would not arise. The latter problem arises when the former— the 
profitability of advertising to the advertiser— is already taken for 
granted.

22. Economists, in dealing with the problem of advertising, 
generally took it for granted that advertising outlay raised the 
demand curve for a particular firm, other things being equal, 
including the scale of advertising outlays of rival firms. They 
argued, however, that while advertising might be profitable from

1 Otherwise it would be difficult to explain why firms should continue to spend large 
sums, year by year, on advertising, even when their sales, oyer time, tend to be constant.
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the point o f view o f any particular firm, i f  that firm alone adopted 
it, it would be a sheer waste i f  advertising by one firm led to the 
adoption o f similar advertising by its rivals, since the advertising 
efforts o f the various firms would largely cancel each other out, 
leaving the sales, etc., o f particular firms pretty much as they 
were. Thus Professor Pigou:1 “ It may happen that the expendi
tures on advertisement made by competing monopolists simply 
neutralise one another, and leave the industrial position exactly 
as it would have been i f  neither had expended anything. For 
clearly, i f  each of two rivals makes equal efforts to attract the 
favour o f the public away from the other, the total result is the 
same as it would have been i f  neither had made any effort at all.”

23. It is, however, most unlikely that the general adoption of 
advertising in a particular trade should leave the relative position 
o f the various firms, or even the “ pattern”  of the industry, 
unaffected ; and in the reasons why this is so lies perhaps the real 
secret o f advertising. To make this clear, let us assume that a 
particular trade was initially in equilibrium with n firms, not 
necessarily o f the same size, but ■with a constant pattern of size 
distribution, i.e. with the size and character o f the “ representative 
firm”  constant. I f  all firms adopted advertising, this would have a 
similar effect on the equilibrium o f the industry to that of some 
new invention which introduced internal economies of scale: it 
would render the existing distribution o f sales among firms 
unstable. The reason for this is that the shift o f the demand curve 
resulting from advertising cannot be assumed to be strictly 
proportionate to the amount spent on advertising— the “ pulling 
power”  o f the larger expenditure must overshadow that of smaller 
ones2 with the consequence (a) that the larger firms are bound to 
gain at the expense of the smaller ones; (b) if, at the start, firms are 
more or less o f equal size, those that forge ahead are bound to 
increase their lead, as the additional sales enable them to increase 
their outlay still further. Hence, after advertising has been gener
ally adopted, and the trade settles down again to some sort of 
equilibrium, the pattern o f the industry will have changed; sales 
will have been concentrated among a smaller number of firms,

1 The Economies of Welfare, 3rd ed., London, 1929, p. 200.
2 Cf. Marshall, Industry and Trade, p. 307 and note.
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and the size of the “ representative firm” will have increased. Or, 
to use a physical analogy, the introduction of advertising causes a 
competitive field to become “ gravitationally unstable” . It follows, 
moreover, that i f  the previous state of equilibrium was a “ stable” , 
and not merely a “ neutral”  one— i.e. if  it was the result of forces 
tending to establish that particular pattern of output-distribution 
among firms, and not merely an accidental outcome of the 
historical development o f the industry— this “ concentration- 
effect”  of advertising will be a reversible one; the continuance of 
the new equilibrium will depend on the continuance of advertis
ing, and would be followed by a process o f de-concentration if  
advertising were to cease.

Advertising and Economic Concentration
24. Indeed, the problem is not so much to explain why this 

concentration should occur as a result of advertising, but why it 
should come to a halt. I f  the firms were subject to internal dis
economies of scale, the process would be brought to a halt by the 
gradual increase in the costs of manufacture; there would neces
sarily come a point where further shifts in the demand curve, 
brought about by increased advertising, would fail to compensate 
for the fall in profits due to higher costs o f production. The 
developments in managerial organisation, etc., over the last half- 
century or so have shown, however, that not much reliance can 
be placed on internal diseconomies of scale fixing an “ optimum 
size”  to the firm;1 and in the case of constant returns to scale (and, 
a fortiori, in the case of increasing returns to scale) this process of 
concentration might go on indefinitely (or until complete mono
poly is established) so long as the basic assumptions, that a larger 
expenditure on advertising exercises a greater “ pulling power”  
than a smaller expenditure, and that the sums which particular 
firms can devote to advertising are more or less proportionate to 
their sales, remain valid. But there are reasons to suppose that 
beyond a certain range these assumptions cease to be valid; there 
comes a point where the market becomes “ saturated”  with

1 It is only in the case of the one-man or one-family business that diseconomies of 
scale might be regarded as an important limiting factor, and here again the limitation 
in the amount of capital at the firm’s command is probably more important than the 
inefficiencies due to large-scale management.
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advertising and further increases of outlay rail yield rapidly 
diminishing returns. Moreover, as the concentration process 
proceeds, and the surviving firms get larger in size, it becomes 
more and more difficult for any firm to increase its advertising 
outlay relatively to its competitors; since these competitors can, 
and would, re-act by increasing their own expenditure in turn, 
if  necessary out o f all proportion to the magnitude of their sales. 
Whereas the early stages o f the concentration process are more or 
less automatic— the disappearance of the small firms proceeds 
automatically as a result of the increasing unprofitability1 of their 
business, due to the changing character o f the market— the later 
stages are apt to take on the character of “ war” , with each firm 
jealously guarding its own territory and being prepared, if 
necessary, to incur heavy losses in order to repel any attempt at 
intrusion by others. Hence the ultimate effect o f this concentration 
process is much more likely to be some form of “ oligopoly”  (the 
dominance o f the market by a few large firms) than monopoly.

25. I f  the above argument is, in general, valid— if, in other 
words, there is a general presumption that advertising promotes 
industrial concentration to a greater or lesser degree, the extent 
varying with the character o f the individual trade in question, the 
“ advertisability”  o f the particular commodity, the technical 
conditions o f its production, etc.— the problem of the economic 
effects o f advertising becomes (in part) one of analysing the 
economic effects o f industrial concentration. The judgment of 
economists brought up on the traditional doctrines is generally 
adverse. Advertising is a method of differentiating, in the eyes of 
the consumer, the products o f one firm from those of its com
petitors; it is a method, therefore, of reducing the scope and 
effectiveness of price-competition by attaching a strong element 
o f “ goodwill”  to each firm. Hence, according to this argument, if  
the concentration is economically justified owing to economies of 
large-scale production, it does not necessarily follow that it would 
not have come about without advertising; for, in the absence of 
advertising, firms would have been driven to compete on the basis 
o f price, and price-competition would have brought about the

1 Both on account of the rise in costs (due to advertising) and the fall in sales, due 
to more powerful advertising by others.
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same result, in a more beneficial way to the consumer.1 If, on the 
other hand, the concentration is not justified by the existence of 
economies of large-scale production— if there are constant returns 
to scale, and, a fortiori, if  there are diminishing returns— con
centration brought about by advertising is definitely harmful; for 
quite apart from the rise in costs caused by advertising, there is a 
rise in the margin o f profit, and hence m the prices paid by the 
consumer, due to the reduction in the degree of freedom of entry 
of newcomers, and the consequent increase in the degree of 
monopoly power enjoyed by those inside the trade. For the larger 
the size of, and the greater the amount of, “ goodwill”  attached to 
the “ representative firm” m any particular trade, the larger is the 
initial outlay which must be risked by a potential newcomer who 
wishes to invade the market; the higher, therefore, the level of 
“ normal profit”  which insiders can enjoy without attracting new 
competitors.

26. This is the essence of the argument, frequently advanced, 
that advertising is mainly a device for strengthening monopoly 
power and weakening competition, and is, therefore, anti-social 
in its effects in much the same way, and for much the same reasons, 
as other institutional devices limiting competition, such as 
exclusive patent rights. There can be no doubt that advertising, 
by promoting industrial concentration, automatically enlarges 
the range within which firms are free to vary prices. But the 
view that this increased monopoly power is necessarily anti-social 
in its effects— which is the basic tenet of economic liberalism—  
assumes that a freely competitive market has the same freedom 
and opportunities as regards the methods and organisation of 
production, and the same facilities for taking advantage of in
novations, as a monopolistic one. This view, however, is challenged 
by those who maintain that some degree of monopoly is essential 
in order to secure higher forms of technical organisation which 
require large outlays of fixed capital, and which could never be 
achieved in a market where entry is free.2 This is, in my view, the 
real issue involved in examining the economic effects of advertis
ing, in comparison with which other aspects of the problem are

1 This argument is dealt with at some length below.
2 C f Schumpeter, Capitalism, Socialism and Democraiy, Chapter V III, for a brilliant 

statement of the case for monopoly.
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relatively insignificant. That advertising promotes the concen
tration o f economic power cannot reasonably be doubted—  
indeed, i f  it did not, the whole discussion about the effects of 
advertising on the efficiency of the economic system would be 
irrelevant, since only by promoting concentration can advertising 
affect the working of the economic organisation— but the question 
whether this is beneficial to society or not cannot be decided by 
the formal arguments o f economic theory. During the last forty 
years or so the competitive markets typical o f nineteenth-century 
capitalism— with individual industries consisting of hundreds of 
small or medium-sized businesses, whose individuality was, over 
a wide field o f industry, hidden from the consumers’ view— were 
replaced by a new type of economic organisation, the modem 
oligopoly, where a few (usually less than half a dozen) firms 
control the vast bulk o f the market. A  wide range o f manufactured 
consumers’ goods (with the exception o f textiles and clothing and 
smaller household goods) are now supplied through markets of 
this character. It would be idle to ascribe the whole o f this change 
to the influence o f advertising— the development of modern 
techniques o f business management, the joint stock company law, 
the patent law, the invention of new techniques of production 
giving greater advantages to larger scale production, all contri
buted to it— but advertising was an important contributing factor; 
in certain cases perhaps the dominant one. Has it, on balance, 
enhanced economic progress? To clarify the issues in relation 
to the particular phenomenon o f advertising, it is necessary 
to make a digression and examine briefly the functioning of 
the “ competitive market”  which the modem oligopoly has 
superseded.

Types of Market Organisation
27. In the case o f certain foodstuffs and raw materials, the 

forces o f competition gradually evolved a highly technical organ
isation for “ clearing”  supply against demand, in the shape of 
centralised markets (“ exchanges” ) where the personal element 
in dealing (the reliance of the buyer on the personal reputation of 
the seller, and vice versa, commonly called “ goodwill” ) is com
pletely eliminated, where, therefore, all buyers and sellers are in
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perfect inter-communication with each other; and where anyone, 
at any time, can buy or sell an amount of any particular com
modity at a price which reflects the balance of pressure of total 
demand against total supply existing at that moment. Thus for 
commodities like wheat, the price in pre-war days at which a 
farmer in some outlying district in Canada could sell his produce, 
and the price at which the miller in some English town bought it, 
were alike determined by the world price (with appropriate 
deductions or additions for costs of transport, etc.), as registered 
by the produce exchanges o f Chicago, Liverpool or Amsterdam. 
The prerequisite for the development of such a perfect market is 
the complete standardisation of the product achieved by a suitable 
system of grading which makes it possible to evolve a standard 
contract, giving full protection both to the buyer and to the seller 
against the non-fulfilment of any of the conditions of sale. This 
complete standardisation is necessary, not only in order to secure 
a sufficient volume of transactions in an article for which a single 
price can be quoted, but chiefly because only through the develop
ment of the standard contract o f the “ standard product”  can the 
element of “ goodwill”  be eliminated and the complete unity of 
the market be secured.1

28. In the case of manufactured articles, this type of market 
organisation could not develop because the necessary degree of 
standardisation could not be achieved. Not only are the products 
of manufacturing industry infinitely more complex in character, 
and hence capable of much greater individual variation, than the 
staple commodities, but the range o f commodities actually 
produced at any one time forms only a small fraction of the range 
of commodities potentially available; the problem of selecting 
what should be produced requires the function of “ initiation”  
which the automatism of a perfect market does not provide. In 
the case of manufactured commodities, these marketing functions 
devolved— in the market organisation typical of the nineteenth 
century— on a special class of traders, the wholesale dealers. It 
was through the agency of wholesale merchants that the com
petition between ultimate sellers and ultimate buyers could make

1 The argument in the next two paragraphs owes much to the exposition of R. G. 
Hawtrey, m The Economic Problem, especially pp. 19-23 and pp 34-4.3.
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itself effective throughout the length and breadth of the market. 
I f  the number of wholesalers is not too numerous, and each dealer 
is in touch with a number o f sources of demand and a number of 
sources of supply, any individual buyer or seller is accorded the 
same kind of facility o f buying and selling on the most favourable 
terms, as i f  transactions took place through a centralised market. 
The wholesalers’ function, however, was something more than 
that o f bringing buyers and sellers together. The specification of 
the things that the manufacturers were to produce was made out 
(in general), not by the manufacturers themselves, nor by 
the consumers, from whom the demand proceeded, but by the 
wholesale merchants. The manufacturer made things to the 
orders received from the wholesalers; the retailer selected his own 
orders from the choice of things offered by the wholesalers, and 
repeated the orders according to the strength o f consumers’ 
demand for the individual products. It devolved, therefore, on the 
wholesalers to determine what should be produced and made 
available to the market and to strike a balance between following 
consumers’ requirements more closely by offering a vider assort
ments and obtaining things more cheaply by ordering larger 
volumes on the same pattern. The ultimate consumer relied on 
his local retailer to offer him a satisfactory range of producîs, of 
dependable quality; and the retailer in turn relied on the whole
saler to supply him with what the consumers wanted. The 
retailer’s success depended on the extent to which he could build 
up a local reputation for supplying “ good value”  for the con
sumers’ money; while the wholesaler’s success depended on the 
extent to which he could build up a similar “ goodwill”  among 
retailers.1 To the extent to which individual products were 
“ branded”  (i.e. sold under a trade-name), it was the wholesalers’,

1 “ The share of each dealer in the business of the market depends partly on the 
amount of his capital, but still more on the people accustomed to deal with him That 
docs not mean that those who buy from the market or sell to it will confine themselves 
each to the services of one dealer But each will usually transact business only with a 
limited circle of dealers, each of whom will receive a fairly steady share of his custom. 
Everyone concerned will tend, in the absence of any reason to the contrary, to follow 
his established routine, and to deal m the ways he knows -with the people he know. 
This continuity m dealings creates what is called business connection or goodwill It 
is the very stuff and substance of the dealer’s business The principal deterrent upon 
intruders into the market is that they have to create their goodwill from the beginning 
The distinguishing characteristic of the successful merchant is the extent and solidity 
of his goodwill.”  Hawtrey, The Economic Problem, p 39.
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rather than the retailers’ or manufacturers’, names under which 
they were known.

“  Wholesalers’’ Domination”
29. These “ wholesaler-dominated” markets were competitive, 

in the sense that manufacturers’ selling prices tended to conform 
fairly closely to costs of production and the more efficient manu
facturers, by being able to supply the wholesaler more cheaply, 
could forge ahead and oust the less-efficient ones. But the efficiency 
of the organisation was subject to severe limitations, in several 
respects :

(i) In order to secure unity in the market, the number of 
wholesale houses had to be small, for otherwise it would have 
been impossible for buyers and sellers to be “ in touch with”  the 
whole field. Neither manufacturers nor retailers could deal with 
more than a certain number of wholesalers at the same time. A 
big wholesale merchant, by virtue of the larger turnover, had the 
double advantage of being in touch with a greater number of 
producers and of retailers, and thus being better situated to choose 
his opportunities for both buying and selling.

(li) Since the number of wholesalers was limited, and each had 
his own “ trade connection” , competition between them was 
imperfect and was largely restricted to the “ facilities and con
veniences”  offered to customers.1 Potential competition by new
comers set certain limits to the (more or less) “ conventional” 
profit margin maintained in a particular trade, but even these 
limits were periodically raised as the dealers inside the trade 
became larger and more firmly established. But competition 
between insiders was not m the matter of price and profit margins, 
but in things like efficient grading, packing, prompt fulfilment of

1 “ In the more general case, where a market is not so formally constituted and prices 
are not so sensitive, there tends to be a tacit understanding among dealers to respect 
one another’s profits. A  ‘balance of power’ is preserved, and anyone who disturbs it by 
a campaign of price-cutting is a common enemy. I f  he succeeds, the other dealers will 
all suffer, if he fails, all the disturbance, with the trouble and anxiety and loss 
caused to the dealers, will have been to no purpose In such a market dealers will 
try to keep prices unchanged for considerable periods of time, even though there may 
be quite perceptible changes in supply and demand They may go on selling at a uni
form price, even though they are buying in a sensitive market, where prices are rarely 
the same for five days together, or though their sales are noticeably rising or falling 
When the circumstances make a change of price desirable, they will all make the same 
change at the same time, either by agreement or by following the lead of a few ”  
Hawtrey, op at., p. 35
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orders, long credit, and— last but not least— a wide variety of 
choice. The great constitutional weakness o f a market organisation 
o f this type was that it did not offer premiums for standardisation, 
but on the contrary gave every inducement to divide production 
among an ever-increasing number of varieties and make the size 
o f the individual order of a given specification made to the manu
facturer smaller.

(iii) Although (as mentioned above) the specialised knowledge 
o f buying by wholesalers made for the survival of the relatively 
efficient manufacturer, the system imposed, nevertheless, certain 
limitations on the growth of efficiency. The manufacturer was not 
in a position to initiate large changes, either in the matter of the 
scale o f his organisation, or in the nature or the range of products 
produced. He had to rely on what orders he could get and, if  his 
efficiency justified expansion, he had to keep in step with the 
wholesalers’ gradual recognition of this fact; the volume of his 
business increased gradually as his “ success”  gradually enlarged 
his trade connection. Large changes in technique, which both 
required large outlays o f fixed capital and could only become 
profitable with a greatly enlarged volume of sales, were specially 
risky to introduce when the sales-volume depended on the good
will o f a few buyers.

30. It was a natural development from this situation that the 
manufacturers should attempt to create a “ goodwill”  by appeal
ing— so to speak— over the heads o f the wholesalers to the ultimate 
buyers, the consuming public. This was only possible by providing 
the goods— in the form in which they reached the ultimate 
consumer— with brands carrying the manufacturer’s name or his 
legally protected trade-mark. The wholesalers— not unnaturally 
— resisted this development, so that manufacturers’ trade-marks 
in consumers’ goods were at first confined to patent medicines 
and certain other products which embodied some process secured 
by patents. But the mere provision o f a trade-mark— even when 
combined with distinctive package, labelling and colouring— is 
not a very effective method o f securing “ consumer goodwill”— or, 
rather, the goodwill which is grounded in the buying habits of 
the ultimate consumer is generally a less secure and more fickle 
thing than the goodwill o f professional buyers. Since consumers
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spend their income on a large number of things, and (in the great 
majority of cases) only an insignificant part of their income on 
any one article (which they prefer to buy with a minimum of fuss 
and bother), it is a difficult business to induce them to adopt 
buying habits sufficiently firm to make them demand a particular 
brand when purchasing a commodity from the retailers. It is here 
that large-scale advertising has a vital rôle to play. Advertising 
makes the public “ brand-conscious” ; it is not so much a question 
of making the consumer buy things which he would not have 
bought otherwise ; but o f crystallising his routine habits, of making 
him conscious that keeping to a certain routine in consumption 
means not only buying the same commodities in a vague sort of 
way, but sticking to the same brands.1 It is probably no exagger
ation to say that without the support of large-scale advertising 
this attempt of manufacturers to release themselves from depend
ence on wholesalers’ goodwill, by building up consumers’ goodwill 
could not have succeeded.
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“ Manufacturers’ Domination”
31. Thus the growth of modern advertising is closely linked up 

with the manufacturers’ attempt to obtain control of the market
ing and distributive mechanism; and conversely the growth of 
“ manufacturers’ domination” was closely linked up with the 
discovery of the power of advertising.2 With the aid of 
the goodwill created by advertising began that process 
of growth and consolidation of individual concerns— both

1 The desire for change and novelty as a motive of human conduct is stressed in 
sociological and economic writings so much that there is a danger of overlooking the 
opposite motive which is even more powerful in shaping conduct m everyday life the 
desire for a settled routine, of not having to decide afresh every time a new purchase 
is made Departure from routine requires some conscious weighing of alternatives, it 
involves an effort which individuals normally like to avoid, except when the monotony 
following from too much routine itself becomes oppressive, in which case departure 
from routine becomes welcome for its own sake Any device which enables individuals 
to follow a settled routine more easily and “ automatically” will therefore have a 
powerful influence on everyday conduct, though in a subconscious kind of w ay, and 
it is by catering for this desire for routine— quite as much as, or even more perhaps, 
than by the awakening of “ new wants” — that advertising influences conduct.

2 According to Prcsbrey, History and Development of Advertising, pp 337 ff and 360 f f , 
manufacturers’ advertising on a large scale began m the 1890s in the United States 
On the evidence of the American Census figures the highest percentage rate of growth 
in total Press advertising was not reached until the decade 1909-19 There are no 
comparable estimates available as to the growth of manufacturers’ advertising in 
Bn tain

horizontally and vertically— the outcome o f which was the type 
o f economic organisation characterised above by the name of the 
“ modern oligopoly” . In the course of this development independ
ent wholesalers were either eliminated or reduced to the function 
of mere distributing agents, and suppliers of credit to the retailers, 
with no goodwill of their own and no power of initiative. One of 
the main distinguishing features o f this type of market organisation 
is that the manufacturers determine not only the factory price of 
their products, but also the wholesale and the retail margins of 
distribution; a fixed retail price becomes part of the manu
facturer’s brand and the practice o f resale price maintenance is 
adopted.

It would be a mistake to suppose, however, that this process of 
transformation from “ wholesalers’ domination”  to “ manufac
turers’ domination”  extended over the whole field of industry, or 
that the concentration process has proceeded in the different 
industries affected to the same extent. O f certain industries—  
notably textiles— it is probably true to say that the old type of 
organisation has remained dominant up to the present.1 More 
important, perhaps, than the actual transformation in the 
character o f older industries, was the fact that in the new in
dustries— bicycles, motor-car, electrical industries, wireless, etc.—  
manufacturers’ brand control was secured from the beginning. In 
all these cases large-scale advertising was present more or less 
from the start.2

32. W hat are the characteristic features o f this new type of 
market organisation which distinguish it from the type discussed 
in paragraphs 28-Qg, pp. 121-4? The dominant feature is the 
existence o f manufacturing concerns o f a large size, tvith all its 
attendant advantages from the point o f view of efficiency. These

1 In the U.S. 36 8% of the total “ intermediary trades”  were handled by independ
ent wholesalers in tgag, and 32 2% in 1935, Does Distribution Cost Too Much, p 345

2 It was pointed out earlier, in a different connection (cf 12, p. 108), that advertising 
in the case of such new commodities has undoubtedly helped m their more rapid 
adoption for general use. It could also be argued that the mere knowledge that a 
market can be created for a new product more rapidly by means of advertising, might 
induce entrepreneurs and investors to sink capital into a new project at an earlier 
stage (or with a lesser prospect of profit), than they would have done otherwise  ̂ It 
would be very difficult to submit this particular effect of advertising to any empirical 
test, but some notion of the importance of this kind of advertising might be obtained 
by an examination of how much the total outlay on advertising at any one time does 
in fact, represent the advertisements of “ new products”
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may be grouped under four heads. First, there are the technical 
economies of large-scale plant, which require a certain minimum 
scale of operations for efficient working. The actual scale of 
operations of a given concern can, of course, be much larger than 
that which is required to secure these technical economies; the 
necessary minimum size probably varies greatly between industry 
and industry. But a firm whose scale of operations is much larger 
than the minimum would still be able to secure these technical 
economies by duplicating the “ optima plant” ; whereas the 
diseconomies that may be associated with size are not connected 
with technique, but only with managerial efficiency. Secondly, 
there are the advantages of what may be termed “ internal 
standardisation” ; of concentrating production among a smaller 
number of varieties, and thus getting the advantages of “ long 
runs”  in any particular line. The manufacturer who distributes 
his product under his own brand and who advertises on a large 
scale has much greater freedom in this respect than a manu
facturer who produces on the orders of the wholesaler;1 though 
the nature of competition might prevent him from making full 
use of the possibilities inherent in standardisation.2 Thirdly, the 
large concern is much less likely to suffer from shortage of capital, 
and is able to borrow (if necessary) more cheaply. (This is a 
genuine technological economy, and not merely a pecuniary one, 
in that the investment of capital in large-firm industries will tend 
to be pushed much further than m small-firm industries.) Fourthly, 
the large concern is able to engage in activities, the expense and 
riskiness of which would be prohibitive to the small firm ; the most 
important of these being a research laboratory. The last two 
points, taken together, mean that the large-firm industries are 
much better adapted to take advantage of continuous techno
logical improvement than small-firm industries. As against these 
advantages, the main disadvantage of this type of organisation 
(again from the point of view of productive efficiency) lies in the

1 The economies of large-scale production and the economies of standardisation 
are not always kept distinct from one another, though the two are separate There are 
certain economies which depend on the scale of the producing organisation, and others 
which depend on the output of a particular “ product” . There are reasons to believe 
that economies of the second type continue to be important long after economies of 
the first type are exhausted

2 C f Ü35. PP. 129-30
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diseconomies o f large-scale management; though it is arguable 
that inefficiencies o f management are more the consequence of 
rapid growth than o f mere size; and that they are more important 
in the case of “ vertical”  than of “ horizontal”  expansion.1

33. There can be little doubt that on the side o f efficiency, the 
advantages o f the large-firm organisation o f industry may be 
considerable. The main disadvantages o f this type of economic 
organisation are in a different field; they are connected with the 
nature o f the competitive conditions, the peculiar blend of 
competition and monopoly, which is associated with it. We have 
mentioned already2 that the larger the size of, and the greater the 
goodwill attached to the typical firm in an industry, the greater is 
the degree o f its “ monopoly power” , which means that the higher 
is the price it can charge without attracting new competitors into 
the field. In a purely competitive industry, where entry is com
pletely free, the maximum price which “ insiders”  can charge 
without attracting “ outsiders” , and the minimum price which 
they require in order to continue to supply the same market, are 
approximately equal to each other. This, however, is not the case 
in markets that are imperfectly organised, and where, in conse
quence, goodwill or business connection is a significant element in 
trading. In such markets the freedom of entry is limited by the 
fact that there is a special cost to be incurred on entering the 
market— the cost o f entry— which is not part of the costs of pro
duction o f a going concern. I f  we denote the price which just fails 
to cover the costs o f production3 of potential new entrants by p 
and the costs o f production (inclusive o f normal profit) of the 
representative firm by c, then p — c is the amount by which the 
selling price o f the representative firm can exceed its own costs,

and ^~p~ 1S the measure o f the degree o f its “ monopoly power” .4

34. It is true that i f  firms inside the trade competed with one 
another on the basis o f price, this price-competition might drive

1 The  above arguments about the advantages of large-scale organisation referred to 
“ horizontal”  expansion. The economies of “ vertical”  expansion are largely pecuniary 
rather than technological m character.

2 Cf. H25. PP 118-19. „
3 Including, of course, a normal rate of profit under cost .
4 The definition of “ monopoly power”  here adopted is different, of course, frem the 

more usual one based on elasticity of demand.
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the price down to c (or even below it, to the level of prime costs) 
quite irrespective of p. But in an imperfect market price-com
petition between insiders is an exceptional state of affairs, not the 
rule. Even in a many-firm industry, firms do not usually compete 
by the crude method of trying to underbid each other.1 Under 
conditions of oligopoly, it is even rarer, when it occurs (it is 
termed “ cut-throat competition” by business-men) it is usually 
associated with some definite strategic objective— such as the 
elimination of a financially weak competitor, or as the prelude 
and inducement to amalgamation— and usually ends with amalga
mation or agreement. It is no more a normal state of affairs than 
war is a normal state among nations. Hence we can assume that 
the prices ruling in an industry are normally set by the level of p, 
i.e. the threat of outside competition, and not by c, the costs of 
production applicable to “ going concerns” .

35. It would be wrong to suppose, however, that the difference 
p —c is normally retained by the firms in the form of profit. In an 
industry that is not a pure monopoly but consists of a number of 
separate concerns, each of which is striving to obtain a growing 
share of the market, a considerable part, if  not the whole, of the 
difference will tend to get taken up by the expenses incurred m 
order to enlarge the size of the market, the expenses consequent 
on “ non-price competition” , commonly referred to by economists 
as “ selling costs” . The distinguishing mark of “ selling costs”  is 
that they arise in consequence of the fact that the price is higher 
than the purely competitive price, and their magnitude will 
vary with this difference, i.e. it will depend on the magnitude 
of the obstacles facing outsiders. Selling costs exist with all kinds 
of market organisation (except with the perfect market which 
dispenses completely with goodwill). They arise, therefore, with 
“ wholesalers’ domination”  just as much as with “ manufacturers’ 
domination” . But it is only in the latter case that they become 
quantitatively important as a proportion of final price.2 A  further

1 C f the quotation from Hawtrey, p 123 above.
2 According to the investigations of the Twentieth Century Fund in America, 

Does Distribution Cost Too Much (New York, 1939), pp 194-5 and p 345, approxi
mately half the costs incurred by wholesalers can be put down as “ selling costs” But 
since the wholesale merchants’ margin is only some 13 ‘5% of the final price, in markets 
where selling costs are mainly incurred in the wholesaling stage, the proportion of 
selling cost in final price must necessarily remain limited
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be taken as given, irrespective o f whether selling costs are incurred 
or not, or o f how they are incurred. In so far as the services 
provided1 in conjunction with these selling costs are such that they 
increase the manufacturer’s goodwill and attach his customers 
more firmly to himself2— which they mostly are— the level ofp is 
raised. Hence the incurring o f  selling costs may be regarded as 
partly “ competitive”  (i.e. aiming to enlarge the firm’s share in 
the market) and partly “ protective”  (i.e. aiming to increase the 
firm’s monopoly power), though these two kinds of effects may not 
always be clearly distinguishable from each other.3 No generalisa
tion seems possible as to how far/? can be raised by the expenditure 
on selling costs, or how much o f the difference p — c will tend to be 
taken up by these outlays.4 But it is fairly obvious that, as a pro
portion o f the final price, these expenditures might become 
considerable.

A Digression on “ Selling Costs”

36. The distinction between “ selling costs”  and “ production 
costs”  occupies such an important place in the modern theories 
o f value that it is surprising that more effort has not been made by 
economists to get the theoretical basis o f this distinction sufficiently 
clear. The first systematic treatment o f selling costs in economic 
theory is Chamberlin’s;5 subsequent writers have elaborated the 
theory further, but without any significant change in the theo
retical approach to the problem. The basis of Chamberlin’s

1 Cf. pp. 132-5.
2 I  e., they not only raise the demand curve, facing the individual firm, but also 

reduce its elasticity at any given price.
3 “ Protective”  expenditures would exist, of course, even in an industry which is in 

the hands of a single concern, 1 c. where internal competition is absent.
4 The purely formal solution of this problem is that the entrepreneur, wishing to 

maximise his profits, will incur selling costs up to the point where the marginal selling 
outlay is equal both to the value of the mcreasem sales (less the marginal costs of produc
tion) and to the increase in the value of sales, attributable to tins outlay. But this formal 
(and rather meaningless) proposition is further vitiated by the fact that the functions 
relating price and volume o f sales to selling outlay both assume the price and selling 
outlays of competititors as given, whereas under conditions of oligopoly the entre
preneurs will take these reactions into account in varying degrees The question, 
therefore, ofhow much the entrepreneur will spend on selling costs under conditions of 
oligopoly raises the same kind of problems ofindeterminacy as the question of price m 
the theory of duopoly.

B The Theory of Monopolistic Competition, Cambridge, Mass., 1933, Chapters V I and 
V II.
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distinction is that “ selling costs arc costs incurred in order to alter 
the position or shape of the demand curve for a product” 1 while 
“ cost of production includes all expenses which must be met in 
order to provide the commodity or service, transport it to the 
buyer, and put it into his hands ready to satisfy his wants” ,2 hence 
the distinction between the two kinds of costs is that “ those made 
to adapt the product to the demand are costs of production; those 
made to adapt the demand to the product are costs of selling” .3

The difficulty with this kind of definition is that it leaves the 
demarcation line between production costs and selling costs 
entirely a matter of subjective judgment as to what constitutes a 
“ product” . I f  “ products”  were merely thought of in the purely 
physical sense (as a certain quantity of “ stuff” ), all costs could be 
looked upon as “ selling costs” , since they all have the effect of 
“ raising the demand curve”  confronting them. Every lump of coal 
on its way from the bottom o f a mine in Durham to a drawing
room in London is continuously “ shifting its own demand curve”  
upwards or to the right as it travels along. If, on the other hand, a 
“ product”  were to be defined by market criteria (i.e. by the 
attitude of buyers), then all costs would be “ production costs” , 
since they all involve a change of “ product” , as defined by the 
preferences of the consumers. As between these extremes, the 
demarcation line as to where product-adaptation ends and 
demand-adaptation begins necessarily involves the arbitrary 
judgment of the investigator. No sensible distinction can be 
drawn, for example, between the entrepreneur’s expenditure on 
advertising (which leaves the physical description of the thing 
sold unchanged), the expenditure on fancy packing or gift 
coupons, or the expenditure on “ style”  (such as the provision of 
a new bonnet on motor-cars), though some of these clearly must 
involve some change in the “ utility”  of the commodity to the 
consumer. It is this kind of difficulty which has led some economists 
to deny the validity of the distinction altogether. Thus Professor

1 Op a t , p 117.
z Ibid,p  123
3 Ibid, p 125 A  more recent definition of selling costs, given in the chapter on Selling 

Costs in the National Bureau of Economic Research’s Cost Behaviour and Price Polity 
(New York, 1943), docs not seem to carry the matter any farther: “ Selling costs are 
defined as costs incurred m the efTort to obtain those sales which would not have been 
made without the impetus lent by the selling expenditure”  (p 193).
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be taken as given, irrespective o f whether selling costs are incurred 
or not, or o f how they are incurred. In so far as the services 
provided1 in conjunction with these selling costs are such that they 
increase the manufacturer’s goodwill and attach his customers 
more firmly to himself2— which they mostly are— the level ofp is 
raised. Hence the incurring o f selling costs may be regarded as 
partly “ competitive”  (i.e. aiming to enlarge the firm’s share in 
the market) and partly “ protective”  (i.e. aiming to increase the 
firm’s monopoly power), though these two kinds of effects may not 
always be clearly distinguishable from each other.3 No generalisa
tion seems possible as to how far p can be raised by the expenditure 
on selling costs, or how much o f the difference/»— c will tend to be 
taken up by these outlays.4 But it is fairly obvious that, as a pro
portion o f the final price, these expenditures might become 
considerable.

A Digression on “ Selling Costs”
36. The distinction between “ selling costs”  and “production 

costs”  occupies such an important place in the modern theories 
o f value that it is surprising that more effort has not been made by 
economists to get the theoretical basis o f this distinction sufficiently 
clear. The first systematic treatment o f selling costs in economic 
theory is Chamberlin’s;5 subsequent writers have elaborated the 
theory further, but without any significant change in the theo
retical approach to the problem. The basis of Chamberlin’s

1 Cf. pp. 132-5.
2 I.e., they not only raise the demand curve, facing the individual firm, but also 

reduce its elasticity at any given price.
3 “ Protective”  expenditures would exist, of course, even in an industry which is in 

the hands of a single concern, i.e. where internal competition is absent.
4 The purely formal solution of this problem is that the entrepreneur, wishing to 

maximise his profits, will incur selling costs up to the point where the marginal selling 
outlay is equal both to the value of themcrease in sales (less the marginal costs of produc
tion) and to the increase m the value of sales, attributable to this outlay. But this formal 
(and rather meaningless) proposition is further vitiated by the fact that the functions 
relating price and volume o f sales to selling outlay both assume the price and selling 
outlays o f competititors as given, whereas under conditions of oligopoly the entre
preneurs will take these reactions into account m varying degrees The question, 
therefore, ofhow much the entrepreneur will spend on selling costs under conditions ol 
oligopoly raises the same kind of problems of indeterminacy as the question of price m 
the theory of duopoly.

6 The Theory of Monopolistic Competition, Cambridge, M ass, 1933, Chapters V I and 
V II.
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distinction is that “ selling costs are costs incurred in order to alter 
the position or shape of the demand curve for a product” 1 while 
“ cost of production includes all expenses which must be met m 
order to provide the commodity or service, transport it to the 
buyer, and put it into his hands ready to satisfy his wants” ,2 hence 
the distinction between the two kinds of costs is that “ those made 
to adapt the product to the demand are costs of production; those 
made to adapt the demand to the product are costs of selling” .3

The difficulty with this kind of definition is that it leaves the 
demarcation line between production costs and selling costs 
entirely a matter of subjective judgment as to what constitutes a 
“ product” . I f  “products”  were merely thought of in the purely 
physical sense (as a certain quantity of “ stuff” ), all costs could be 
looked upon as “ selling costs” , since they all have the effect of 
“ raising the demand curve”  confronting them. Every lump of coal 
on its way from the bottom of a mine in Durham to a drawing
room in London is continuously “ shifting its own demand curve”  
upwards or to the right as it travels along. If, on the other hand, a 
“ product”  were to be defined by market criteria (i.e. by the 
attitude o f buyers), then all costs would be “production costs” , 
since they all involve a change of “ product” , as defined by the 
preferences of the consumers. As between these extremes, the 
demarcation line as to where product-adaptation ends and 
demand-adaptation begins necessarily involves the arbitrary 
judgment of the investigator. No sensible distinction can be 
drawn, for example, between the entrepreneur’s expenditure on 
advertising (which leaves the physical description of the thing 
sold unchanged), the expenditure on fancy packing or gift 
coupons, or the expenditure on “ style”  (such as the provision of 
a new bonnet on motor-cars), though some of these clearly must 
involve some change in the “ utility”  of the commodity to the 
consumer. It is this kind of difficulty which has led some economists 
to deny the validity of the distinction altogether. Thus Professor

1 Op cjt, p 117
2 Ibid, p 123
3 Ibid , p 125 A  more recent definition of selling costs, given in the chapter on Selling 

Costs in the National Bureau of Economic Research’s Cost Behaviour and Price Polity 
(New York, 1943), does not seem to carry the matter any farther “ Selling costs are 
defined as costs incurred in the effort to obtain those sales which would not have been 
made without the impetus lent by the selling expenditure”  (p. 193)
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K night: “ In fact, the advertising, puffing or salesmanship 
necessary to create a demand for a commodity is causally in
distinguishable from a utility inherent in the commodity itself.” 1 

This arbitrariness in the distinction between selling costs and 
costs of production is only apparent, however; it is not really 
inherent in the subject, but merely the consequence of the (tacit) 
insistence o f economists on looking upon a “ product”  as a single
indivisible whole, and in confining the analysis to the “ single, 
product”  firm. In fact, any “ final product” , sold to the final 
consumer, is the result of a greater or lesser number of separate 
operations and o f services conjointly performed, so that it is more 
akin to a basket containing a bundle o f commodities than to a 
single “ unit” . A  motor-car, for example, as sold by the manu
facturer, contains hundreds o f parts and embodies hundreds of 
“ improvements” , all o f which add to the cost, and increase its 
“ utility”  to the consumer in varying degrees. When, moreover, 
the consumer buys a motor-car o f a certain make, from a par
ticular dealer, he purchases for a single sum not only the car (as 
supplied by the manufacturer), but a miscellaneous collection of 
services as well, such as the assurance o f quality as afforded by the 
reputation o f the particular manufacturer; delivery from the 
factory to his house; the services o f a salesman -willing to spend 
hours explaining its merits and offering free demonstration; a 
certain amount o f initial repairs, and guarantees o f replacement 
o f defective parts over a certain period; a certain satisfaction of 
the snob-instinct, as conveyed by particular advertising appeals, 
etc., etc. A ll o f these undoubtedly add to the value o f the car to the 
particular buyer (though in the case of certain of those services the 
addition might be very small), and in this sense improve the final 
“ product” . But they may not increase the value by nearly as much 
as the increase in the cost; and under a  system o f joint pricing 
(where the whole bundle o f goods and services is sold together for 
a lump sum) the buyer has no means of selecting some of the 
services and refusing to take others. Since the joint price is given, 
and since each o f the services provided is likely to have some value 
to the buyer, he rvill prefer having them to not having them— i.e. 
he will prefer a bundle which contains more of these to one which 

1 Risk, Uncertainty and Profit, Boston and New York, 1921, p. 339.
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contains less, since in the former case he will get something for 
nothing. But this does not mean, of course, that he might not 
prefer to go without them, if  the commodity could also be obtained 
without these services, at an appropriately lower price.1

37. It was argued in paragraph 3, p. xoo, that in a purely com
petitive system all services which were, or could be, separately 
provided would be priced separately. This itself followed auto
matically from the assumption that the entry to every part of the 
market was perfectly free and unimpeded, so that if  one seller 
refused to price distinct services or “ improvements”  separately, 
there would always be some others who did so.2 It was also argued 
in paragraph 35, p. 129, that when there is restriction of entry and 
the selling price in consequence is higher than the cost of pro
duction, competition between insiders will tend to fill the gap 
by additional expenditures on product differentiation, quality 
improvements and ancillary services, aiming to attract customers 
from competitors. Hence “ selling costs”  are a phenomenon that 
emerges as a result of joint pricing. The definition which naturally 
suggests itself from this analysis is that “ selling costs”  are the 
excess of the total expenditures actually incurred, at all stages of the chain 
of production and distribution, over the amount that would have been 
incurred, i f  all separate services performed in the course of the productive 
and distributive process had been priced separately. This definition is free 
from the type of ambiguity mentioned above in that it does not 
make use of any arbitrary definition of a “ product” . It is based 
solely on the changes in expenditure entrepreneurs would find
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1 A  prospective buyer of motor-cars would prefer, of course, to buy from a dealer 
who provided nice showrooms with leisurely salesmen having ample time at the 
customers’ disposal, to buying from one who lacked these facilities But if a dealer of 
the latter type could be found who sold the same at a 10% lower price, the buyer 
might easily prefer him

2 A  certain amount of joint pricing would, of course, be inevitable under any 
system, simply because of the cumbrousness that pricing would involve if everything 
were priced separately and each particular customer could select any combination 
from almost infinite “ bundles” . But this is merely another way of saying that the 
economies (in time and bother) gained from a simpler system of pricing themselves 
introduce certain restrictions on competition; though in the absence of other causes of 
restriction these may not amount to very much It shows, however, that the require
ments of “ perfectly free and unimpeded” competition are impossible of realisation in 
a world where the number of potential commodities (i e the number of distinct 
commodities and services that are “ desired”  by consumers and are potentially obtain
able) is infinitely large and where, owing to the economies of large-scale operations 
and of standardisation, only a small fraction of these could actually be produced at 
any one time.

profitable under two different systems o f pricing but in otherwise 
equal circumstances. The expenditure on services which would be 
performed equally under separate pricing must clearly be classed as 
“ production costs” , since here the value added by the performance 
must be higher than, or equal to, the cost. The expenditures on 
services which would not be provided under a régime of separate 
pricing are selling costs, though it does not follow, of course, that 
the value added by the performance is necessarily nil; only that 
it is less than its cost.

Thus selling costs can arise at all stages of the process of manu
facture and distribution, in so far as the commodity manufactured 
and distributed embodies “ features” , or is sold in association with 
complementary services, the independent value of which (to the 
buyer) is less than the cost incurred in providing them. Thus, 
suppose that the difference between the manufacturers’ “ ex
factory”  price and the retailers’ delivered price of, e.g., a motor
car is £100. This distributive cost o f the motor-car covers a host 
o f miscellaneous services to the buyer— delivery from the factory 
to the home; the opportunity to inspect and to test the article prior 
to purchase; the servicing o f the car during an initial period, etc. 
I f  the total value o f these services provided by the distributor to 
the buyer is £50  (in the sense that the buyer -would have been 
willing to pay an additional £50 for these services, even i f  he had 
the choice o f buying the car without them at the factory price) 
then £50  o f the total cost o f  distribution will consist o f “ produc
tion costs” , while the remaining £50  are “ selling costs” .

38. It follows from the above analysis that, under monopolistic 
competition, the investment o f resources in any particular direc
tion (i.e. in any particular “ line” ) always tends to be pushed 
higher than would be profitable under pure competition, the 
extent varying with the importance o f any particular feature as a 
selling point.1 The extent of such additional expenditures is a 
measure o f the element o f non-price competition. Some form of

1 It would appear that in certain directions it is pushed less far— e.g. m making 
commodities less durable, m order to increase the rate of replacement purchases The 
latter, however, is properly attributable to the existence of imperfect knowledge, on 
behalf of the consumer, rather than to imperfect competition; the same tendency 
might operate in much the same way under pure competition, if the consumers are 
unable to estimate accurately the differences m the probable service-life of competing 
goods.
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such excess expenditures involve changes in the specification 
of the things produced,1 which under any existing accounting 
system would be classed under “ costs of manufacture”  and 
not “ costs of selling” .2 It cannot, therefore, be expected that 
the full extent of selling costs incurred in particular commodities 
could be empirically determined. Nevertheless, certain approxima
tions can be made. Apart from the selling costs incurred in the 
course of manufacture itself (the excess expenditures on quality 
and on more variety, “ style”  costs, costs of expensive package, etc.), 
which empirically probably could not be separated from the 
genuine costs of production, the selling costs incurred take, 
roughly, three forms: (t) manufacturers’ selling cost in the 
narrower sense— the compensation and expenses of salesmen, 
the cost of various kinds of sales-promotion efforts such as 
free samples, demonstrations, gift coupons, etc.; (u) advertising; 
{tit) the selling costs incurred in the wholesale and retail stages of 
distribution.3 Advertising, on the above test, and for the reasons 
set out in paragraphs 7-9, may be classed almost wholly a selling 
cost, since the independent value conferred by the service of large- 
scale advertising must be small, relatively to the expenditures 
incurred.

39. According to an American estimate,4 out of a total of 65-6
1 One interesting conclusion which emerges as a result of this analysis is that under 

monopolistic competition the quality of the products ofTercd tends to be higher than 
under a system where the market registers accurately the consumers’ choice, the 
increase in quality being ail the larger the higher the degree of monopoly. The 
business-men’s frequent contention that large-scale advertising leads to offering a 
higher quality product is therefore supported by analysis, in so far as large-scale 
advertising also tends to raise the degree of monopoly power

2 In some ways analogous to selling costs (because they are also part of the “ costs of 
competition” , though it is better to treat them as a separate category) arc costs deliber
ately incurred by the entrepreneur in order to raise the costs ol competing firms and 
thus place them in a financially weaker position. This always presupposes that different 
firms in the same industry show wide differences in unit costs

3 The selling costs incurred in the retail stage of distribution arc probably more 
important than those incurred m all the other stages, they take the form of the 
provision of extra convenience in shopping provided by a multiplicity of shops and a 
host of miscellaneous services provided free to customers. It is clear that manu
facturers’ price policies can only partially be held responsible for the growth of selling 
costs incurred in retail distribution and the decline of price competition among retailers 
the growth of price-fixing Retail Trade Associations are probably equally important 
Nevertheless, in the case of certain commodities— such as cigarettes, petrol or choco
late— it is fairly certain that the competition between manufacturers had the effect of 
raising retail margins and thus the number of retail outlets— 1 e the manufacturers 
induced retailers to push their own brands by the offer of higher margins

4 Does Distribution Cost Too Much, The Twentieth Century Fund, New York, 1939, 
pp 118 et seq
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billion dollars’ worth o f goods sold to final buyers in 1929, 38-5 
billions, or 59% , represented the cost o f distribution,1 and only 
27-1 billion dollars, or 4 1% , the costs o f manufacture. Out of the 
total distribution costs incurred by manufacturers, wholesalers 
and retailers, on the authors’ estimate “ at least 40% are accounted 
for by selling and promotional activities, in contrast to the 
physical task o f handling, storing and delivering the goods” .2 
Hence the aggregate selling costs incurred in America in 1929 (this 
excludes, however, the “ selling costs”  incurred in the course of 
manufacture itself) were estimated at 14-4 billion dollars, or 22% 
o f the aggregate price paid by final buyers. O f  this sum, advertis
ing accounted, however, for only 2 billions, or about 14%. The 
share o f advertising in total selling outlays is therefore relatively 
modest, even though the above global estimates understate its 
relative importance, for while selling costs are incurred with most 
commodities, appreciable amounts o f advertising are only in
curred in about half o f them. Even so, advertising accounts for 
only 25-33%  ° f  the total selling cost o f the commodities that are 
advertised.3

Issues Connected with Advertising
40. The conclusions which emerge from our analysis may be 

summarised as follows:
(1) Large-scale advertising is undoubtedly connected with the 

type o f marketing organisation known as “ manufacturers’ brand 
domination” . This type o f organisation has also involved the

1 This 38'5 billions is estimated to have been made up as follows:
Billion
Dollars %
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Retail Trade . .  . .  . .  . .  . . 1 2 6  32-7
Intermediary Trade (wholesale stage) . .  . .  7 0  18 2
Manufacturers’ distribution costs . .  . .  . ,  9-1 23-6
Transportation . .  . .  . .  . .  . .  8‘8 22 g
Other Costs . .  . .  . .  . .  . .  I'O 2 6

38-5 too

O f these items, manufacturers’ distribution cost is subject to the greatest error, as it 
was derived from a relatively small sample. The figures for retail and intermediary 
trade are based on the Census of Distribution. Part of advertising is included in “ other 
costs” .

2 Ibid, p 298. '
3 Borden, op. cit, pp. 61-7, prints a series of sample studies, by Dun and Bradstreet 

and others, leading to roughly the same conclusion.



emergence of a much greater degree of concentration of produc
tion among firms, and a higher degree of standardisation of the 
products, than are typical under the system of “ wholesalers5 
domination”  which preceded it. Though it does not necessarily 
follow that because large-scale advertising was instrumental in 
establishing this type of organisation, continued advertising on a 
large scale is necessary for its maintenance, there is a presumption 
that this is, in fact, the case.1

(2) The economic effects of advertising must be judged there
fore in terms of the advantages of the manufacturers’ oligopoly 
(as against the polypoly under wholesalers’ domination), which it 
helped to create and maintain. The general presumption is that 
this type of marketing organisation is associated with relatively 
low production costs and relatively high selling costs (of which 
advertising is only one manifestation); judgment on its social 
advantages could only be reached, therefore, as a result of 
empirical investigations which would throw light on the relative 
magnitude of these two factors. While the extent of selling costs 
incurred under oligopoly could roughly be estimated, an estimate 
of the order of magnitude of the reduction in production costs 
resulting from a higher degree of concentration and standardisa
tion could only be gained as a result of extensive studies. The most 
promising method for such an investigation would be to compare 
the long-term increase in productivity in industries which under
went the transformation to a manufacturers’ oligopoly, and 
compare it with others which remained under “ wholesalers’ 
domination” .

(3) Given the fact of the economies of large-scale production 
and standardisation, an efficient productive organisation exploit
ing these economies necessarily involves restriction on the freedom 
of choice and the freedom of competition (particularly on the 
freedom of entry). Large-scale advertising, at best, could be 
looked upon as one of the possible instruments for bringing about 
the necessary restriction on competition consistent with efficient

1 In the United Kingdom before the war, 52% of all advertising expenditure 
(comprising the great bulk of all large-scale advertising) was undertaken by manu
facturers; while advertising expenditure, as a percentage of selling price, was con
siderable, mostly m industries where the advertising was largely confined to 3-9 firms 
(cf Kaldor and Silverman, op cit, pp 10-11 and, 35-6).
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production. In judging its social effects, however, it would be 
necessary to explore possible alternative methods of securing a simi
lar degree o f concentration and standardisation in production which 
may not involve the same waste in the form of high selling costs.

“ Retailers’  Domination”

41. It remains to consider one other type o f market organisa
tion, which might combine, to some extent, the advantages of 
concentration with those o f low selling costs— that of the “ re
tailers’ domination” . Under this system the original functions of 
wholesalers are controlled by the retailers, rather than the manu
facturers. So long as the size of individual retailing units is small, 
for the retailers to contact manufacturers directly (or vice versa) 
is a costly and inefficient method o f clearing supply against 
demand. It requires a knowledge o f the market which the in
dividual retailer cannot possess; it involves making individual 
orders to manufacturers on much too small a scale; and it also 
involves carrying much greater stocks, in relation to turnover, by 
the community as a whole. This is no longer the case, however, 
with the co-operatives, the chain stores, or with mail order houses, 
whose characteristic features are that they cater for a national, 
rather than a local, market. Retail organisations of this kind 
conduct their own wholesaling, and acquire their own goodwill 
by establishing their own brands of merchandise. Though the rate 
o f expansion o f the co-operatives in Britain has declined for some 
years, the growth o f chain stores and of special multiple shops 
seems to indicate that “ retailers’ domination”  was gaining ground 
before the war. The same was true in the United States, where the 
competition of chain stores forced retailers to form their own 
co-operative wholesaling organisations (the so-called “ retailer 
co-operatives” ), while the independent wholesalers, in turn, 
attempted to protect themselves from threatened extinction by 
organising their retail customers on co-operative lines (the so-called 
“ voluntary chains” ). A ll three types of large-scale retailing present 
a potential threat to “ manufacturers’ domination” ; the problem 
which needs to be explained is why this type of marketing organisa
tion has not made more rapid progress.

42. There can be little doubt that selling costs are considerably
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smaller under this kind of organisation. This is shown by the 
American Census figures,1 which indicate that the costs of 
distribution, both at the wholesale and the retail stage, have been 
considerably lower in the case of chain stores than in the case of 
manufacturer-dominated distributive organisations, or with the 
independent wholesalers or retailers, despite the fact that the 
wages of chain-store employees were some 20% higher than those 
of corresponding employees of other shops, A  third, and possibly 
even larger, source of economy arises from the fact that with 
commodities marketed under the distributors’ brands the manu
facturer is relieved of selling costs2 and, consequently, the chain 
and mail order houses are able to secure extra discounts (“ adver
tising allowances” ) from the manufacturers.3 In the case of 
electric refrigerators, for example, the price of Sears Roebuck’s 
brand m the U.S. was lower, for all models, than that o f manufac
turers’ brands, by anything between 15-30%.4 The distinguishing
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1 The U S Census of Distribution figures give the following results:
Operating Expenses of Various Types of Retailing Organisations as Percentage of Net Sales

Independent Retail Shops
1929 

. .  25 6
1935 
28 4

Chain Stores (Sectional and National) . .  
Manufacturers’ Chain Stores

. 22 6 24 0

. 31 6 39'5
Mail Order Houses 25 6 26-2
State Liquor Stores — 8-3
House-to-House Selling 46̂ 0 45 7
Other Types • i 5 7 25 2
Average— All Types . 24-8 27 5

Operating Expenses of Various Types of Wholesale Organisations, as Percentage of Net Sales.
19=9 1935

Wholesale Merchants . «— 13-2
Manufacturers’ Sales Branches 9 8 10 1
Chain Store Warehouses . 4 3 4 i
Retailer-Co-operative Warehouses 5 9
Voluntary Group Wiolesalcrs . .  — 8 9
Average— All Types . 8 9 9 5

Information is also available, classified according to the kind of business, which
show's that in certain trades the differences are much larger than that shown for all 
trades together. Thus in the case of drugs, wholesale merchants’ costs were 16 6% of 
net sales, manufacturers’ sales branches 28 4% , and chain store warehouses only 3%.

s The distributors’ selling costs are included, of course, in the expenses shown above 
at the wholesale and retail stages.

3 The Federal Trade Commission in the U S brought actions under the Robmson- 
Patman Act against Bird & Son and the Goodyear Tyre & Rubber Co for selling to 
mail order houses at lower prices than to other customers In both cases the respond
ents justified the lower pnee by the lower costs, which in one case amounted to 
between 10-19% of net sales, in the other between i t  and 23% of the retail price 
(Quoted by Borden, op a t , pp 467-8 )

4 Quoted b y T N .E  C Monograph No. 1, pp 144-64. Borden (op a t , Chapter XX) 
has collected a fair amount of evidence from other trades, pointing m the same 
direction.

features o f “ retailers’ domination”  are, therefore: (a) that 
advertising and other selling expenses are low, because the 
manufacturer is relieved of them, while the retailers’ advertising 
and other brand-promotional costs are much lower, and generally 
do not exceed a small percentage o f the retail price; (b) there are 
other sources of economies in distribution costs, due to the 
chain-store type o f organisation, notably a higher volume of 
turnover per store and a higher rate o f stock-turn, both in the 
retail stage and in the wholesale stage.

43. The question whether these economies in distribution costs 
could be matched with a high degree o f efficiency in production, 
i f  this system o f marketing organisation became general, ultimately 
turns on whether the number o f independent wholesaling units, 
existing side by side, would turn out to be large or small. I f  the 
functions o f wholesaling could be concentrated in a few hands, 
there is no reason why the degree of concentration and standard
isation o f production achieved should be any less (it might even 
be greater) than with manufacturers’ oligopoly. The available 
empirical evidence certainly suggests that manufacturers’ brand 
control, whatever its advantages on the production side, is 
generally associated with wasteful methods o f distribution, and 
that there are strong inherent advantages in a system which 
separates the functions o f wholesaling from that o f manufacturing.
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P a r t  III

TH E T H E O R Y  O F W ELFARE ECO N O M ICS
7

W ELFAR E PR O PO SIT IO N S IN E C O N O M IC S1

I n  the December 1938 issue of the Economic Journal Professor 
Robbins returns to the question of the status of interpersonal 
comparisons of utility.2 It is not the purpose of this note to question 
Professor Robbins5 view regarding the scientific status of such 
comparisons; with this the present writer is in entire agreement. 
Its purpose is rather to examine the relevance of this whole 
question to what is commonly called “ welfare economics55. In 
previous discussions of this problem it has been rather too readily 
assumed, on both sides, that the scientific justification of such 
comparisons determines whether “ economics as a science can say 
anything by way of prescription55. The disputants have been 
concerned only with the status of the comparisons; they were—  
apparently— agreed that the status of prescriptions necessarily 
depends on the status of the comparisons.

This is clearly M r. Harrod’s view. He says: “ Consider the 
Repeal of the Com  Laws. This tended to reduce the value of a 
specific factor of production— land. It can no doubt be shown 
that the gain to the community as a whole exceeded the loss to 
the landlords— but only i f  individuals are treated in some sense as equal. 
Otherwise how can the loss to some— and that there was a loss 
can hardly be denied— be compared with the general gain? I f  
the incomparability of utility to different individuals is strictly 
pressed, not only are the prescriptions of the welfare school ruled 
out, but all prescriptions whatever. The economist as an adviser 
is completely stultified, and unless his speculations be regarded as 
of paramount aesthetic value, he had better be suppressed com
pletely.553 This view is endorsed by Professor Robbins: “ All that 
I  proposed to do was to make clear that the statement that social

1 Originally published in Economic Journal, September, 1939
2 “ Interpersonal Comparisons ofUtility: A  Comment” , Economic Journal, December, 

1938, pp 635-91
3 “ Scope and Method of Economics” , Economic Journal, September, 1938, pp 396-7. 

(Italics mine.)



wealth was increased [by free trade] itself involved an arbitrary 
element— that the proposition should run, i f  equal capacity for 
satisfaction on the part o f the economic subjects be assumed, then 
social wealth can be said to be increased. Objective analysis of 
the effects o f the repeal o f duties only showed that consumers 
gained and landlords lost. That such an arbitrary element was 
involved was plain. It seemed no less plain, therefore, that, here 
as elsewhere, it should be explicitly recognised.” 1

It can be demonstrated, however, that in the classical argument 
for free trade no such arbitrary element is involved at all. The 
effects o f the repeal o f the Com  Laws could be summarised as 
follows: (i) it results in a reduction in the price of com, so that 
the same money income will now represent a higher real income; 
(ii) it leads to a shift in the distribution of income, so that some 
people’s (i.e. the landlord’s) incomes (at any rate in money terms) 
will be lower than before, and other people’s incomes (presumably 
those o f other producers) will be higher. Since aggregate money 
income can be assumed to be unchanged, i f  the landlords’ income 
is reduced, the income o f other people must be correspondingly 
increased. It is only as a result o f this consequential change in 
the distribution of income that there can be any loss of satisfactions 
to certain individuals, and hence any need to compare the gains 
o f some with the losses o f others. But it is always possible for the 
Government to ensure that the previous income-distribution 
should be maintained intact: by compensating the “ landlords” 
for any loss o f income and by providing the funds for such com
pensation by an extra tax on those whose incomes have been 
augmented. In this way, everybody is left as well off as before in 
his capacity as an income recipient; while everybody is better off 
than before in his capacity as a consumer. For there still remains 
the benefit o f lower corn prices as a result o f the repeal of the duty.

In all cases, therefore, where a certain policy leads to an 
increase in physical productivity, and thus of aggregate real 
income, the economist’s case for the policy is quite unaffected by 
the question o f the comparability of individual satisfactions; 
since in all such cases it is possible to make everybody better off 
than before, or at any rate to make some people better off without

1 Loc. cit, p 638.
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making anybody worse off. There is no need for the economist to 
prove— as indeed he never could prove— that as a result of the 
adoption of a certain measure nobody in the community is going 
to suffer. In order to establish his case, it is quite sufficient for him 
to show that even i f  all those who suffer as a result are fully com
pensated for their loss, the rest of the community will still be 
better off than before. Whether the landlords, in the free-trade 
case, should in fact be given compensation or not, is a political 
question on which the economist, qua economist, could hardly 
pronounce an opinion. The important fact is that, in the argument 
in favour of free trade, the fate of the landlords is wholly irrele
vant: since the benefits of free trade are by no means destroyed 
even if the landlords are fully reimbursed for their losses.1

This argument lends justification to the procedure, adopted 
by Professor Pigou in The Economics of Welfare, of dividing “ welfare 
economics”  into two parts: the first relating to production, and 
the second to distribution. The first, and far the more important 
part, should include all those propositions for increasing social 
welfare which relate to the increase in aggregate production; all 
questions concerning the stimulation of employment, the equalisa
tion o f social net products, and the equalisation o f prices with 
marginal costs, would fall under this heading. Here the economist 
is on sure ground; the scientific status o f his prescriptions is 
unquestionable, provided that the basic postulate of economics, 
that each individual prefers more to less, a greater satisfaction to 
a lesser one, is granted. In the second part, concerning distribu
tion, the economist should not be concerned with “ prescriptions”  
at all, but with the relative advantages of different ways of 
carrying out certain political ends. For it is quite impossible to

1 This principle, as the reader will observe, simply amounts to saying that there is 
no interpersonal comparison of satisfactions involved in judging any policy designed 
to increase the sum total of wealth just because any such policy could be carried out in 
a way as to secure unanimous consent An increase in the money value of the national 
income (given prices) is not, however, necessarily a sufficient indication of this con
dition being fulfilled for individuals might, as a result of a certain political action, 
sustain losses of a non-pecumary land— e g. if workers derive satisfaction from their 
particular kind of work, and are obliged to change their employment, something more 
than their previous level of money income will be necessary to secure their previous 
level of enjoyment, and the same applies m cases where individuals feel that the 
carrying out of the policy involves an interference with their individual freedom Only 
if the increase in total income is sufficient to compensate for such losses, and still 
leaves something over for the rest of the community, can it be said to be “justified” 
without resort to interpersonal comparisons
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decide on economic grounds what particular pattern of income- 
distribution maximises social welfare. I f  the postulate of equal 
capacity for satisfaction is employed as a criterion, the conclusion 
inescapably follows that welfare is necessarily greatest when 
there is complete equality; yet one certainly cannot exclude the 
possibility o f everybody being happier when there is some degree 
o f inequality than under a régime of necessary and complete 
equality. (Here I am not thinking so much o f differences in the 
capacity for satisfactions between different individuals, but of the 
satisfactions that are derived from the prospect o f improving one’s 
income by one’s own efforts— a prospect which is necessarily 
excluded when a régime of complete equality prevails.) And short 
o f complete equality, how can the economist decide precisely how 
much inequality is desirable— i.e. how much secures the maximum 
total satisfaction ? All that economics can, and should, do in this 
field, is to show, given the pattern o f income-distribution desired, 
which is the most convenient way of bringing it about.
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A  N O T E  O N  T A R IFFS AND TH E  TE R M S O F T R A D E 1

1. In a paper on The Terms of Trade Dr. Benham raises the ques
tion whether the advantage accruing to a country through im
provement in the terms of trade, consequent upon the imposition 
of a tariff, could compensate for the disadvantage arising on 
account o f a smaller volume of trade.

It can be demonstrated that the introduction of a system of 
import duties will always improve the position o f the country 
imposing it, provided that the rate of duty is below a certain 
critical level, and provided also that the introduction of the tariff 
does not lead to retahation, in the form of the imposition of higher 
duties, by other countries.2 It can also be shown that there is a 
particular rate o f duty which makes the net advantage accruing 
from the tariff a maximum.3

2. Our demonstration is based on the Edgeworth barter 
diagram, and since the two parties in question here are two 
nations, and not two individuals, it employs the concept of 
“ community indifference curves” , of which it is necessary to say 
a few words. A  “ community indifference curve”  is the locus of 
points representing a constant real income for the community 
as a whole. In so far as individuals’ tastes differ or their money- 
incomes differ, or the distribution of incomes varies, positions 
representing a constant real income for the community as a whole 
do not imply an unchanged real income for each individual taken 
separately. Some individuals will be worse off (as between two 
such positions) and others better off. But the real income can 
nevertheless be regarded as constant for the community as a 
whole if, supposing that those who are worse off were exactly

1 Originally published m Economica, November, 1940.
2 We shall ignore here the possible disadvantages due to increased unemployment 

in the export trades
3 The argument which follows is of course not new. C f  Bickerdike, “ The Theory of 

Incipient Taxes” , Economic Journal, December, 1906, and Edgeworth, Collected Papers, 
Vol 11, pp 340 ff But the modem indifference curve technique permits a simple 
demonstration of it which it may be worth while to reproduce; and it also shows that 
the proposition is quite independent of any assumption as to a measurable utility 
function (with which at one time it was erroneously thought to be associated).



compensated for their loss at the expense of those who are better 
off, this redistribution o f incomes would leave the real income of 
everyone the same as before. In other words in order that two 
situations, A  and B, should represent constant total real income, 
it is necessary to suppose that, i f  all those who are better off in B 
than in A  were taxed to the extent necessary to make them 
indifferent as between A  and B , and those who are worse off in B 
than in A  were subsidised by an amount which would make 
them indifferent as between A and B, the total amount of taxes 
to be imposed would be equal to the total amount o f subsidies to 
be paid.1- 2

3. Let us now suppose that there are two countries, France and 
England, and two commodities, wine and coal. In the diagram 
on p. 149 we measure the amount o f coal bought by France (and
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1 For a further discussion of this concept, cf. my note “ Welfare Propositions in 
Economics and Interpersonal Comparisons of Utility” , Economic Journal, September, 
1939, [pp. 143-6 above] and Hicks, “ The Foundations of Welfare Economics”, 
Economic Journal, December, 1939.

2 The derivation of the community indifference curve is as follows: Let us assume 
two commodities, a and b. Take an arbitrary Point, P lt on the lme R .̂ Since along R1

F i g . i

the ratio  ̂is constant, it is clear that all points on R1} to the right of Pi, represent real

incomes higher than P j, and all points on the left, lower real incomes It follows, 
therefore, that there cannot be two points along Rx which represent the same total real 
income. This must be equally true of any other line R2 (representing a different

ratio ̂ ). Hence there can be only one point (Pz) along Ra where the real income is the

same as at Pi- Finding these points for each of the radiuses R3 . . .  e tc , and connecting 
up the corresponding points P3 . . . etc , we obtain the community indifference cuive 
representing the real income at P v. The shape of this curve should be similar to the 
shape of an ordinary indifference curve.

sold by England) along Ox and the amount o f wine bought by 
England (and sold by France) along Oy. The indifference curve 
IF0 which passes through 0 then represents the level of real 
income of the French community in the absence of coal purchases 
from England, and the indifference curve lE 0 (passing through 
0 ) the real income o f the English community deprived o f French 
wine. OE  and OF represent the two offer curves: the English
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y

demand curve for wine (and supply curve of coal) and the French 
demand curve for coal (and supply curve of wine). In the absence 
of import duties and transport costs, competitive equilibrium will 
be estabhshed at P  with PC  wine exchanged against OC coal, the

OC
French terms of trade being

I f  we now suppose that France imposes an import duty on 
coal, the French demand curve will be shifted (to OF'), in such a 
way that the difference in the height at any point between the old 
demand curve and the new represents the revenue of the French 
State (import duty x  amount bought) in terms o f wine. The 
resulting new equilibrium is at P ', with P 'C ' winebeing exchanged 
against OC' coal. It is clear that the new position secures a higher 
real income for France so long as P ' is to the right o f P " — the 
point on the English demand curve which passes through the



same French indifference curve as at P. The optimal rate of import 
duty is the one which secures equilibrium at 77— this being the point 
on the English demand curve which is tangential to one of 
France’s indifference curves (i.e. which therefore places France 
in the best position compatible with the English demand for 
wine). With the same reasoning it can also be shown that a 
subsidy on exports, by shifting the offer curve in the opposite 
direction, necessarily places the country in a worse position than 
before.

4. 7r is in fact the optimum monopoly position, and the 
corresponding price the optimum monopoly price— i.e. the price 
which would result in the absence o f a tariff, i f  the French wine 
trade were in the hands o f a monopolist who decided to exploit 
his monopoly power to the full. O ur analysis shows, therefore, that 
the introduction o f import duties can reproduce exactly the same 
effects as the introduction of monopoly. The extent to which it is 
possible to exploit the foreigner in this way depends on the 
country’s monopoly power; i.e. the elasticity of foreign demand 
for its products, and the extent to which the foreign power desires, 
or is able, to retaliate. (Retaliation will improve the position of 
the exploited country, but it might leave both countries worse off 
than they were originally.) Provided that the elasticity of foreign 
demand is less than infinite there is always some rate o f duty which 
it is advantageous to introduce in the absence o f retaliation; and 
i f  the elasticity o f the country’s own demand for foreign products 
is markedly higher than the elasticity o f foreign demand for 
its own products— an unusual case— this policy may be advan
tageous even i f  the “ optimum degree o f retaliation”  of foreign 
countries is allowed for.
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TH E  C O N T R O V E R SY  ON TH E  T H E O R Y  
O F C A P IT A L 1

I
T h e  last few years have witnessed the emergence of a tremendous 
literature on the theory of capital and interest— stimulated, no 
doubt, by the urgency of finding the appropriate theoretical 
criteria for a policy designed to mitigate economic instability. A  
large part of this literature has been directly concerned with the 
question how far the concept of the “ period of production”  is 
relevant for an analysis of industrial fluctuations. Another part, 
digging deeper into the problem, dealt with the prima facie 
question how far traditional capital theory, formulated under the 
hypothesis of a stationary state, still retains its validity in essential 
features once this hypothesis is abandoned. These writings were 
mainly concerned with the problems of expectations, foresight, 
uncertainty. Finally, largely owing to the offensive launched by 
Professor F. H. Knight, there was a revival of the discussion on the 
fundamentals of capital theory itself, comparable in nature to the 
famous controversy between J. B. Clark and Bdhm-Bawerk in 
the first decade of the century. In this controversy the problems 
introduced by dynamic changes were not so much in question as 
the legitimacy o f the “ investment period”  theory of capital even 
within the narrow framework of static assumptions. Professor 
Knight’s attack2 has been taken up and supported by other 
writers,3 has been frequently reiterated by Professor Knight

1 Originally published in Econometnca, July, 1937
2 The following articles by Professor Knight deal mainly with this questions 

“ Capital Production, Time and the Rate of Return” , Economic Essays tn Honour of 
Gustav Cassel, London, 1933, pp 337-42; “ Capital, Time and the Interest Rate” , 
Economica, August, 1934, p 257, “ Professor Hayek and the Theory of Investment” , 
Economic Journal, March, 1935, p 77; “ The Ricardian Theory of Production and 
Distribution” , The Canadian Journal of Economics and Political Science, February, 1935; 
“ The Theory of Investment Once More. Mr Boulding and the Austrians” , Quarterly 
Journal of Economics, November, 1935, “ The Quantity of Capital and the Rate of 
Interest, Part I", Journal of Political Economy, August, 1936, “ Part II” , ibid, October, 
1936 (The last of these appeared too late for consideration in this paper )

3 The following authors could be regarded as supporting Knight’s criticism m 
varying degrees M  F. Joseph and K . Bode, “ Bemerhungen zur Kapital und Zms- 
theorie” , Zeitschnft fur Nationalohonomie, Vol 6, June, 1935, H  S Ellis, “ DieBedcu- 
tung der Produktionspenode fur die Knsentheorie” , Zeitschnft fiir Natwnalokonomie,

himself and, on the Austrian side, has been answered by Professor 
F. M achlup and Professor F. A . von Hayek.1 It is with this parti
cular controversy that the present essay will be concerned.

The literature created by this discussion is already sufficient to 
fill volumes, and most of it makes very difficult and often tedious 
reading. Y et a perusal of the more recent publications does not 
suggest that much progress has been made towards mutual under
standing. While Professor Knight’s position and those of other 
critics is not entirely acceptable in the view of the present writer, 
it appears that on the Austrian side none o f his chief points have 
yet been fully understood or effectively answered.

For this state o f affairs, I think Professor Knight is partly 
responsible. A  serious reading o f his numerous articles on this 
particular subject does not make it easy to discover the essential 
points o f departure. He makes so many points that one is apt to 
get lost among them, not knowing how to distinguish between the 
primary and secondary, the important and the unimportant; while 
the conclusions are frequently clothed in paradoxical sentences

Vol. 6, 1935; Nurkse, “ The Schematic Representation of the Structure of Production”, 
Review of Economic Studies, June, 1935.

The following articles, recently published, deal with more or less the same problems 
though they are not directly related to the issues of the present controversy C. H P. 
Gifford, “ The Concept of the Length of the Period of Production” , Economic Journal, 
December, 1933, p. 611; “ The Period of Production under Continuous Input and 
Point Output m an Unprogressive Community” , Econometrica, Vol. 3, April, 1935, 
p. rgg; K . E Boulding, “ The Theory of a Single Investment” , Quarterly Journal of 
Economics, Vol. 49, May, 1935, p 475; “ Time and Investment” , Economica, May, 1936, 
p. 196; J. Marschak, “ A  Note on the Period of Production” , Economic Journal, Vol 44, 
March, 1934, p. 146; J. Marcus Fleming, “ The Period of Production and Derived 
Concepts” , The Review of Economic Studies, Vol. 3, October, 1935; A  Smithies, “ The 
Austrian Theory of Capital m Relation to Partial Equilibrium Theory”, Quarterly 
Journal of Economics, Vol 50, November, 1935; V . Edelberg, “ Elements of Capital 
Theory. A  Note” , Economica, August, 1936, Karl H. Stephans, “ Zur neureren Kapital- 
thcorie” , Weltwirlschaftliches Archiv, January, 1935, “ Zur Froblematik der Zmstheone”, 
Zeitschriftfur Nationalohonomie, Vol. 7, 1936, Richard von Strigl, “ Zeit und Produktion” 
Zeitschnft fur Natwnalokonomie, Vol. 6, 1935, E Schneider, “ Das Zeitmoment m der 
Theorie der Produktion, I” , Jahrbucher fur Nationalohonomie und Statislih, 1935; “ II” ) 
ibid, 1936, A. Mahr, “ Das Zeitmoment in der Theorie des Produktivzmses” , Zeitschnft 
für Natwnalokonomie, Vol. 7, 1936, Carl Iversen, “ Die Problème des festen Real- 
kapitals” , Zettschnft für Natwnalokonomie, Vol 7, 1936; O Lange, “ Interest m the 
Theory of Production” , Review of Economic Studies, Vol 4, June, 1936; H  Gaitskell, 
“ Notes on the Period of Production,”  Zeitschnft fur Natwnalokonomie, Vol. 7, 1937.

1 F Machlup, “ Professor Knight and the ‘Period of Production’ ” , Journal of 
Political Economy, Vol 43, October, 1935, p 577 (together with Professor Knight’s 
comment), and a further Rejoinder, ibid, December, 1935, p 808; F A  von Hayek, 
“ The Mythology of Capital” , Quarterly Journal o f Economics, Vol. 50, February, 
1936, P- 199 Reference should also be made to another article by Professor Hayek, 
dealing with earlier criticisms and a further elucidation of his views, “ On the Relation
ship Between Investment and Output” , Economic Journal, June, 1934, p. 207.
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which are intended to challenge the mind but without a sufficient 
indication of where to turn in order to uncover those mental 
processes which must have led up to them.

The aim of the present article is to review the essential points in 
Professor Knight’s argument, to examine them in the light of other 
criticisms which have been put forward and, finally to analyse to 
what extent and in what respects they destroy the validity of 
traditional theory. Since this reconstruction of Knight’s views has 
involved some “ filling in”  of gaps in the printed argument at 
certain stages, it is not necessarily a “ correct”  version o f his 
views; it should be considered as an interpretation rather than 
a summary; and it is possible that it will be repudiated by the 
author himself.
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II

Professor Knight’s criticism of the “ Austrian”  doctrine can, I 
think, be summarised under three headings- first, that it is im
possible to distinguish between permanent and non-permanent 
resources (or “ original”  and “ produced”  means of production) or 
between the services of those resources ; second, that it is irrelevant 
and, in many cases, impossible to distinguish— analytically or 
physically— between expenditures incurred in “ maintaining”  
resources and those incurred in “ replacing”  them; third, that 
there is no necessary correlation between the “ period of produc
tion”  and the quantity of capital. Among these, perhaps, the 
second is most open to criticism and, at the same time, least 
important; whereas the third is certainly the most important and 
at the same time the most inadequately explained. But let us deal 
with each of these points in turn.

1. Permanent versus Non-permanent Resources.— Here Professor 
Knight makes use of two separate arguments. In the first place he 
sharply distinguishes between the services of resources and the 
resources themselves (the actual physical objects from which the 
services flow). The former, in his view, cannot be thought of 
except as a rate of flow in time : like light or electricity (but unlike 
water) they flow, but cannot exist as a stock, or have their use 
transferred to any other period. Just as one cannot “ bottle up”  
sunshine— except in the sense of transferring its energy into some

other object, like oranges, which means “ consuming” it by 
creating value in that object— to-day’s labour hours cannot be 
deferred until to-morrow: they must be used immediately or lost. 
As regards the latter— pieces of land, labourers and machines— no 
distinction can be drawn between permanent and non-permanent 
resources, simply because permanent resources— apart from a few 
and insignificant exceptions— do not exist. It is essentially a 
fiction that there are “ permanent”  resources which exist without 
being maintained and whose services are therefore forthcoming 
at a rate independent o f their price. This fiction is admissible in 
static or stationary-state analysis, where it does not affect the 
immediate issues involved; but it is inadmissible to treat it as a 
relevant fact upon which a theory may be built. That it is fiction 
and not fact is shown by the reflection that neither land nor 
labour services would continue to flow (from the same resources) 
without the application o f current services for their maintenance. 
No type o f natural resources truly possesses “ indestructible 
powers” ; the best that can be expected is that the flow of services 
can be kept up permanently by continued maintenance.1 A  piece 
o f land can be kept permanently in good condition by careful 
husbandry; but its “ consumption”  (in the same sense that capital 
goods can be consumed) is certainly possible by reducing its value 
to nil through non-maintenance. In fact some types of resources 
(such as sources o f coal and oil) cannot be kept intact however 
much is spent on their maintenance, though how long they last 
and the amount o f services yielded may be influenced by ex
penditures on their upkeep.3

The point is equally obvious in the case o f labour. The services 
flowing from a labourer cannot be forthcoming unless he is

1 The most important exception to this is sunshine which— given static weather 
conditions— flows at even rate without anything being done to the sun. But since 
neither sunshine nor the sun can be made subject to human property rights and thus 
market valuation, this exception is irrelevant. It might be argued also that sheer area 
(involving exposure to light and rainfall and power to support structure) is an “ original 
and indestructible power of the soil”  in the Ricardian sense and the only one; but even 
here we must qualify m that the area may shrink in some cases (e.g. on river banks) 
■without maintenance.

2 Professor Knight would go further and say that such non-exhaustible resources 
can also be “ maintained”  permanently by creating resources whose services provide 
a substitute for them. This view is justified, only in so far as perfect substitutes can be 
found (which is by no means always the case; not all uses of coal can be equally 
replaced by water power).
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given food nor can he be replaced after his death unless children 
are “ maintained”  until they reach the age when valuable services 
begin to flow from them (during their “ construction period” ). 
This way of looking at the matter would not sound so ridiculous 
but for the historical accident of the abohtion of slavery. In a slave 
state, investment in human labour is in all respects identical with 
investment in machinery. And even in the non-slave state there 
is a minimum price necessary to maintain the labourer, while the 
Malthusian theory of reproduction applies, m certain countries 
and periods, to a considerable extent.

Even if the maintenance of labour does not proceed on strictly 
economic grounds in a world where everyone owns his own labour 
— since the preference for life over death cannot be expressed in 
marginal terms— maintained (and replaced) it must be; and 
therefore all resources (i.e. all scarce objects, including human 
beings) must have some input or maintenance stream in order 
to have a permanent output stream (both o f which are, of course, 
to some extent variable). No distinction can be drawn along this 
line; and the criticism urged against Professor Knight,1 that he 
regards capital as maintaining itself permanently without main
tenance expenditure, misses its point. From one standpoint all 
resources are “ permanent” — which merely implies that, if  they 
are maintained, they are maintained; while from another stand
point, none are permanent— since none will remain unconsumed 
unless maintained. W hat matters is that no distinction can be 
drawn between permanent and non-permanent resources, which
ever standpoint is adopted.3

Professor Knight’s second argument in this connection refers

1 Cf. Hayek, “ The Mythology of Capital” , op. a t , p 214 “ The very concept of 
capital arises out of the fact that, where non-permanent resources are used in pro
duction, provision for replacement of the resources used up in production must be 
made, if the same income is to be enjoyed continually, and that in consequence part 
of the gross produce has to be devoted to their production ”  But are there any re
sources for which this is not true?

2 Moreover, even i f  it were true that some resources are permanent (in the sense of 
requiring no maintenance) whilst others are not, this fact would not really be relevant 
from the point of view of capital theory As will be shown below, “ permanent 
sources” might very well be “ capital goods” , so long as they are augmentable in 
quantity, while there are various “ non-permanent -goods”  which are not part of 
capital (m the sense that they do not enter into the determination of the rate of 
interest) for the simple reason that their quantity cannot be augmented In any case, 
the distinction between permanent and non-permanent goods cannot be used to 
demarcate capital from other resources
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“ original and “ produced”  factors. Even if  the distinction between 
permanent and non-permanent resources is invalid, this latter 
distinction would still be valid, i f  it were true that the services of 
one set o f resources— the “ original factors” — produced another set 
o f resources, the services o f which— either by themselves, or with 
the aid o f the services of the former— produced want-satisfying 
service flows. But there is no such one-way causation as is assumed 
by the Austrian theory. Resources are produced with the aid of 
the services o f all kinds o f resources; and it is even conceivable 
that the services o f produced resources by themselves alone and 
without any aid from the services of “ non-produced” resources, 
should produce an endless succession o f further produced re
sources. (It is “ conceivable” , but I think Professor Knight will 
admit that such an eventuality is not very likely.)

I hope to show later on that the importance of this latter point 
has been rather exaggerated— at any rate i f  it still remains true 
that the services o f produced resources always require the co
operation o f the services o f non-produced resources in further 
production. Professor Knight is quite right in insisting, however, 
that it destroys Bohm-Bawerk’s concept o f a “ period of produc
tion” . I f  the services o f produced resources become embodied in 
further resources (and so on, in endless succession), there is no 
definite time lag between the investment o f a “ service unit” and 
the corresponding emergence of another service unit which is 
instantaneously destroyed by consumption. The “ investment 
period”  for certain services invested on a particular date (or, 
rather, for a small portion o f those services) might be infinity. But 
this does not imply, in our view, that it is impossible to attribute an 
“ average investment period”  for the services embodied in a given 
stream o f consumption goods.

It might be argued that the services o f the resources accruing at 
the present moment might be regarded as “ original factors” as 
against the services o f resources accruing at any subsequent 
moment. Such a distinction, however, would be meaningless 
when applied to the time continuum o f static equilibrium; and 
it is questionable whether the periods for which the services 
accruing at a single moment are invested, are in any way definite
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in the absence of stationary conditions. For the inputs of different 
dates jointly produce the outputs of different dates; and it is 
impossible to separate out the contribution to the output of 
different dates of the input of a single date.1, a This is the chief 
objection against the concept of an “ investment period of currently 
accruing services”  (as against the investment period of the 
services embodied in a given stream of consumption goods) which 
Professor Hayek now regards as relevant.3 Another (alternative) 
objection is that, in the absence of stationary conditions, this 
measure would be correlated with changes in the scale of new 
investment, rather than changes in the quantity o f capital. It 
may easily remain constant while the quantity o f capital is 
increasing if accumulation proceeds at a steady rate; while it 
could actually diminish if the rate of accumulation slowed down.

2. Maintenance versus Replacement.— Professor Knight argues in 
the second place that the maintenance expenditure (which we 
have seen is necessary for all resources) cannot be distinguished 
from expenditure incurred to replace worn-out capital goods. The 
usual distinction between replacement and maintenance is based 
on the idea that the former does (while the latter does not) bear 
a definite ratio to the service life o f particular capital goods. This 
is best elucidated by an example. I f  the investment in a particular 
stock of houses is not maintained— the amortisation funds are not 
put aside year by year— the amount thus “ released”  will bear a 
mathematical relation to the service life of the houses (a relation 
varying with the rate of interest, but definite at any given rate).

1 It is only under the assumption of stationary conditions, where both the output 
stream and the input stream are constant over time, that an investment period can be 
imputed to the input of a particular date, since in this case, this period will equal the 
investment period of the services embodied in the capital goods C f alsop 167 below.

s This has already been stated by Wichsell, Lectures on Political Economy, English 
edition, Vol. I, London, 1934, p 260 Wicksell was considering the analogous problem 
(or, rather, the same problem from the “ other end” , so to speak) whether the amount 
oflabour disinvested by the “ annual use”  of a machine can be measured “  funda
mentally it is just as absurd to ask how much labour is invested in either one or the 
other annual use as to try to find out what part of the pasture goes into wool and what 
part into mutton It is only at the margin of production that these quantities can be 
differentiated and have a concrete significance attached to them ”  Assuming van- 
ability at the margin, it is possible of course to determine by how much the output of 
various dates can be increased by a marginal increment of the input of a single date But 
this does not imply, as Machlup appears to believe (“ Professor Knight and the 
‘Period of Production’ ” , op at., p 587), that it is possible to evaluate the contnbution 
of the input of a given period to the output of different future periods

3 “ The Mythology of Capital”,  op. cit., pp 206, 218-19.
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sense is not incurred (the roof leakages are not stopped, etc.), the 
house may become immediately useless and the destruction in value 
caused thereby bears no relation to the amount “ released” . Now, 
in the case o f many capital goods no definite “ replacement” ever 
occurs ; the maintenance may consist only in the periodic replace
ment o f “ individual bits”  ; but that type of replacement need bear 
no relation to the shortening of service life (or, rather, the reduction 
in the discounted value o f future services) caused by a reduction 
in maintenance expenditure. A  railway locomotive, for example— 
apart from changes in knowledge, causing technical obsolescence 
— is never entirely replaced although every single part of it might 
be exchanged in the course of time, as this becomes necessary. But 
the sum of such maintenance expenditures cannot be brought into 
any simple relation with the cost o f the locomotive as a whole; 
and failure to incur such expenditure in any particular respect 
(e.g. the replacement o f a piston) will not destroy part of the value 
o f the locomotive; it will destroy its entire value.1

Moreover, i f  “ replacement”  occurs regularly and continuously 
— and we shall see presently Professor Knight’s reasons for 
regarding it as i f  it did— “ replacement expenditure”  becomes 
indistinguishable from “ maintenance expenditure”  in the 
narrower sense; and therefore, according to Professor Knight, 
the two should be lumped together, and not treated separately,2 I am not

1 This, I believe, is also the reason for the view, which most people found so puzz
ling, that the “ investment period” of the sendees of resources must be either zero or 
infinity, 1 e zero for the services engaged in producing current output-streams (from 
existing capacity) and infinity for the services employed in creating new capacity. 
It does not imply a denial that capacity requires maintenance, but merely the view 
that no definite investment period can be attnbuted to the services employed m such 
maintenance for the simple reason that such expenditure is the absolute condition of 
the functioning of the capacity rather than the cause of a definite prolongation of its 
service life. In the above case of the locomotive, the labour engaged in building it 
remains invested for an infinite period, if the locomotive is kept in repair, but only for 
a very short period— perhaps a day— if the necessary repairs are not made good 
Similarly with the labour engaged m making repairs It is impossible to say by how 
much the service life of a locomotive is prolonged by the replacement of a worn-out 
piston. I f  it is not replaced, the future service life of the locomotive becomes zero, while 
if it is (and all other “ pistons”  are also replaced in the course of time) its lifetime might 
be infinity.

" Cf. especially “ The Theory of Investment Once M ore- Mr. Boulding and. the 
Austrians” , op. at., p. 59- “ the process of amortisation and replacement is precisely 
the continuance of an old life and not a new birth” ; also “ particularly with reference 
to increments of value, capital as capital, it seems truistical to say that if it is kept in 
existence there is no amortisation and replacement but only continuous maintenance .
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sure that even so, with a little mental effort, it would not be 
possible to forge a criterion for an analytical distinction, but I 
certainly do not think it would be worth the trouble. As we shall 
see later on, the essential point of the “ Austrian”  theory of 
capital does not really depend upon the validity of this distinction.

3. The Optimal Length of the Investment Period.— None o f the 
points mentioned so far affects the fundamental assumption of the 
Austrian theory : the law of roundaboutness. Now we come to 
the argument with which Professor Knight seeks to prove that this 
law, irrespective of whether it is true in reality or not, is irrelevant 
from the point of view of capital theory, for it cannot be shown 
that an increase m the quantity of capital in a community will 
necessarily imply the adoption of more “ roundabout”  processes.1 
In order to show that this argument is independent of the previous 
objections, we shall assume for the picscnt that “ maintenance”  
does consist of periodic replacement o f capital goods, as the 
Austrian theory apparently assumes, and that capital goods are 
exclusively produced by the services of other resources, i.c. labour. 
Let us revert therefore to the traditional situation exemplified by 
a world where only houses are produced and only labour is 
required to build (or replace) such houses. The only consumption 
good will then be the services flowing from houses, i.e. “ room- 
years” ; and we might assume the co-existence of different types of 
room-years. We shall defer for a moment the question how the 
“ degree of roundaboutness”  is to be measured; under these 
assumptions it will obviously vary with the lifetime of the houses. 
The famous Jevons-Bohm-Bawerkian law is satisfied if we assume 
that for each particular type of house (i.c. a type of house is one 
which provides a given kind of room-year) it is always possible to 
increase service life in a given proportion by increasing the 
construction costs of the houses in a lesser proportion.

We shall make two further assumptions which, in my view, are 
also implicit in Knight’s analysis. The first is that there is perfect 
competition and constant returns to scale (i.e. the production 
function is homogeneous in the first degree). The second is that 
investors have static foresight regarding the future, which implies

1 1 am indebted to M r Milton Friedman, of the National Resources Committee, 
Washington, for helping me to understand Knight’s argument in this connection.
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as are ruling at present.

Under these assumptions the “ optimum degree of durability”,
i.e. the optimum length o f service life o f houses, will be the one 
which maximises the rate o f return on a given quantity of invest
ment. In the case of resources, such as houses, which are assumed to 
be periodically replaced, it is not immediately clear how this rate 
o f return is obtained. It will obviously depend on the building cost 
o f the houses (on the price of labour) and on the price of room- 
years; but it will also depend on the way amortisation is provided. 
The representative investor, in deciding upon the degree of 
durability he should adopt, will deduct from the expected annual 
(gross) income o f the house a sum sufficient for its replacement 
when it falls due. The net return o f the investment wall thus 
depend on the annual amount of this deduction, i.e. the annual 
amortisation quota. It is only when the relative costs of amorti
sation o f the different types o f houses are known that it is possible 
to determine the optimal length of service life.

But the amount o f this annual deduction, given the length of 
service life, will obviously depend on the rate of interest at which 
the amortisation quotas are accumulated. The higher this rate 
the lower the annual sum required to secure a given replacement 
fund at the end o f a definite period; and the higher, in conse
quence, the rate of return on the investment itself. Now the rate 
of interest at which the amortisation quotas are accumulated can 
certainly not be higher than the rate o f return on the investment, 
since this would imply the existence o f an investment opportunity 
which is superior to the one in question, in which case that 
particular investment would never be adopted. For similar 
reasons, it cannot be lower than the rate o f return, since this would 
imply that the amortisation quotas are invested in an investment 
opportunity which is inferior to the one in question, and the 
investor always has the choice o f reinvesting his capital in the same 
uses in which it was originally invested. Consequently the two must be 
equal to one another: and this condition makes the rate of return on a 
particular type of investment uniquely determinate. The real rate of 
return on a particular type o f investment is therefore that rate which 
satisfies the condition that the rate at which the amortisation quotas are
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accumulated is identical with the yield of the investment itself1 The 
optimum “ degree of durability”  is the one which maximises the 
rate of return, calculated in this manner.1 2 * * * * *

This can be elucidated by the following example. Let us assume 
that the same house (i.e. a house having 75 rooms, of exactly the 
same type, with each room earning 1 unit per annum) can be 
built in three different degrees of durability. The first costs 1,000 
units to build and lasts thirty years. The second costs 1,100 units 
and lasts forty years. The third 1,200 units and lasts fifty years. 
We shall calculate first the net yield of the three houses by assum
ing that the amortisation quotas are accumulated at various 
“ given” rates o f interest, and second, we shall calculate the real 
rate of return for each type by assuming that the amortisation 
quotas are accumulated at the same rate as the “ net yield”  itself. 
The table on p. 164 shows the comparative rates of return under 
the two assumptions.

It is easily seen that for each type of house the net yield will be 
at its maximum at the “ real rate of return” . This is the return 
which the investment yields i f  the amortisation quotas are re
invested in the same use as the one represented by the original 
investment. This in turn implies that the investment— after a 
certain lapse of time, at any rate— is so arranged that the amount 
of capital invested in a given use is kept at an (approximately) 
steady and even level over time; this means, m real terms, that
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1 The real rate of return, as defined above, is necessarily the same as the one which 
equates the sum of the discounted gross returns of a house (with no deduction for amort
isation) with its costs of reproduction It is identical therefore with Professor Fisher’s 
“ rate of return over cost”  (The Theory of Interest, pp 155 ff) , Wicksell’s “ real”  or 
“ natural” rate, and the “ internal rate of return”  of Mr Bouldmg (“ The Theory of 
the Single Investment” , op a t , p 479 ) But it is only under the assumption of constant 
(value) returns to scale (from the point of view of the individual mvestoi) that the 
optimal mode of investment can be determined by the condition that the real rate of 
return is maximised Under conditions of diminishing returns to scale the determina
tion of the optimal method of investment is more complicated and presupposes that 
the rate of interest is already known

2 This conclusion is true, irrespective of whether the output or input streams are 
uniform over time (as assumed in the text) or not Whatever the time shape of output 
and input streams, there is only one rate of interest, corresponding to any given
constellation of outputs and inputs, which makes the discounted value of all outputs
minus the sum of the discounted values of all inputs (including the initial input, or
construction cost), for any given date, equal to zero And since all possible constella
tions of the time shapes ot output and input streams are given by the production 
function, there will be (normally) only one possible time constellation of inputs and
outputs which makes this “ internal”  rate a maximum Gf also Knight, “ The Quantity
ofGapital and the Rate of Interest, Part I” , op a t , p 445

the age distribution o f houses of each type remains constant in 
successive periods o f time. I f  individual houses last, e.g., 30 years, 
a  “ house investment”  will consist o f a series o f 30 houses, varying 
in age between o and 29 years, one o f which is replaced every year. 
The gains from the investment o f a certain amount of capital are 
therefore only maximised i f  the time quantity of the investment is 
stabilised : unless it pays to do the latter it does not pay to under
take the investment at all. Such a “ staggering”  o f capital is thus 
an indispensable condition o f a state o f equilibrium.1
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Rates of Interest 
Used in

Calculating Amortisation

Net Yield (%) of

Type I Type II Type III

%
2 4*8 5 '° 5-o
3 5 ‘4 5*5 5-4
4 5'7 5 '8 5‘5
5 6-o 6*o 57
6 6-2 6*2 5-8

(7 6-4 6-3 6-o)*

Real Rate o f Return 6-35 6-2 5*9

* A t 7% none o f the investments would be undertaken, since none would have a 
yield equal to that rate.

There need be no difficulty in arranging a maintenance scheme 
o f this type, at any rate under the idealised conditions assumed in 
the theory. “ Houses”  may be big (too big for the individual 
investor to buy a series o f 30 houses), but, i f  not houses, at any rate 
the ownership titles in those houses are divisible: and so it ought 
to be possible for anybody to arrange his investment in such a way 
as to keep the amount o f the investment per unit of time constant. 
T o achieve this end may be considered, therefore, as one of the 

functions o f the capital market.2 A ll that is necessary to assume is
1 This has been stated by Wicksell and set out at length by Âterman, Reallapitaluni 

Kapitalrjns Cf. also Wicksell, “ Real Capital and Interest,”  Lectures, I, pp. 258 n
2 Moreover, it is sufficient to assume that this is possible for some investor, smclf r V ’ 

through the workings of competition, can prevent the others from investing anything 
at all sn that particular type of investment.



that the indivisibilities do not go so far as to pi event the co
existence of a sufficient number of houses of each type and age.

This is the meaning of Professor Knight’s repeated assertions 
that capital goods ought to be treated as if they were permanently 
and continually maintained, that capital is perpetual or a 
“ permanent fund” . Investing in 30 houses, one of which falls due 
for replacement and is planned to be replaced every year ad infinitum, 
is the same thing as investing in a house which lasts for ever, while 
a certain sum has to be paid out every year to keep it in repair. 
This sum can be looked upon as “ maintenance cost” ; it can also 
be looked upon as the contribution of the services of other re
sources needed to produce the room-year service which is instan
taneously consumed.1 Thus every investment should be regarded 
as the source of a certain output stream and the consumer of a 
certain input stream (both of which are, of course, to some extent 
variable), m addition to which it will have a certain “ initial 
input”  or construction cost. As Professor Knight has shown, in the 
case where these streams are constant over time, the relation of 
output value to input value determines the investment period (in 
his terminology, the turnover period).2 Since the annual net income 
of the investment is merely the difference between the two and 
since, under our assumptions (i.e. constant returns to scale), every 
unit of capital in that investment is assumed to earn interest at 
the same rate, the relation between output value and input value 
will also determine the relation between “ construction cost”  and 
“ annual maintenance cost” . For investments which are con
tinuously maintained at an even rate m time, the degree of 
roundaboutness can be measured by the ratio of the initial or

1 This is also the meaning, I believe, underlying Knight’s statements that “ main
tenance is merely a detail of administration” , or that “ capital is an integrated, organic 
conception” What it means is that, in a state of equilibrium, all capital, however 
durable or perishable are the individual capital goods of which it consists, must be 
regarded as a fund which is continuously maintained— it cannot be thought of other
wise— since its yield can only be maximised on this basis.

2 “ The Theory of Investment Once More” , op. at., p 55. According to Professor 
Knight, this turnover period has only meaning “ provided it is taken as an accumula
tion period and not as a period of investment”  I confess I do not understand the 
meaning of this distinction, since in the context output value and input value represent 
permanent time streams, while input is regarded as “ provision for maintenance or as 
payments for the other agencies co-operating with the particular capital good . or 
as including elements of both”  (ibid, p 56) The “ period”  clearly cannot refer merely 
to the time during which the capital stock is accumulated (which is the sense in which 
the term “ accumulation period”  is generally used).
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construction cost to the annual maintenance cost (assuming that 
the expected future prices of  productive services are the same as 
present prices).1 The “ law o f roundaboutness”  then simply says 
that it is always possible to reduce annual maintenance cost by 
increasing initial construction cost, in producing a given per
manent output stream.

[If a is the value o f the annual input, b the value of the annual 
output, i the rate o f interest, t the average “ investment period” 
sought, their relation will be given by the equation

a(i+iy=b —  (1)

The rate o f interest in question, however, is the investment’s 
“ real rate o f return”  (calculated above, p. 164). I f  C  is the value 
of current services needed to produce (or reproduce) an “invest
ment”  o f balanced age-composition, capable o f yielding an output 
stream b at an input stream a, then its value is given by

Since the production of resources also takes a certain time, this 
construction cost will itself include an element of interest. This, 
however, causes no logical difficulty; for the construction cost 
(including interest) will still have a unique value i f  we impose the 
further condition that interest during construction must be 
identical m th the interest earned on the investment itself. In 
other words, given the inputs o f all dates (including the series of

1 The “ annual maintenance cost”  of a resource (or good) includes the value of oil 
services consumed in producing whatever is regarded as the output stream of that 
particular resource It is determinate therefore only if the output stream of the par
ticular good is regarded as given Since, however, the resources themselves can only 
be unequivocally defined by their output streams, this problem ought to cause no 
difficulty. To elucidate our concept by an example: i f  the output stream of certain 
boot-manufacturing machines is regarded as a certain quantity of machine services 
per unit of time (assuming that these services are capable of physical measurement, 
in terms of machine-semce-hours, like labour-hours), the “ annual maintenance cost' 
or “ input value”  of those machines will consist of the expenditures— m the form of 
upkeep and replacement— continuously incurred in securing a permanent flow of 
these services If, on the other hand, not “ quantity of machine-service-hours, per unit 
of time”  but “ quantity of boots per unit of time”  is regarded as the output stream of 
those particular machines, “ the annual maintenance cost”  will include, in addition 
to the above, also the cost of the services of the factors (labour, etc ) normally regarded 
as co-operating with the machines in producing the boots The ratio of construction to 
maintenance cost— which, perhaps, should more properly be called the ratio oj the 
initial input to the annual input flow, the former, as distinct from the latter, being a 
single expenditure which is incurred only once, at the beginning of the investment—- 
will of course be different m the two cases: but so will the “ investment period” , u 
measured m any other manner.



initial inputs, representing “ construction” ), the outputs of all 
dates and the “ real rate of return”  on the investment, the value of 
C can be determined.

It can be shown that the ratio of “ initial cost”  (C) to “ annual 
maintenance cost”  (a) provides an index to the period of invest
ment. This ratio will correspond with the period of investment 
only when the rate of interest approaches zero. Equation (1) can 
be expanded to
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°( i + M 1.2
t { t - i ) { t - 2 y

1.2 3
= b

This yields a rapidly converging series if both ti and 1 are 
appreciably less than unity (as would be the case, for example, 
if 1— 05 and / =  10). In that case the cubic and subsequent terms 
of the above series can be neglected. From (2) we have

b — Ci -f- a

-  =  H—  (*-1)a 2 • • • (3)

As is readily seen, the second term of this equation will be an
ç

appreciable magnitude in relation to the first term, so that —
a
(j

will exceed t unless 1---- md. However, for any given value of 1, -
a

is uniquely related to t, and can thus serve as a rough index of t.
(2

Similarly, it can be shown that j  (the capital/output ratio) is also

uniquely related to t for any given value of 1 (but will be smaller
C

than t), and will approximate t (and — of course) as 1----->0.

In the case of our three types of house investments, for each 
case the invested capital is an integrated structure of balanced 
age-composition. The ratio of the invested capital (i.e. “ initial 
cost” ) to “ annual cost”  will be for the three types, 19-7, 27-8 and 
36 (approximately) when the lifetime of the individual houses 
comprising the investment is 30, 40 and 50 years respectively. The 
ratio of annual output to annual input will be 2 25, 2 73 and 
3-125 and the rates of return 6-35, 6 2 and 5 9% respectively. 
Hence the value of t from equation (1) can be computed as 13-1,
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16-7 and 19-9 years (approximately). The capital/output ratio 

will be 8-8,10-2 and 1 x -5. It will be readily seen that the relation

ship o f -  or j  to t, and the value of t itself, will vary with the rate of

interest; and all three will approximate Bohm-Bawerk’s definition 
o f the “ average period o f production”  (= h a lf the lifetime of the 
houses) as the rate of interest approaches zero.

In the above the investment period, t, was implicitly defined 
as that particular period o f time which satisfies the equation 
a (i-b î)ê= é , when the values o f a, b and i are independently 
given. An explicit definition must relate the “ investment period” 
to the construction period and the service life of the individual 
items of equipment comprising the investment. Since this paper 
was originally written, D. G. Champemowne and R. F. Kahn,1 
and G. A . Blyth2 have considered this problem from a different 
angle. It follows from their work (as well as that of Wicksell) that 
there is no generally valid formula for expressing the relationship 
between t and the service life o f the individual items of equip
ment (which we may call T )  but that in the case of “ point-input 
continuous output” '(i.e. in the case o f our houses) -writing r for 
the instantaneous rate o f interest the relationship is given by the 
expression

erT — i
7 Ï W

The approximation for this when r is sufficiently small in rela
tion to T  so that rT < 2  is

T _ r T f  
2 24

Taking this approximation and substituting aert= b  for equation
C rt2

(x) so that equation (3) becomes -  =  £ + — , we have

C =  T _ r T f  + r / T _ r T f\  2 
a 2 24 ' 2 \  2 2 4 /

1 “ The Value o f Invested Capital” , Review of Economic Studies, i 953-4> PP I07*12
2 “ The Theory of Capital and its Time-Measures” , Economelnca, 1956, pp. 4®7‘79
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Neglecting any term in which r is of the second- or higher-order, 
this becomes

C T  , r T 2 C  1 , rT---------f- —  or --- ------ -f- —
a 2 12 Ta 2 12

Equation (4) is the Champernowne-Kahn formula which gives the 
ratio of the value o f capital to the replacement cost ( Ta) of the 
whole stock of capital. It must be understood, however, that this 
formula yields a reasonable approximation only for particular 
constellations of values of r and T.]1

Now, according to Professor Knight, the concept of the invest
ment period, or “ degree of roundaboutness” , is without signific
ance for capital theory; for “ the average investment period and 
the quantity o f capital may perfectly well be affected in opposite 
ways” .2 The argument, if I rightly understand it, could be 
summarised as follows: the optimum degree of roundaboutness, 
on any single investment, is the one which maximises the rate of 
return on that investment. A  change m the quantity of capital 
could only lead to a shift in the optimum degree of roundabout
ness by affecting the relative rates of return on different degrees 
of durability. It is usually assumed that this will be the case 
because an increase m the supply of capital will lead to a fall in 
the rate of interest. But in the case of “ continuous maintenance”  
the rate of return, on any single investment, will be independent 
of the rate of interest. It is only by assuming that the amortisation 
quotas are accumulated at some “ outside”  rate of interest that 
this “ internal rate”  will be affected; in which case a given fall in 
the rate of interest would reduce the return from less “ durable”  
investments to a greater extent. In the numerical example we 
have given above, the reduction in the interest rate to 4%  would 
make Type II  houses more profitable than either of the other two 
types. But this method of calculation is obviously mistaken since 
it overlooks the fact that, by reinvesting the amortisation quotas

1 The above is an amended version of footnotes 20 and 21 of the original article,
Cwhich did not contain the approximations for -  given in equations (3) and (4), and

Q
merely shots ed that if t is negligible — approximated to t. In making these amend

ments, I am indebted to Dr C A Blyth and M r Hugh Hudson
-Ib id , y 45.

in the same uses, a much higher net return is obtained than by 
reinvesting them at the current interest rate outside. It is not true 
therefore, that a fall in the interest rate would make it profitable 
to shift to more durable houses. In the above example, the least 
durable house (Type I) has the highest real rate of return— 
6-35%— and so long as the price o f room service and the rate of 
wages remain the same, this is the type that will be preferred, 
irrespective o f how much the rate o f interest might fall.

An increase in the quantity'’ of capital, therefore, will not change 
the “ degree o f roundaboutness”  involved on already existing 
investments; and there is no reason to suppose that this “ degree 
o f roundaboutness”  will be higher on new investments than the 
average on already existing capital goods. What happens when 
the rate of interest falls is that investments whose real rate Oi 
return iras lower than the previous interest rate become profitable. 
More houses -will be built. But the houses which have only just 
become profitable on account of the lower rate of interest need 
not be “ more durable houses”  ; they may be houses with a different 
quality o f room service. It is the relation between net return and 
cost of construction which must be lower. But the kind of houses 
which have a lower net return may very well have a lower ratio 
o f construction cost to maintenance cost and thus a lower “period 
o f production” . The two are not related to each other at a ll-  
durability, as Knight contends, is merely one of an “ infinite 
number”  o f considerations that affect the net return of invest
ments.
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Before we proceed to a criticism of this argument, we might 

attempt to piece together these various aspects and give a general 
picture o f the world as Professor Knight sees it. It consists of a 
collection o f resources which, like heavenly bodies, emanate light 
and absorb light. A ll these resources have to be “ maintained”; 
i.e. they all absorb a quantity of services at every unit period, 
which is the absolute condition of their continuing to radiate 
another stream of services, which is their “ output” . No distinction 
can be made between maintenance and replacement, or even 
between production for immediate consumption and production



for “ maintenance” — or future consumption— since all that we 
know is that during a certain period a certain quantity of all kinds 
of services have been “ put in”  (into each particular “ resource”  or 
“ factor” ) and a certain other quantity of services has been “ put 
out” . It is impossible to say “ how much”  of the input served to 
produce the immediate output, and how much served to maintain 
the resource itself. And since, in a well-organised competitive 
world, for each particular resource both input stream and output 
stream must be constant, per unit of time (if the ruling prices are 
expected to remain in operation),1 the question itself is meaning
less. Looked at in one way, all production is “ instantaneous” — if 
the input stream is regarded as “ producing”  the output stream. I f  
the resources themselves are regarded as producing the output 
stream, all input is to be regarded as producing output in an 
indefinite future. The output stream of all resources in so far as 
they do not directly consist of consumption services and in so far 
as they are not actually creating some additional resource— must 
therefore be input or “ maintenance cost”  for some other resources. 
Even consumption can be looked upon as the input of the re
sources called “ labourers” . Not all consumption, o f course, for 
on the one hand labourers’ consumption falls short of total con
sumption by the consumption of the owners of other resources—  
on the other hand, the labourers’ consumption must itself include 
the net return from the investment of owning themselves. This 
difference (property owners’ consumption plus the difference 
between labourers’ income and maintenance cost) can be regarded 
as the “ net return”  from the whole system. It is precisely the 
extent to which all inputs fail to cancel out all outputs 

In a growing system some of the service stream (of all types of 
resources) will also be engaged in producing further resources. To 
the extent that such services are obtained by reducing the input- 
stream of other resources— and this is the only way of obtaining 
them if  a world of “ full employment” is contemplated— these 
other resources will, for the period of construction of the new

1 1 believe this assumption underlies the whole of Knight’s analysis. When he 
mentions “ perfect foresight”  he uses this word in a different sense from the one in 
which Professor Hayek uses the term Professor Knight, I believe, merely implies that 
the markets are sufficiently perfect to adjust themselves immediately to any given 
change— they are “ Walrasian” markets It is “ perfect foresight” only under the static 
assumption that no further changes occur m the future
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resources, be “ undermaintained” — their input stream will be 
temporarily reduced. Not all the resources “ lent”  will be re
patriated, o f course, at the end o f the construction period. Some 
o f them will permanently remain with the new resources, as their 
permanent input flow. This deficiency, however, will be more 
than offset by the output stream from the new resources, which 
directly or indirectly will also help to maintain the old ones.1

As the quantity o f capital is increasing, the rate of return falls, 
since this implies the adoption o f progressively inferior investment 
opportunities. It is at the margin of investment that the rate of 
interest is determined; capital quantity itself is a “ marginal 
concept” . Accumulation implies the conversion of current income 
into additional streams o f permanent income; it implies an 
increase in “ resources”  in general, in the capacity to produce out
put streams, and in this sense every addition to the stock of capital 
should be considered as a permanent improvement. Accumulation 
requires abstinence (in the sense that abstaining from a part of the 
current product is the price of creating an additional output 
stream) but there is no “ waiting period”  involved in the mainten
ance o f a given stock of resources2 and, since the services of all 
resources equally contribute to the creation and maintenance of 
each other, no definite meaning can be attached to the term of an 
investment period itself. This concept is in any case irrelevant; for

1 The whole situation is analogous to the case of a hydroelectric plant, which lends 
part of its water power for the construction of another plant. Once the new plant is 
constructed, the old plant’s power will no longer be required except for “ maintenance” 
which is a small proportion of the construction cost and, if  I rightly interpret Professor 
Knight, could easily be less than the additional net output of the new plant.

B Among Austrian theorists, the “ waiting period”  is sometimes measured by the 
extent to which current consumption has to be reduced (below some technical 
maximum) m order to permit the maintenance of the existing stock of capital, 1 e in 
order to secure the continuance of the same rate of consumption permanently. Now 
it is perfectly true that at any time, given the technical composition of the system, the 
rate of consumption could be stepped up a certain extent if all productive services 
were devoted to producing for immediate consumption— given the length of time for 
which the increased rate of consumption-output is supposed to last. But the extent to 
which this can be done will depend on the type of capital goods used as well as on 
their quantity; and it is quite possible that with an increase m capital, the possibility 
o f expanding consumption by not maintaining capital goods should decrease rather 
than increase In any case, the extent to which this can be done will certainly have no 
relation to the value of capital in terms of current income, except in those simple cases 
where the capital consists exclusively of circulating capital, physically homogeneous 
with the final product. (E g. if  capital consisted of the stock of grain annually rein
vested— m the form of seed and advances to labour— the quantity of consumption 
could be expanded in precisely the same ratio as the value of the capital stock in terms 
of the annual product.)

172 Value and Distribution



even under the most favourable assumptions it could not be 
substantiated that an increase in capital will necessarily imply the 
adoption of “ lengthier”  processes.

I am not sure whether this brief picture docs justice to Professor 
Knight’s views. But if it is a correct interpretation of his theory, it 
fails to account for a number of factors which it is the funda
mental task o f a theory of capital to explain. In the first place, it 
docs not explain how the rate of return, on different investments, 
is kept at a level of equality. Under the conditions postulated, the 
rate of return should correspond in equilibrium to the current rate 
of interest not only on the marginal unit of investment, but on all 
units. It can be argued that “ inframarginal”  investments will 
earn rents which, m terms of money costs, wall equalise this 
difference, but then the question still arises: why should “ rents” , 
if  they anse, not be eliminated by competition? In the second 
place (and this is closely linked up with the first) it does not really 
explain why an increase in capital should lead to a fall in interest. 
To say that resort must be had to inferior investment oppor
tunities does not in itself meet the problem. Diminishing returns 
necessarily presuppose the existence of some “ fixed factor”  as 
their cause; and there is no room for such “ fixed factors”  if  we 
regard, as Professor Knight apparently regards, capital accumula
tion as an increase in the quantity of resources in general. In the 
last place, this theory contributes little to an explanation as to 
how interest as a distributive share is determined, along with other 
distributive shares. The great merit of the Austrian capital theory 
— at any rate o f Wicksell’s version of this theory— is that it 
explains the interrelation between tvages and interest; and thus 
makes it possible to extend the general marginal productivity 
theory so as to include capital. So far as this problem is concerned, 
the critics of the traditional theory can hardly be said to have 
offered an alternative explanation.

W e shall attempt to demonstrate in the following that the 
crucial argument concerning the irrelevance of the “ law of 
roundaboutness”  ignores the all-important effect of a change in 
the quantity of capital on price relationships; and that an inter
pretation can be given to the theory which allows it to survive 
most of the other criticisms that have been brought forward.
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Finally we shall endeavour to show that the “ law of roundabout
ness”  itself is merely a derivation from the general law of non
proportional returns; while the Austrian view of capital merely 
implies an attempt to measure the quantity of variable resources 
by the average productivity o f the services of “ fixed”  resources, 
which is possible so long as the latter are homogeneous in kind 
and the composition of the final output stream can be considered 
as given.

IV
1. In the first place, let us go back for a moment to the question 

o f the definition o f resources. Here Professor Knight appears to 
have overlooked one distinction which survives the strictures 
levelled against the traditional classification. Even if all resources 
require to be maintained and the services of all resources con
tribute to the production of new resources, it is still not true that 
all kinds of resources can be produced. It is not possible to produce 
“ land” ; and, in a capitalist economy which no longer knows the 
institution of slavery, it is not even possible to “ produce”  labour. 
The quantity o f labour, through a change in the birth rate, can 
certainly be increased, but to regard this quantity as being a 
function o f saving or the rate o f interest is turning an analogy 
into a falsehood.

I f  the services o f producible resources provided “ perfect substi
tutes” 1 for the services o f the non-producible resources this 
difference would not constitute a “ relevant economic fact” — the 
prices o f the sendees o f non-producible resources would be 
entirely governed by the services of produced resources. In reality, 
however, the services o f capital goods provide merely an imperfect 
substitute to services of labour; the one can be substituted against 
the other in any sort o f production only at continuously increasing 
marginal rates of substitution. Thus even if  the distinction between 
“ permanent”  and “ non-permanent”  resources or between 
“ original”  and “ produced”  resources is untenable or irrelevant, 
there is still a distinction to be drawn between “ producible” and 
“ non-producible”  (or rather, “ augmentable”  and “ non-augment- 
able” ) resources.

1 In the sense of their having infinite “ elasticities of substitution" with the services 
of the other resources, 1 e that this rate of substitution did not vary with the pro
portions in which they were combined.
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Given this distinction, we must immediately make note of 
another factor, which in this paper has so far been left in the 
background: that in a position of equilibrium, assuming perfect 
competition, the value o f producible resources must always 
correspond to their cost of reproduction (to the value of the 
quantity of services needed to produce another “ identical”  
resource). The value of non-producible resources, on the other 
hand, need not conform to any such criterion simply because they 
have no costs of reproduction.

Now, what Professor Knight’s own theory has not explained—  
or at any rate the present interpretation of his theory has not 
explained so far— is the problem, how this correspondence be
tween the value of producible resources and their costs of repro
duction is achieved, or if achieved, how this correspondence is 
again re-established, once equilibrium has been for any reason 
disturbed. A  fall in the rate o f interest, e g., ivill raise the dis
counted value of all future income streams, and thus the present 
value of all resources whose ownership can be bought and sold 
(that is to say, all resources except labour). Moreover, if it is 
assumed that all resources are “ continuously”  maintained, it 
must raise the market value of all investments in the same pro
portion. I f  their value was previously equal to their costs of 
reproduction, they will now exceed these costs by the proportion 
which the fall in the rate of interest bears to the new rate of 
interest. How -will this correspondence be re-established ?

2. In order to analyse the interrelation of different factors let us 
return to the simplest hypothetical situation, where the stock of 
capital consists o f houses which are built exclusively by labour, 
while “ room-years”  represent the only kind of consumption good. 
In order to avoid monetary complications which are not relevant 
in the present discussion, we might also assume that “ room-years”  
serve as a numéraire m terms of which debts are contracted, wages 
are paid and property is valued. In this society “ savings”  imply a 
desire to convert current income (“ room-years” ) into “ houses” —  
in other words, an increased desire for “ holding”  houses. I f  this 
increased demand can be satisfied by an increased supply (when 
e.g. unemployed labour is available for additional house building) 
there need be no change in the value o f houses in consequence.
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But if  all the labour is already engaged in building (or rather 
“ replacing” ) houses, it is the value of houses that will rise (which 
is merely another way of saying that the rate of interest, in terms 
o f room-years, will fall) ; and, as the value o f houses rises, wages 
will rise. For the value o f existing houses cannot be higher than 
their costs o f reproduction, and a rise in costs o f reproduction must 
im ply a rise in wages.

Alternatively one might say that saving first leads to a fall in the 
room-year rate o f interest (which is “ determined”  in the annuity 
market), this creates the rise in the value of houses, which in turn 
increases wages. The rise in wages increases construction costs; 
but it will also reduce the value o f houses (i.e. below their new 
level, which they reached after the fall in interest). For the rise 
in wages, by raising expected future wages, increases maintenance 
costs, relatively to gross incomes (input values relatively to output 
values) and thus reduces the “ net incomes”  on the basis of which 
capital values are calculated. Thus, while costs of construction 
rise, capital values fall, and “ somewhere in the middle”  they again 
meet, thus bringing the movement to an end. In either case, it is 
the change in wages which brings the real rate of return on 
individual investments into equality vrith the rate of interest.

It would seem to follow from this that in this society “savings” 
merely resulted in a transference of income from the capitalists to 
the labourers.1 There would be no increase in aggregate real 
income; and (save for changes in relative demand arising out of 
changes in distribution) there would be no changes in com
position. In particular, it is difficult to see how investment 
opportunities which were previously ultramarginal (which were 
previously not adopted because their real rate of return was lower 
than the prevailing interest rate) would, as a result of savings, 
become inframarginal. For the rise in wages would have offset 
the effect o f the reduction of interest; and in the new situation, 
they would still be below the margin o f profitability. Continued

1 This transference would not be temporary, but permanent (even if "savings” 
were temporary). For it would be financed, so to speak, out of two sources first, the 
increase m the supply of capital, coming from the savers, second, the reduction in 
interest (m the return on investments) which the increase in the supply of capital 
creates (and which would thus be shared equally by all capitalists) The reduction in 
the interest rate, following upon z  given increase m capital, -would be precisely such as 
would enable the same transference of real income per time unit permanently as the 
volume of savings (per time unit) which was originally responsible for it.
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capital accumulation in such circumstances would merely lead 
to the complete expropriation of the capitalists, by reducing the 
rate of interest to zero and making the value of annual labour 
input identical with the value of room-year output.1

3. But fortunately for the capitalists this will not be so— not 
even under our rigid assumptions. For the rise m wages in terms 
of house-room creates something which by itself tends to check the 
tendency of the level of wages to rise and the income from capital 
to fall. It necessarily increases the optimum degree of round
aboutness.

Let us return to our numerical example of the three types of 
houses and see how their respective rates of return will be affected 
by varying increases in wages. Since the rise in wages must 
always be such as to equalise the rate of interest with the real 
rate of return, this will also show the level of wages corre
sponding to different rates of interest (represented by the italicised 
figures) :
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Increase in Wages 
%

Real Rate of Return (%) of

Type I Type II Type III

0 6-35 6-2 5'9
10 5'42 5  45 5 24
20 4'65 4 '83 4 68

50 2-69 3'29 3  37

W e can see from this that not only does Type II become the 
most profitable investment if  the increase in wages is 10%, but 
the differences in profitability, expressed as a percentage,

1 This sounds rather like a rehabilitation of the classical theory of the Wages Fund 
— which in a sense it is meant to be If  conditions were postulated under which an 
increase in the supply of capital would not lead to an increase in aggregate real income 
(when e g the technical coefficients between “ capital” and labour— the services of 
produced and non-produced resources— were fixed and the quantity of labour given) 
the supply of capital would determine— m a linear fashion— the rate of wages. There 
is no reason to assume that in such a society the rate of interest will be necessarily 
zero— it will be determined at the point where the demand for “ annuities”  (in 
exchange for current income) is equal to its supply. (The rate would be zero only if at 
any positive rate the demand for annuities exceeded the supply ) The rate of interest 
thus determined will determine the level of wages and the share of labour in the 
product.

continuously increase with every increase in wages.1 Assuming that 
there is a continuous range o f alternatives and not merely three 
distinct types o f durability there must be a shift m the optimum 
ratio of construction cost to maintenance cost (or input volume to 
output volume) as soon as the price o f input units rises relatively to 
the price o f output units. This shift can be thought of as being 
brought about (for the “ representative enterprise” ) either by a re
duction to present “ output”  with a view to increasing the future rate 
of output (the input stream remaining the same) or a reduction in 
present output with a view to reducing future rate of input; or, 
finally— since the input flow is subject to diminishing returns in 
terms of output flow— simply a reduction in the permanent rate 
of input which is followed by a less-than-proportionate reduction 
of the permanent rate o f output. In all of these cases there will be 
a reduction in the permanent input flow per unit of output flow; 
which in turn will have three different consequences. In the first 
place, it damps down the fall in the value o f investments, brought 
about by a rise in wages, since the increase in maintenance cost 
will no longer be proportionate to the increase in wages. In the 
second place, it increases the “ costs of reproduction”  of house 
investments more than in proportion to the increase in wages 
(since maintenance costs can only be reduced by increasing con
struction cost) and thus closes more rapidly the “ gap”  between the 
value o f investments and the costs o f reproduction, caused by a 
given increase in the supply o f capital. (In other words, it closes 
the gap with a smaller increase in wage rates than otherwise.) 
All this can also be expressed by saying that the existence of 
Type II  houses as an alternative to Type I houses prevents both the 
rate o f interest from falling, and the level o f  wages from rising, so 
much— following upon a given percentage increase in “ free 
capital” — as they would have fallen, or risen, had Type II houses 
not been available as an alternative. In the third place, it creates

1 In the above example, the changes appear numerically slight (relatively to the 
changes m wage rates), but this is only because the maintenance costs, in the examples 
shown, were already very low m relation to the construction cost Generally speaking, 
the numerical change m relative profitability for a given increase in wages wall be 
greater, the higher is the ratio of maintenance cost to construction cost (the influence 
on relative profitability of changes in the interest rate in the case of “ discontinuous 
maintenance”  will be p er contra the more noticeable the lower is this ratio) and 
greater the higher is the real rate of interest With continued increases in wages, the 
differences generally increase in a diminishing proportion
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an increase in the permanent supply o f house room, which other
wise could not have taken place, as a result of a fall m the interest 
rate.1 If m the above example we further assume that there is 
only a single kind of house room in existence (that given in the 
example) the changeover to Type II investments from Type I 
investments will ultimately have increased the volume of available 
room-years in the ratio o f ioo(273-225)/225, i.e. by 20-88%. 
This, divided by the quantitative increase m the investment 
period, which is involved m this changeover, should give the 
“ marginal productivity of waiting”  according to the Jevons’ 
formula, to which the rate of interest must correspond at the 
point where the two types of investments are equally profitable.2

Thus, given the available quantity of labour and the produc
tivity function of capital (the extent to which maintenance cost 
per unit of output can be reduced by a minute increase in the 
ratio of construction cost over maintenance cost), the rate of 
interest determines the relative price of labour service and con
sumption service. This price ratio m turn determines the “ average 
investment period” , i.e. the degree o f roundaboutness which 
maximises the yield of investments. Alternatively, the increase in 
the supply of capital determines the extent to which the degree 
of roundaboutness will be changed by changing the ratio of the 
price of input units relatively to output units, which in turn 
determines the rate of interest, since in equilibrium the rate of 
interest must be equal to the “ real rate of return” on investments.

All this is merely a simplified and somewhat loose account of the 
Wicksellian version of the Austrian theory, first put forward in the

1 Furthermore if we assume that the “ degree of roundaboutness”  for different types 
of room-years is different, the rise m wages will change their relative rates of return 
For a given rise m wages will affect the rate of return all the more the higher is the 
ratio of annual maintenance cost to construction cost The re-establishment of equi
librium (1 e equalisation of the rates of return) will then require, in addition, a 
relative fall m the prices of the services of more “ durable”  resources and a relative 
expansion of their supply

2 The two types of investments become (approximately) equally profitable at a 
wage increase of 6% at which both yield 5 8% At this rate the “ compound investment 
period” (calculated according to the formula on page 166 above) will be 14 73 Years 
for Type I and 17 85 years for Type II The net increase will therefore be 3 42 years 
and the “marginal productivity of waiting”  20 8/3 42 =  6 2% ,i e approximately the 
same as the rate of interest (An exact equality could only result if very small changes 
were contemplated ) Since, however, in these cases, the “ investment period (in terms 
of years) can only be evaluated if the rate of interest appropriate to the situation is 
already known, the concept of the “ marginal productivity of waiting”  does not seem 
to be particularly helpful
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Über Wert, Kapital und Rente, and later in the Lectures on Political 
Economy,1 and adapted to the case where all capital is “ perma
nently and continuously”  maintained. It differs from the Bohm- 
Bawerkian theory chiefly through the analysis that for the 
individual entrepreneur the optimal investment period is deter
mined by the production function and the existing price relation
ships (which are given to him); while the supply of capital 
“ determines”  the investment period by determining the ratio of 
output prices to input prices (i.e. of a unit of consumption service 
to a unit o f labour service).2
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V

So far we have merely attempted to vindicate the traditional 
capital theory under the simple assumption that the capital of the 
world consists o f houses produced exclusively by labour; that 
there is perfect competition, static foresight and the absence of 
uncertainty. The real world— for the purpose of the present 
discussion— differs from this, apart from the last three assump
tions, in three important respects: (i) that the maintenance of 
capital does not have the character o f “ replacement” of units at 
definite intervals but rather that of continuous repairs; (ii) that 
the services o f labour are not all invested in capital but partly 
co-operate with the services o f capital goods in producing con
sumption services, i.e. the labour force itself is divided, to use 
Wicksell’s expression, between “ free”  and “ invested” labour; 
(iii) that capital goods are not produced exclusively by the services 
o f labour but also by the services o f other capital goods, i.e. the 
services o f capital goods themselves help to produce (or “main
tain” ) each other. How far do these facts modify our results?

(i) The first o f these points can be treated briefly. Whether 
“ maintenance expenditure”  consists o f definite replacement of 
physical units or merely of repairs, the ratio of initial cost to

1 Cf. Lectures, Vol. I, Part II, Sect. D, “ An Alternative Treatment of the Problems 
of Interest and Distribution” , also Appendix 21, “ Real Capital and Interest . Cl 
also Wicksell’s Fmanztheoretische Untersuchungen, pp 22-41

2 Cf., e.g , 'W\cl.scU,Finanztheorettsche Untcrsuchungcn, p 33 (my translation) : Given 
the general postulate of Bohm-Bawerh’s theory fi.e. the law of roundaboutness] one 
would think at first that the capitalist always aimed at a steadily longer mvestmen 
period of his capital— at any rate once the loss of interest during the transition peno 
can be neglected. This, however, will by no means be the case; for any given level 0 
wages, there is always an optimal length of the investment period ”



annual maintenance cost will still provide a measure of the 
“ degree of roundaboutness” ; and so long as it is still possible to 
reduce the annual maintenance charge, of a given service stream, 
by increasing the initial construction cost, it will still be true that 
the price ratio between output units and input units will determine 
the optimum relation between construction cost and maintenance 
cost which, in turn, will determine the rate of interest. It will not 
be possible, of course, to associate a definite “ investment period” 
with the input of any particular period; but this, as we have seen, 
is hardly legitimate in any case, unless the whole contribution of 
the input of a particular period accrues at some given date in the 
future (as, e.g., with the storage of wine), which is only true in 
certain specific cases.

(11) The second point is more serious. It affects our previous 
analysis in two ways, (a) In the first place, it is clear that if  a part 
of the labour supply is co-operating with existing equipment in 
producing current output, simultaneously with savings a certain 
quantity of labour will be “ released”  for employment in new 
construction. I f  instead of houses we had taken the less unreal 
example of machines co-operatmg with labour in producing bread, 
it would have been at once obvious that savings would not merely 
increase the demand for “ holding”  machines, but would also 
reduce the demand for bread. Corresponding to the increase in the 
demand for labour in machine-making, there would be a released 
demand for labour in the making of bread.1 I f  machines are 
produced exclusively by labour, while “ bread”  is produced partly 
by labour and partly by machines, there will still be an increase 
in the aggregate demand for labour. But if  “ labour”  and "machines” 
co-operate in the same way m producing new resources as in 
producing final output— and this is what Professor Knight’s first 
point really amounts to— there need be no net increase, as far as

1 The reason why this has been apparently overlooked (by the classics and in 
Wicksell’s treatment, cf esp Lectures, op c i t , pp 148-g) is due to the assumption that 
what is saved is the product of past labour and not of current labour, so that the 
current demand for labour is independent of current consumption, depending only 
on the current supply of capital (This is the meaning, e g , of Mill’s statement that the 
“ demand for commodities is not a demand for labour”  ) This again is true if (a) the 
unit of account is fixed in terms of the final product, so that changes in current con
sumption do not affect the profitability of investment via price expectations, (6) all 
labour is “ invested labour”— as, e g , in the case of an agricultural community, whose 
labour requirements consist mainly in sowing seed for the following harvest
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the creation of new capital goods is concerned, either in the demand 
for labour services or in the demand for machine services. There 
could thus be an increase in the number of machines even without 
a rise in wages. It would be wrong to conclude, however, that this 
would invalidate our previous conclusions. For once the new 
machines are in existence and “ saving”  correspondingly ceases, 
they will require some additional labour for their maintenance 
and operation which they can only get by reducing the quantity 
o f labour employed in combination with the previously existing 
resources. This in turn (if machine services are merely an imper
fect substitute for labour services) will increase the price of labour 
services, relatively to other services (which is merely another way 
o f explaining that the relative increase in “ other services”  in
creases the relative scarcity o f labour services), it will reduce the 
quantity o f labour input per unit o f bread output (by reducing 
either the labour embodied in, or the labour co-operating with, a 
unit o f machine service, or both), which in turn implies an 
extension of the degree of roundaboutness and a fall in the rate of 
interest. It still remains true that it is the rise in wages, in terms of 
final output, which causes the fall in the rate of return— a fall 
which would be more severe if  it were not possible to offset partly 
the effect o f the rise in wages by extending the degree of round
aboutness.

(b) This brings us to the next point in this connection: the 
question of durability. W e have already mentioned earlier1 that 
the input stream (and thus the ratio of initial input to annual 
input) of resources will depend on how one defines the “ output 
stream”  o f resources. In the example just given, either the 
“ quantity of machine services per unit of time” , or the “ quantity 
of bread per unit of time”  can be regarded as the output stream of 
the machines. In the first case the “ input stream”  will consist only 
of expenditures incurred in the upkeep and replacement of the 
machines (Wicksell’s “ invested labour” ). In the second case it 
will include, in addition to the above, also the labour normally 
regarded as co-operating with the machines in producing the 
bread. According as the first view is taken or the second, we shall 
have two different measures o f the “ degree o f roundaboutness” .

1 C f p 166, note, above.
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Only the first of these can be regarded as an index of the dm ability 
of capital goods. But only the second will be necessarily correlated 
with the quantity of capital.

It is only in so far as the proportion of invested labour to co
operating labour remains constant when the aggregate quantity 
of capital changes that the degree of roundaboutness will neces
sarily increase m both senses. And although this follows from 
Wicksell’s analysis of the problem1 there seems to be no reason 
why it should be the case if  the possibility of a change in the 
character of the machines is taken into account.2 An increase in the 
quantity of capital available might even lead to the introduction 
of less durable rather than more durable equipment, if only this 
equipment is more “ automatic” (in the sense of requiring less 
labour to operate it) than the previous equipment. It is not true 
therefore (except in the special case, like houses, where all the 
labour used is invested labour) that the increase m the quantity 
of capital will necessarily lead to an increase in “ average dura
bility” , or that it will lead to the making of “ goods of still greater

1 Cf Lectures, Appendix a, pp 278 ff , esp 287-8
2 Wicksell’s argument could be summarised as follows Let us suppose that in the 

beginning the increase in capital only leads to an increase in the number of machines 
of the same type as those already in use This will imply that the amount of invested 
labour increases and the amount of “ free”  labour is reduced, which in turn will 
necessarily raise wages and reduce the price of the services of machines The rise in 
wages, as we have seen before, makes it profitable to extend the li.etime of machines, 
which m turn will imply a reversal of this process the amount of free labour will 
increase and the amount of invested labour will be reduced On Wicksell’s assumption 
this must continue until both regain their former proportion Meanwhile “ the 
labourers lose part of, but not all of, their recent increases in wages and the capital 
goods regain part of, but not all, the value they have just lost”  (I b i d , p 288 )

It is quite possible, however, that as a result of the rise in wages, it becomes profitable 
to introduce not more durable but more automatic— and even less durable1— ■ 
machines and in consequence there will be a further increase, rather than a reduction, 
m the amount of invested labour It is often thought that machines which are both 
more efficient and less durable will be preferred irrespective of the quantity of capital 
That this is not the case, can best be elucidated by a simple example Let us assume, 
e g , that bread can be manufactured by twro different processes The first involves 
machines which require an initial expenditure of 1,000 units of labour and an annual 
maintenance expenditure of 10 units (per 100 units of bread, per year) These machines 
will need in addition 50 units of labour to operate them The second involves machines 
which require an initial expenditure of 1,500 units and an annual maintenance expendi
ture of 40 units, but these machines being much more “ automatic” only require i o units 
of labour to operate them (per 100 units of bread, per year) The ratio of initial cost to 
annual maintenance cost in the f a s t  sense will be 1,000/10, 1,500/40 respectively, m 
the two cases In the second sense, it will be 1,000/60, and 1,500/50 respectively Now, 
if the price of labour in terms of bread is unity, obviously the first of these methods is 
preferable to the second— since it will yield a return of 4% while the second yields 
only 3 3 %  If, however, the price of labour rises, say by 50%, the second method will 
become preferable to the first, since in that case, the yield on the first method will be 
reduced to o 66% while the yield on the second only to 1 1%
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opposite o f these things. It must necessarily increase the “ degree 
o f roundaboutness”  involved in producing final output (if co
operating labour and invested labour are taken together); but 
this is not the same thing (except in the special case where the 
amount o f  co-operating labour is zero) as an increase in the 
average durability o f capital goods.

(iii) The last point— although it is the one most frequently 
emphasised by other critics2— does not, in our view, affect the 
theory any more than it has already been affected by previous 
considerations. It is perfectly true that at no stage of the pro
duction process is labour exclusively employed— the services of 
different types o f resources contribute to the “ maintenance”  (or 
production) o f each other; the output stream of resource A  might 
be the input stream o f some other resource B, whose output stream 
in turn forms part of the input o f A. But this does not imply that 
this “ circularity”  in production is complete: this would only be 
the case i f  consumption itself could be regarded as part of the 
system’s “ input” .3 Now all “ outputs”  (of resources other than 
labour) which are not consumption services must be simultane
ously inputs in some other resource. Similarly, all inputs, in so far 
as they do not consist o f labour service, must be the outputs of 
some other resource. Therefore all outputs which are not con
sumption service and all inputs which are not labour service, 
exactly cancel each other out, i f  the input streams and output 
streams of individual resources are added together.4 By defining 
the “ net output”  of resources as the volume o f consumption we 
thereby also necessarily define their “ net input”  as the quantity 
o f labour.5 So long as the quantity o f annual labour service

1 Machlup, “ Professor Knight and the ‘Period of Production’ ” , op cit, p. 590; and 
Hayek, “ The Mythology of Capital” , op. cit., p. 213

2 Cf. Joseph and Bode, “ Bemerkungen zur Zmstheorie” , op cit ; Nurkse, “ The 
Schematic Representation of the Structure of Production” , op. nt

3 It is possible, of course, to regard that part of the labourers’ consumption which 
is necessary to maintain this productive capacity intact, as the “ input”  of labour as a 
factor of production. But only m a slave state would this magnitude have an economic 
significance

4 Cf. also the “ analysis of interactions”  in Fisher’s Theory of Interest, pp. 18-22.
6 This really follows from selecting “ labour”  as being distinct from other resources, 

in which case the input of all resources other than labour will consist of labour service. 
It would also be possible to regard some other factor— “ land”— in the same way: in 
which case the input of all resources (including labour under this head) would consist
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remains constant with variations in the quantity of capital, and 
so long as the quantity of no other type of services remains con
stant, there will be a unique correlation between the rate of 
interest and the amount of labour input per unit of final output—  
or, i f  you like, the rate of interest and the average investment 
period of the services of labour. For, as I hope to show in the next 
section, the “ investment period”  of a factor necessarily varies 
with its average productivity, once it is assumed that the factors 
themselves have a cost of production and not only the final 
products.

V I

For a proper understanding of the nature of capital and interest 
one ought to start by analysing the conditions o f equilibrium in a 
society where all goods are capital goods, i.e. where “ original”  or 
non-augmentable resources do not exist at all. It is rather un
fortunate that, following Bohm-Bawerk and his school, we have 
been generally accustomed to start with a more specialised set-up, 
with the picture of Robinson Crusoe engaged in net-making. This 
Crusoe-approach makes it unnecessarily difficult to single out 
features which are merely the property of a special case from the 
demonstration of general principles. Had the analysis started with 
the “ general case” — by imagining a society where all resources 
are produced and the services of all resources co-operate in 
producing further resources— a great deal of the controversies con
cerning the theory of capital might not have arisen. As we shall 
see, it will be much easier to get back from this world to Bohm- 
Bawerk’s world than to make thejourney in the opposite direction.

Let us imagine, then, a society where “ machines”  and “ slaves”  
are the only scarce resources, whose services are required equally 
for the production of each other and for the production of bread.1

exclusively of land service The reason for regarding “ labour”  as distinct, is twofold 
(a) that it is the ownership of labour which is non-ahenable and m consequence has 
no capital value, (b) that it is the quantity of labour service which can be regarded as 
a constant with respect to “ saving”  C f also the next section, below.

1 I e there is a production function for machines, whose variables are machine service 
and slave-labour service, a similar one for slaves, and yet another for bread If  we strictly 
adhered to the terms of our example, it should be added that the services of machines 
and of slave labour are directly required only for the production of machines and of 
bread Only bread is required for the production of slaves But bread in turn represents 
a certain quantity of machine services plus labour services, combined, so that we can 
say that the services of both resources are needed for the production of both resources
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these assumptions, have essentially three degrees of freedom: (1) 
they can vary the proportions in which the services of machines 
and slaves are combined in the production of bread; (2) they can 
vary the proportions in which the machines and slaves themselves 
are produced, or reproduced; (3) they can decide how much of 
the “ net output”  o f any period (i.e. the quantity of bread pro
duction compatible with maintaining the stock of slaves and 
machines intact) should be set aside to increase the permanent 
stream o f bread output in the future.

Assuming perfect competition and constant returns to scale, the 
entrepreneurs will (individually) combine the two factors in such 
proportions as to maximise the output o f a given outlay; and they 
will tend to produce the factors themselves in such proportions as 
would maximise the rate o f return on a given investment (all in 
terms o f “ bread” ). Assuming that the law of diminishing pro
ductivity operates throughout (i.e. that there is an increasing 
marginal rate of substitution between machine services and slave- 
labour services, in the production of bread, machines and slaves) 
the problem will have a unique solution. Given the cost function 
o f machines, slaves and bread, there will be only one proportion 
between machines and slaves which will maximise the yield of 
capital : the proportion at which the value of both machines and 
slaves (calculated by discounting at the same rate their expected 
net income) is equal to their respective costs of reproduction.1 It 
is this yield which in turn will determine the rate of interest. (All 
this can also be expressed by saying that the yield on capital will 
be maximised when the real rates of return, on machine invest
ments and slave investments, are equalised.) This rate will 
represent at the same time the system’s “ maximum rate of 
growth” : the rate at which the stock of resources would increase, 
per unit o f time, i f  consumption were reduced to zero and the

1 I f  there is a relative increase in the number of machines, and a consequent fall in 
the yield of machine investments, this would not imply an equivalent fall m the yield 
of “ capital*’— as it docs m our own society— since the fall m the yield of machines 
would be largely offset by the corresponding increase in the yield of slaves But on 
account of the law of diminishing returns it could never be so offset entirely (and vice 
versa if there is a relative increase in the number of slaves) Thus there will be only one 
ratio of investment in the two factors which equalises the real rates of return on these 
two types of investment and this will necessarily be also the arrangement which 
maximises the return per unit of bread
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services of all productive resources were devoted exclusively to 
their own production.

Thus both factors will yield a "net product” — i.e. the specific 
productivity of their services will be greater than the costs of pro
duction of these services— and the rate of return merely denotes 
the size of this excess, per unit of time, as a percentage of the cost. 
Since this “ real productivity” , and thus the real rate of return, on 
any resource will depend upon the relative scarcity of the services 
of that resource, and since the proportions of the factors are 
variable, investment will tend to get distributed in such pro
portions as would equalise the rate of return on all lines of invest
ment.1 Once this proportion is achieved, capital accumulation 
or decumulation (in the absence of a change in technical know
ledge) will leave the rate of interest unaffected. How rapidly 
capital will be accumulated will depend, of course, on the rate at 
which people are willing to save at the given rate of interest; but 
no amount of capital accumulation could change this rate.1 2

In this society there will be two distinct “ investment periods” 
which cannot be combined for the purposes of an average, since 
they are alternative ways o f describing a single situation. We 
might either represent the entire bread output as the product of 
machines whose input consists of slave-labour service; or we 
might represent the entire bread output as the product of slaves 
whose input consists of machine-service. The average investment

1 It would necessarily be true therefore of a slave state that both capital and labour 
yield a positive rate of return, irrespective of the extert of accumulation (unless there 
is some third “ fixed”  factor, like land, in relation to which both become less productive, 
by an increase in their quantity) But it will normally be true even in a non-slave 
state that the rate of return will be positive on both “ machines” and labour (though 
the latter, owing to the inalienability of the ownership of labour, can only be calculated 
on rather arbitrary criteria) although, of course, there will no longer be forces operative 
which tend to make them equal But the rate of return, on one or the other, could fall 
to zero in “ extreme cases”  (i) when the quantity of labour has increased, by multi
plication, to the extent that the marginal productivity of labour has been brought 
down to the labourers’ subsistence level (the “ stationary state”  of Ricardo and the 
classics), (q) when the quantity of material resources has increased, by accumulation, 
to the extent that the marginal productivity of the services of capital goods lias been 
brought down to the level of their “ maintenance costs”  (the stationary state of Pio- 
fessor Schumpeter) There seems to be no reason to assume that in the real world 
forces are operative which will inevitably draw the system cither to the one or to the 
other “ extreme”  of stationanness

2 If  this rate is such that people are willing to save at that rate (and this desire, in 
the absence of a change in psychology, could only be strengthened by continued 
accumulation) our society would resemble the “ expanding universe” , it could never 
become stationary.
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the value of the entire labour input (of all machines) to that of 
the entire bread output. The average investment period of the 
services o f machines will depend on the ratio of the value of the 
entire machine-service input (of all slaves)1 to that of the entire 
bread output. Since both refer to the same bread output, an 
average between the two is completely meaningless. Both of these 
investment periods will, o f course, remain unaffected by changes 
in the amount o f capital.

I f  we now assume that, for some reason, the number of slaves is 
“ held constant” , when capital is accumulated, the increase in 
capital can only take the form of an increase in machines. Then 
the investment period o f labour will rise, and the real rate of return 
on machines will fall. (Correspondingly, the investment period of 
machine services will fall, and the rate of return on slave labour 
will rise, but not to the same extent.) This “ lengthening”  of the 
investment period for slave labour can take various forms. (1) 
There might be an increase in the number of the same machines, 
and a substitution o f machine services for labour services, in the 
production o f bread; this will imply a reduction in the amount of 
co-operating labour, and an increase in the amount of invested 
labour, per unit o f bread. (2) There might be an increase in the 
durability of machines, in which case the proportion of invested 
to co-operating labour can remain the same. (3) There might be 
a change in the “ degree of automatism”  o f the machines (with or 
without a change in durability), in which case again the pro
portion o f invested labour is increased and the proportion of co
operating labour reduced. A ll three cases imply a reduction in 
current labour input, and an increase in “ initial input” , per unit 
o f bread output. I f  we now further assume that the slaves are 
liberated and in consequence only machines are regarded as 
“ capital” , the rate of interest will be determined by the yield of 
machines only; and we have then arrived at the Austrian theory 
o f capital.

1 The “machine-service input”  o f slave c a p ita l  ta k e s  tw o  different orms. (i) The 
services of machines directly co-operate with labour m producing bread. (2) Bread is 
also required for the maintenance of labour (which must be deducted from the net 
output”  of bread) and this maintenance bread also represents a certain quantity of 
machine service. (The same is true the other way round, of course )
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It follows from this analysis that the Semor-Jevons-Bohm-Bawer- 
kian law of roundaboutness is merely a roundabout way of expressing the 
law of non-proportional returns. Once it it is realised that the only 
difference between “ produced”  and “ non-produced”  resources 
lies in the fact that the one can be augmented by economic dis
position and the other cannot, it is clear that the ultimate reason 
why the rate of interest is falling ivith an increase in capital is 
precisely the same as the reason why rents are rising (or wages 
falling) with an increase in labour. A  relative increase in the num
ber o f slaves, m the case where “ land” and “ slave labour”  are 
the only scarce resources, could just as well be said to imply an 
increase in the “ investment period”  of the services of land, as a 
reduction of the marginal productivity of the services of labour; 
while the material content of the Austrian theory of capital could 
be equally well expressed by saying that capital accumulation 
leads to a reduction in the marginal productivity of the services of 
those factors whose quantity can be augmented by such accumu
lation, as by saying that it increases the investment period of the 
services of those resources whose quantity remains constant.

The purpose of the “ investment period” approach is to reduce 
the production function to two variables, substituting “ waiting” 
for the services o f all produced (or variable) factors, with interest 
as the price o f “ waiting” . In this way— and only in this way— can 
capital as capital be treated as a factor of production, commensurate 
with “ labour” . This, however, can only be done so long as the 
services of the “ fixed” factors can themselves be regarded as 
homogeneous, or at any rate sufficiently homogeneous to leave 
their relative scarcity unaffected by changes m the amount of the 
services o f other resources. In the above example machine services 
and labour services were the only scarce factors. This enables us, 
by regarding the quantity of labour as constant, to measure 
changes in the amount of machine services available by changes 
in the “ investment period”  o f the services o f labour. Had we 
assumed three factors, say the services of machines, labour and 
land, among which only the services of machines could be in
creased m quantity by capital accumulation, neither the invest
ment period of the services of land, nor the investment period of 
the services o f labour would have afforded an unambiguous
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measure o f the amount o f machine capital. A  combined “ invest
ment period”  of the services of these “ original” , or rather constant, 
resources, on the other hand, would have been possible only if 
the services of machines were assumed to be an “ independent 
good”  relatively to the services of land and labour, i.e. if the 
marginal productivity-ratio between land services and labour 
services depended only on the relative amounts of land service 
and labour service, but not on the quantity of machines.1

Further consideration shows, moreover, that the same objection 
which can be brought up as regards the non-homogeneity of the 
services of fixed resources also applies as to the non-homogeneity of 
final products. So far we have treated consumption goods— “ bread” 
— as if  they were a homogeneous entity, or i f  not homogeneous, at 
any rate something the composition of -which can be regarded as 
given. It is obvious, however, that except in the special case where 
all consumption goods contain the services of fixed resources in 
the same proportions, an increase in the quantity of capital will 
lead to a change m the relative prices o f different types of con
sumption goods, and thus to a change in the composition of the 
consumption stream. In that case it will no longer be legitimate to 
speak o f the degree o f roundaboutness involved in producing a 
unit o f “ final output” , since we no longer have an unambiguous 
measure o f that unit. Nor can one ascertain (once allowance is 
made for the “ circularity”  in production) the degree of round
aboutness for each kind of consumption good, taken separately. 
For the contributions of the services of produced resources are 
diffused between different industries; and this renders it im
possible to impute a definite proportion of the aggregate stream 
of “ labour”  to a single kind of consumption good.2

So far we have conducted our analysis under purely static 
assumptions, and found that even under these assumptions the 
investment-period concept leads into difficulties once allowance 
is made for the fact that both the relative prices of different kinds

1 Tliis defect of the Austrian capital theory was first pointed out by F. X  Weiss, 
“ Produktionsurmvege und Kapitalzins” , Z e itsch rift f u r  V olhsw irlschaft und SozialpohU k, 
1921.

2 It is only in cases where (as in our world of houses) the input stream of each single 
capital good consists exclusively of labour, or where the services of all capital goods 
are completely specific (i c . they only contribute to the production of one final good) 
that the “ investment periods”  for individual commodities can be separately evaluated.
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of labour (and land) and the relative puces of different kinds of 
consumption goods might change as a result of a change m the 
quantity of capital. It is not proposed here to examine the further 
difficulties that emerge once the static assumptions are, m one 
respect or another, relaxed; nor even to enquire how far the 
methods of “ comparative statics” are legitimate for dealing with 
problems of capital accumulation. There can be no doubt that 
for an analysis of dynamic problems— and especially of the par 
excellence dynamic problem of the trade cycle— the investment- 
period concept could hardly be of any use. At the same time we 
hope that we have succeeded m demonstrating that the real 
objections against the “ Austrian”  capital theory relate to the 
measurability of the investment period, rather than to its relevance. 
It can be argued on many grounds (some of them emphasised by 
Knight, some already emphasised by earlier writers, such as 
Professor Fisher) that the “ investment period”  ceases to be a 
quantitatively measurable magnitude once one departs from the 
level of abstraction of Bohm-Bawerk’s and Wicksell’s writings. But 
this is a very different thing from maintaining— as Professor 
Knight maintained in various articles— that the investment- 
period concept is also wholly irrelevant, i.e. that even if conditions 
are postulated under which it can be measured, it will have no 
correlation with the quantity of capital and the rate of interest. 
In so far as it is possible to give an index to the “ degree of round
aboutness” , it can also be shown that an increase in capital, if 
associated with a lower interest rate, will necessarily imply the 
adoption of more roundabout processes.
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A D D E N D U M : A  R E J O IN D E R  T O  P R O F E S S O R  K N IG H T 1

P r o f e s s o r  F .  H .  K n i g h t  h a s  d o n e  m e  th e  h o n o u r  o f  w r itin g  a  

d e ta ile d  r e p ly 2 to  a  p a p e r  o f  m in e 3 c o n ta in in g  c e r ta in  criticism s  

o f  his v ie w s  a n d  p u b lis h e d  in  a n  e a r lie r  n u m b e r  o f  Economelnca. 
I  d o  n o t  p r o p o se  to  w r ite  a  d e ta ile d  r e jo in d e r  to  his p a p e r ;  

e s p e c ia lly  sin ce  it  c o n ta in s  m u c h  w ith  w h ic h  I  a g re e  a n d  th e

1 Originally published m Economelnca, Vol 6, April, 1938
2 “ On the Theory of Capital InR eplytoM r Kaldor” , Econom elnca, Vol 6, January,

1938, pp 63-82 , r
3 “ Annual Survey of Economic Theory. The Recent Controversy on the Theory ol 

Capital” , Econom elnca, Vol 5, July, 1937, pp 201-33 [pp I53' 91 above]

statements with which I do not agree are often so closely inter
woven with those with which I do that it would tax the reader’s 
patience too much to attempt to disentangle them. Instead, I shall 
try to make clear the issues between us, as I see them, by setting 
out a brief résumé of my own position and comparing it with 
Professor K night’s. As the reader will observe, apart from a 
number o f minor points, our difference lies in a single major issue.

I

1. The purpose o f the Austrian or “ time period”  theory of 
capital was to show that “ capital”  is a distinct factor of produc
tion, which can be measured in homogeneous units, both in the 
production o f particular goods and in the economic system as a 
whole; that the price of this factor is the rate of interest; and that 
both capital and interest can thus be brought into the framework 
o f production and distribution theory on the same plane as 
“ labour”  and “ land” . (Some economists might, perhaps, disagree 
with this statement as to the purpose of traditional capital theory. 
But i f  this is not what the theory was aiming at, what was its 
purpose ?) It rested on two premises. First, the assumption that it 
is possible to make a “ valid general distinction”  between capital 
goods and other productive resources. Second, the attempted 
demonstration that, with the aid of the concept of the “ investment 
period” , the heterogeneous mass o f capital goods can be reduced 
to homogeneity, and thus “ capital”  can be treated as a quantity 
per se. Professor Knight rejects both these premises. But since the 
criticisms on the second count are more numerous, and more 
difficult to deal with, they may be considered first.

2. It is best to begin by clarifying certain points of methodology. 
(1) The question whether the “ investment period”  is something 
“ quantitatively definable”  is distinct from the question whether 
it can also be regarded as a measure o f the quantity o f capital, as 
a factor o f production— in other words, the question whether the 
concept has meaning should be kept rigidly separate from the 
question whether it is relevant. Examination of the second question 
presupposes that the first can be answered in the affirmative. (2) 
The question whether a definite investment period can be associated 
with a single investment1 is distinct from the question whether such 
an “ investment period”  can be defined for the economic system as a

1 A  “single investment”  is here thought of, not as some concrete capital good, but 
as something which produces a definite kind of output stream.
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whole. It is possible that one of these questions can be answered 
positively, but not the other. (3) The question whether the invest
ment period can be determined under stationary conditions (i.e. in 
“ the stationary state” ) is distinct from the question whether it 
can also be determined in the absence of stationariness. Tradi
tional capital theory (both by the Austrians and Wicksell) was 
elaborated under the postulate of the stationary state; while 
some of Professor Knight’s strictures against the theory1 clearly 
arise owing to the absence of stationary conditions. In my view, 
even if  the investment-period theory were found to be a tenable 
explanation of the nature of capital in the stationary state, it could 
not be regarded as such for a society which is in a process of changed 
and, this being the case, the question whether the theory is at all 
applicable for the real world depends on whether the method of 
comparative statics (which treats change as a result, and not as a 
process) is applicable to problems of capital accumulation. In 
traditional theory changes in the quantity of “ capital”  were dealt 
with merely by comparing different stationary states.3

3. In my paper I was first of all anxious to prove that, provided 
the investment-period concept is quantitatively definable, it is 
relevant, i.e. it will show a correlation with capital quantity. Hence 
I postulated artificial conditions, under which the meaning of the 
concept was not in question, in order to show that accumulation 
( =savmg) will lead to a lengthening of this period. The reason 
for this procedure was the belief, gathered from Professor Knight’s 
earlier articles, that his chief objections against the Austrian 
theory concerned the relevance of the investment-period concept, 
and not only its meaning or “ reality”  : at any rate, this is how I 
interpreted his statement that “ the average investment period 
and the quantity of capital may perfectly well be affected m

1 CF. op a t ,  p 67: “ One might m theory compute the ‘investment period’ for a 
national economy or for the world, but only after the close of its history in either case, 
or after its entire future history became predictable m quantitative detail ”  In the 
stationary state there is no such problem, the history of one day is the same as the 
history of any other day.

2 The objections against the “ investment period”  concept under dynamic con
ditions cannot be gone into here in detail. It should suffice to repeat what was already 
stated m my previous paper (cf op c i t , p 207) [p 159 above], that even if such a con
cept were definable, it would measure changes in the scale of new investment and 
not changes m the quantity of capital

3 I f  one takes into account that certain types of equipment are extremely durable, 
and also indivisible and highly specialised— so that only one or a few units of them 
are needed— the extreme unreality of this approach m connection with the capital 
problem becomes at once apparent It is only for “ short-run analysis” — where the 
amount of existing equipment can be taken as given— that the method of “ comparative 
statics”  is at all realistic.
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opposite ways” .1 This statement presupposes that the concept is 
meaningful; if  it has no meaning it is impossible to make any 
statement about its behaviour. The question of relevance would 
then not arise.2 Hence the sections in my paper which Professor 
Knight prefers “ simply to pass over”  were devoted to a disproof of 
the proposition that the “ average investment period and the 
quantity o f capital can be affected in opposite ways” .

I now realise that I may have been fighting windmills; Professor 
Knight agrees that the Bohm-Bawerkian theory is valid under the 
conditions which it postulates, and hence the investment-period 
concept is not irrelevant, in this sense. He merely insists that the 
accumulation o f capital will not necessarily involve the production 
o f instruments which have a longer construction period, or which 
last longer, or both. It may do so (or probably will do so) but it 
m ay not. This, as I  have tried to show in my paper,3 is perfectly 
true but not relevant. The average construction period plus the 
average durability o f capital goods merely indicate the average 
investment period involved in producing the services of these 
instruments and not (or not necessarily) the average investment 
period o f consumption services. It is quite possible that the former 
should be reduced, when the latter is lengthened; when, e.g., 
capital accumulation implies the introduction of more “ auto
matic”  machines, which reduce the amount of “ co-operating 
labour”  per unit o f output. It is only in cases (such as houses) 
where the instruments produce consumption services “ by them
selves” , without the aid o f co-operating labour, that the two 
concepts become identical; and, in this case, average durability, 
or average construction period, or both must become longer, when 
accumulation takes place.4

1 “ The Theory of Investment Once More: Mr. Boulding and the Austrians” , 
Q uarterly jo u r n a l o f  E conom ics, Vol. 50, November, 1935, p. 45.

2 Even if the theory is found to be wrong because the conditions necessary to 
validate the investment-period concept do not obtain in the real world, it is important 
to know whether the things Bohm-Bawerk and his followers ivere talking about are 
at all relevant to the problem or not. I f  they are found to be irrelevant, the whole 
theory deserves more severe condemnation, it would not even be a “ wrong track in 
the Jevonian sense, but pure nonsense ; and its examination sheer waste of time.

3 Ib id ., pp. 226-7 [PP- *83-4 above].
4 On p 67 Professor Knight admits that the investment-period theory “ can be 

modified and so stated as to be valid where capital and non-capital agencies co-operate 
in the creation of final product” . On p 73, however, he says that the only investment 
period to which he is able to attach meaning is “ either some variant of thejevons- 
Bohm-Bav, erk-Wicksell average construction period and/or average durability, for 
all the capital items in a svstem considered individually, or one of these figures 
computed for the system as a whole, considered as a single investment” . The second
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It is only more recent writers, Professors Machlup and Hayek, 
who asserted that the accumulation o f capital necessarily involves 
greater "average durability” . This of course is wrong; so far as I am 
aware, neither Bohm-Bawerk nor Wicksell meant to assert it; nor 
doesits denial constituteanysortofdisproofofthe "Austrian”  theory.

4. We can now turn to the more important question whether 
the concept is meaningful, i.e. whether the investment period is 
“ quantitatively definable” .

(i) In the first place, difficulties arise— what has come to be 
called the “ compound-interest problem” — as soon as we take 
cognisance of the fact that instruments take time to produce and 
wear out gradually, i.e. that there is no single, definite time-lag 
between "input”  and the resultant “ output” . It is only when 
growing turnips (which are planted on one day and fully con
sumed on one day) that the intervening time-lag is something 
entirely unambiguous. In slightly more realistic cases (such as 
houses which are produced entirely by labour and “ free goods”  
but which take, say, two years to produce and twenty years to 
wear out) the investment period involves the calculation of an 
average time-lag; and this average will be necessarily somewhat 
arbitrary; it will partly depend on the rate of interest ruling.1 In 
my view— and I think this is also Professor Knight’s view— this 
difficulty, taken by itself, would not be so very serious. Although 
it docs make it impossible to determine what will be the invest
ment period, it does not make it impossible to give an “ index 
measurement”  to it, i.e. to represent its variations by means of an 
index. And except for the calculation of the rate of interest as “ the 
marginal productivity of waiting”  which I do not consider an 
essential part of the theory,2 there is no need for a quantitative

statement, I think, is inconsistent with the first I f  the investment-period concept can 
also be extended to the case where capital goods co-operate with labour m the creation 
of the final product, the investment period will be something different from the 
average construction period and the average durability of instruments; nor will it 
necessarily vary m the same direction as the latter

1 This problem is not new, Wicksell was already well aware of it, cf. Lectures, Vol I, 
English ed , p. 260 C f also my article, op a t . ,  p 206 [p 159 above],

2 It is often mistakenly supposed that the entrepreneur, in order to determine his 
optimum production plan, needs to know the “ marginal productivity of waiting” in 
the Jcvoman sense, since, m  order to maximise his profits, he must push the application 
of “ capital”  up to the point where the rate of interest becomes equal to this marginal 
productivity (in the same way as the application of “ labour” is pushed to the point 
where the marginal productivity of labour becomes equal to the wage rate). This, of 
course, is fallacious and is due to a mistaken conception of the nature of capital and 
interest The optimum production plan is the one which maximises the rate of return 
on the investment- this can be determined without any reference to the investment 
period or its marginal productivity.
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intensivity”  is all we want.1

(ii) In the second place, there is the further difficulty which 
Professor Knight brought to light, that maintenance often takes 
the form o f necessary repairs, rather than of replacement; these 
repairs are a condition for the functioning of the equipment itself, 
so that it is impossible to impute any "investment period”  to the 
input represented by such repairs.

". . . it is incorrect to speak of a time period or degree of round
aboutness unless the capital could be economically disinvested 
and the flow o f final product kept up over the interval measured 
by this quotient [i.e. the investment period]. This is rarely if 
ever approximately the case for a single item, and for society 
as a whole the whole notion is fantastic.” 2

I agree with the latter part of this statement and also with the 
former part as far as the concept of a “ time period”  is concerned, 
but not as far as the “ degree o f roundaboutness”  is concerned. 
I t  is impossible to speak o f an “ investment period”  when the

1 1 misinterpreted Professor Knight’s basic equation a ( i  -\-î)l = b .  Professor Knight 
was thinking of an investment that is perpetual without maintenance, in which case a, 
i n  my terminology, is zero and both indices r e g is te r  in f in ity . ( I n  his terminology a  is 
the rate of input during construction, while b is the rate of output p lu s  the value of the 
regained consumption, a . The value of a  in his terminology will not be equal to the 
value of a  m my terminology, except m special cases; while / m his terminology stands 
for the construction period— the investment period being infinite— in my terminology 
t is the investment period, and not the accumulation or construction penod, these two 
again only being equal m special cases ) O f course, if  one assumes a case where the 
investment is perpetual without maintenance, the investment penod necessanly 
becomes infinite - and, in order to examine the investment-period theory, one certainly 
should not start by making any such assumption unless one wants to condemn it 
wholesale at the start, m which case any further analysis of the problem becomes 
wholly superfluous. And when Professor Knight goes on to say that “ neither of these 
pictures is typical of reality”  (p. 71), I leave it to the reader to decide which of these 
two cases is more “ typical”  of reality: the case of investments which are perpetual 
without maintenance, or of investments which are only perpetual when they are 
maintained.

I should also like to add that my use of the basic equation a ( i  + i) ‘ =i_ does not 
presuppose that individual capital items are produced by an initial application of 
factors, extending over a negligible interval, subsequently growing without any 
further input, and are consumed instantly when “ mature”  (Knight, footnote _iz, p. 71) 
A ll that the equation presupposes is that it is possible to “ build up” an integrated 
structure of capital goods (whatever the shape of the input stream or the output 
stream of individual capital items) which enables the output stream and the input 
stream, for the structure a s  a w hole, to be constant; and that the input stream consists 
of non-capital services. _ (<

Professor Knight agrees that either o f these two indices could serve as an mdex 
of capital intensivity”  (p. 73), but denies that an index of capital intensivity is also 
an index to the investment period. On this see below.

8 Footnote 10, p. 69.
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maintenance of capital goods is a condition of the current function
ing of capital goods. But as I have tried to show, so long as it is 
still possible to vary the rate of necessary maintenance expendi
ture, per unit of output, by varying the initial construction 
expenditure, it is still possible to make production more or less 
“ capitalistic”  or “ roundabout” ; and the degree of roundaboutness 
(measured by the same sort of index as the investment period 
would be measured by) fulfils exactly the same rôle in this case 
as the investment period fulfilled in the previous case. There will 
still be a correlation, in comparing different stationary states, 
between the rate of interest ruling and the degree of roundabout
ness adopted; and the mechanism described in Section IV  in my 
paper, by which saving, m a barter economy, leads to an increase 
in the degree of roundaboutness, a lowering of the rate of interest 
and an increase m the flow of final product, will still be the same 
mechanism.

I am not sure whether the difference here between Professor 
Knight and myself is more than a quarrel over words. Professor 
Knight admits that, so long as a distinction can be made between 
capital goods and other resources, the concept of the “ degree of 
capital intensivity”  is valid; and the concepts of the “ degree of 
roundaboutness”  and of the “ degree of capital intensivity”  are, as 
far as I can see, exactly the same thing. We both agree, further, 
that, if capital cannot be “ economically disinvested” , the concept 
of an investment period is invalid; no matter how much (or how 
little) has to be spent on “ maintaining”  the stock of capital. We 
appear to differ as to the importance of the notion of the invest
ment period itself, within the traditional theoretical framework. The 
virtue of this concept, in my view, is solely derived from its sup
posed ability to reduce the existing stock of capital to a homo
geneous quantity. I f  it is impossible to measure capital in terms of 
an investment period, but it is possible to do so in some other way, 
the investment-period concept goes, and is replaced by this 
something else, but otherwise the theory remains pretty much as 
it was. It would be just as true (or more true) to say that the 
.investment period gives, in certain cases, an index to the degree of 
capital intensity, as to say that the degree o f capital intensity, 
in certain cases, is an index to the investment period. Funda
mentally, both these concepts attempt to do no more than to 
measure the quantity of capital by measuring the ratio of the 
stock of capital goods to other factors; it is the validity of this
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“ ratio”  which is important and not the validity of the “ investment 
period” , which is merely one of several ways of measuring it.

Thus in cases where the investment period, though measurable, 
does not indicate the degree o f capital intensity at all, it is the 
latter concept which is relevant (for the determination of the 
quantity o f capital and the rate of interest) while the former is 
quite irrelevant. According to Professor Knight, I leave it

“ a mystery as to why capitalistic intensivity should be regarded 
as corresponding in any way with any investment period, or as 
to what is meant by the degree o f roundaboutness for which the 
ratio is said to be an index. The ratio would apparently have 
the same meaning in a system in which both machines and slaves 
lasted for ever, and regardless o f their origin or what might be 
known about their past history.” 1

In a society where all capital instruments lasted for ever, without 
maintenance, the investment period o f current labour would be 
zero under stationary conditions— irrespective o f the number of 
such capital instruments. Yet there would be a productivity rate 
o f interest (the size o f the additional consumption stream that 
can be obtained by the sacrifice o f a given amount o f curient 
consumption) and what this rate will be •will depend on the 
degree o f capital intensivity. (If one wants to define capital simply 
as the investment period, as some Austrian die-hards would, one 
would have to say that in such a society the amount o f capital is 
always zero in stationary equilibrium; but having said so, one 
would be no better o ff than before. Having relegated the term 
“ capital”  to some mystic entity, which has no relevance to 
economic problems, one would have to turn to some other concept 
and invent a different name in order to consider the problems of 
interest, investment and savings.)

If, on the other hand, capital instruments do not last for ever 
(which is, after all, the basic assumption on which Austria pro
ceeded and one which— I hope Professor Knight will concede— is 
not entirely devoid o f reality) the index o f capital intensivity will 
always register the same kind o f movements as the investment • 
period (provided, o f course, that the type o f capital goods in 
existence is not such as to render the measurement of the invest
ment period impossible). Hence, where the investment period is 
a definable concept, it provides a good index to the degree of

1 O p . c it ., p 73.
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capital intensivity. (A rather cumbrous index perhaps, for its 
calculation will by no means be easy in all but the simplest cases.)

(iii) Lastly, there is the “ brute fact”  emphasised by Knight, that 
capital goods are not produced by the services of other factors, as 
is apparently assumed by the Austrians, but that the services of 
different kinds of capital goods co-operate in producing and 
reproducing each other. This certainly invalidates the concept of 
the degree of roundaboutness or capital intensivity when applied 
to a single investment (i.e. m the production of a single kind of 
consumption good).1 But, as I have attempted to demonstrate in 
Section V , paragraph (iii) and Section V I of my paper— a 
demonstration which, as far as I can see, was not criticised nor 
refuted— it ■would not invalidate the concept for the system as a 
whole, if the latter concept were not deficient on other grounds, i.e. 
on account of the fact that both the services of non-augmentable 
resources and consumption sendees are heterogeneous; and their 
relative prices are altered by a change in the stock of capital 
goods.1 2 It is only in so far as changes in these relative prices are 
absent or can be ignored— as for small changes in the stock of 
capital goods perhaps they can— that we can say how the quantity 
of capital has been affected, when the amount, or composition, 
of the stock o f capital goods has been changed.3 For these reasons, 
it is these latter facts— the heterogeneity of non-capital agencies 
and of final products— which are the ultimate objections to the 
traditional view of treating capital as a quantity. This is not to 
deny the importance of the so-called “ circularity argument”  (that 
capital goods produce other capital goods, and so on, in endless 
succession), but I think the difficulties thereby raised could be
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1 It docs not invalidate the concept of “ capital intensivity”  for a single firm, or 
accounting unit, as Professor Knight admits But it makes it impossible to “ lump 
together”  a senes of accounting units in such a w ay that these together should only buy 
non-capital sendees and only sell consumption services.

~ Professor Knight affirms the first (the heterogeneity of non-capital resources) and 
rejects the second (the heterogeneity of consumption services) of these facts as relevant 
in this connection (footnote 9, p Gg). I confess I do not understand his argument at all 
To regard the “ quantity' of exchange of value of final products os established by 
perfect competition among sellers and consumers”  (footnote 4, p 64) as given, is only 
possible if the change in question does not affect the relative marginal costs of final 
products which it normally will. If, on tlic other hand, small changes are contemplated 
and these consequential changes m relative scarcities are so small that they can be 
ignored, they can be ignored with the same justification on the factor side as on the 
product side In neither case is there any difference C f also p 303 note 3 below.

3 Hence the problem of how to determine when the quantity of capital remains
intact when its composition changes, on account of a change m relative demands for
different consumption goods, is only soluble when the change does not affect the
relative prices (1 c. when marginal costs are constant).

2 0 0

surmounted, in viewing a closed system as a whole, if  factors 
other than capital goods were homogeneous in kind and the 
composition of the final output stream could be considered as 
given.

Value and Distribution

II

5. So far we have argued on the basis that a valid general 
distinction can be drawn which marks off capital goods from other 
productive instruments. This, Professor Knight, in the latter part 
o f his article (Section IV ), categorically denies; and regards the 
falsity o f this assumption “ as the ultimate and crucial fallacy in 
the time-period theory o f capital” .1 To this question we must 
now turn.

In my article I argued (i) that the distinction between capital 
goods and other goods is the distinction between augmentable 
resources and non-augmentable resources;2 (ii) that in a society 
where all resources are augmentable, the rate of interest is 
uniquely determined from the productive functions, and it is 
independent of the extent o f accumulation and is equal to the maximum 
rate o f expansion o f the system;3 (iii) hence the postulate of non- 
augmentable resources is necessary in order to explain diminishing 
returns to capitat accumulation.4

6. As far as I can make out, Professor Knight would not deny 
that, in so far as a distinction can be drawn, it is the criterion of 
“ augmentability”  which is relevant.5 Nor does he argue that the 
distinction ought to be drawn on some other basis.6 What Pro
fessor Knight denies is simply that such a distinction can be drawn;

1 Knight, op a t , p 74
-  Kaldor, op. a t , Section IV , p 218 [p. 174 above]
3 Ib id ., Section V I, p. 228 [p. 186 above].
4 I b i d , p 231 [p 188 above].
6 The distinction between augmentable or non-augmentable resources comes close 

to Bohm-Bawerh’s distinction between “ original”  and “ produced”  resources, except 
that it is free from certain implications associated with the latter. In particular, it is 
not contended that “ produced”  resources are created from “ original” resources, or 
that “ original”  resources are necessarily a “ gift of nature” , and have not been “ pro
duced”  in some sense, m the past, or even that the original resources are necessarily 
physically non-augmentable, like mineral resources The quantity of labour is cer
tainly “ augmentable” , m a physical sense, yet labour will be a non-augmentable 
factor if saving does not lead to an increase in the available labour supply The sole 
criterion is augmentability via capital accumulation.

6 Professor Hayek has recently adopted a different definition. (“ Emleitung zu einer 
Kapitaltheorie” , Z e itsc h r ift f u r  N ahonalokonom ie, Vol 8, No 1.) He regards capital as 
the stock o f “ non-permanent goods”  or “ wasting assets”  and he includes only such 
goods in this category which can be made to yield their services through any space of 
time (as, e g , a stock of coal, as against a dwelling house, which lasts a certain number 
o f years even if it is continuously used at maximum capacity, wasting assets are goods
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in other words, he denies the existence of non-augmentable 
resources. All resources, according to him, are augmentable to a 
certain degree; hence all resources are capital goods.1

There can be no doubt that most resources as defined and differ
entiated by the market, are augmentable to a certain degree. Land 
can be improved by fertilisation, the supply of skilled labour can 
be increased by more training, the amount of hydro-electric 
power can be augmented by the utilisation o f yet unexploited 
waterfalls. Coal available for consumption in large cities can be 
increased at will by sinking more shafts into the earth and im
proving transport facilities. But all this is beside the point. Coal 
in the drawing-room is not the same resource as coal in the earth, 
any more than the house is the same resource as the bricks out of 
which it is made. In all these cases augmentation is only possible 
at increasing cost, and it is only possible up to a point; for m all 
these cases production embodies an invariable element, which can
not be augmented at all. Analytically, at any rate, we must 
distinguish between hydro-electric plants and mere waterfalls; 
and it is pertinent to enquire whether more electric power means 
more plants and more waterfalls or whether it merely means more 
plants combined with a given number of waterfalls. In the one 
case the stream o f services can be expanded at constant cost; in 
the other case, at increasing cost.

7. The important question is not so much whether non-augment
able resources do, m fact, exist or not, but whether diminishing 
returns could exist in the absence of such resources. On this cardinal 
question Professor Knight returns an unqualified affirmative:

with vorwegnehmbare Ertragm ssc). This definition would include under “ capital”  such 
non-augmentable resources as minerals and would exclude a large part of what is 
commonly known as “ fixed capital” . A definition, of course, is a matter of convenience; 
it all depends on the purpose it is intended for There can be no doubt that this 
definition of capital is not relevant for the determination of the productivity rate of 
interest

1 Knight, op a t . ,  pp. 74-8 Similarly he denies that “ rent” and “ interest”  can be 
treated as different shares, coming from different sources “ If any fact of economic life 
is beyond dispute, the fact that the productivity of capital represents the yield of 
concrete instruments of some sort surely comes in this category The yield is rent when 
it is referred to the agency as a quantity of capital, or simply to the capital invested or 
embodied in it" (p 74). All shares, of course, the share of labour not excluded, 
represent the yield of some concrete agency. The reason for differentiating between 
rent and interest as distributive shares is the fact that the yield of different kinds of 
resources is differently affected by changes in the rate of interest. Capital accumula
tion, if  it leads to a reduction of the interest rate, will also lead to a reduction of the 
net yield (per unit) of those resources which are augmentable, but it will increase 
the net yield of non-augmentable resources In a world where the rate of interest is 
zero the yield of capital goods, viewed as “ concrete things” , must also be zero ; but this 
surely does not imply that no income will accrue to “ land”  or no wages to “ labour” 1
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“ M r. Kaldor is (I say) clearly and egregiously wrong in holding 
that diminishing returns from capital implies changes in pro
portions between capital as a ‘factor o f production’ and (an) 
other co-ordinate ‘factor(s)’. It is the cornerstone of his argu
ment, and a cardinal error of the whole time-period con
ception.” 1

Professor Knight does not examine the argument in Section V I of 
my paper showing that i f  everything is augmentable, the rate of 
interest can be derived from the production functions of the 
different resources and this rate will be independent of the 
quantity o f capital. Instead, he puts fonvard, as far as I see, three 
arguments to disprove this proposition.

In the first place he argues that additions to the stock of capital 
(even i f  wants and technology are stationary) would never take 
the same form as units o f the previously existing stock.

“ In most cases, neither the cost nor the possibility of exact 
reduplication is in question in determining capital yield or 
quantity. The reason is simply that reduplication is not what 
would happen [my italics], not the form that capital growth 
would take, under most circumstances in real life, given perfect 
freedom o f choice— even apart from new inventions or changes 
in wants. In an extreme case, such as a hydro-electric plant or 
a railway system, the very notion of physical (Mr. Kaldor says 
‘identical’— p. 219) [p. 175 above] reduplication is absurd.” 2

It is indeed absurd to assume that by saving, one could or would 
duplicate the Niagara electricity works or the railway that is 
alleged to run between Atchison, Topeka, and Santa Fé. But the 
fact that human ingenuity and thrift are not as yet capable of 
duplicating such agencies as the Niagara waterfalls or the area 
known as the United States is surely not irrelevant in this con
nection.. “ Reduplication is not what would happen” — but why? 
I f  capital accumulation takes the form o f creating a resource B,

1 Knight, op. c i t , p. 78 Actually I  nowhere argued that the change in proportion 
involved is between “ capital as a factor of producuon”  and “ other factors”  (this state
ment would have begged all the questions as to the nature of capital). What I did 
argue was that “ diminishing returns must always presuppose the existence of some 
fixed factor as the cause” , hence diminishing returns to accumulation must imply a 
change in the proportion between different types of (concrete) resources. As is obvious 
from the context, however, this is how Professor Knight m fact interpreted the state
ment.

* Knight, op. c it ., p. 78.
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and not another unit of an already existing resource A, this must 
imply that B  is expected to yield more than a second unit of A ; 
and since, in accordance with the assumption of diminishing 
returns, B  actually yields less than the first unit o f A has yielded, 
the yield of the second unit of A must be still less than that of the 
first unit of A. I f  A could be expanded at constant cost, the 
production of B  would never be resorted to. O r has Professor 
Knight thrown overboard the assumption that investors want to 
maximise their pecuniary return?

Professor Knight’s second argument seeks for an explanation of 
these diminishing returns in the realm of consumers’ demand.

“ It is true that non-reduphcability of existing agencies is a 
factor in the diminishing returns from investment; but it is a 
relatively small factor, and operates in different cases in widely 
different degrees. The main fact lies much deeper, in the 
nature of products and their ‘utility’, in relation to economic 
growth. . . ,” 1

“ When the income of an individual increases, in units of fluid 
purchasing power which he is free to spend as he pleases in a 
given price situation, he will normally wish only within narrow 
limits to increase his consumption of products previously 
purchased. Much more he will wish to add new products to 
his consumption budget: but again, he will not stop with this, 
but will to a considerable extent reduce the expenditure on 
products previously used.” 2

There are two answers to this argument. In the first place, one 
could argue that these effects will be of the “ second order of 
smalls”  and should therefore be ignored in the first approximation. 
For the increase in income arises on account o f the accumulation of 
capital; it will therefore be small in relation to the investment and thus 
the effect of this small increase in income on the productivity of 
this investment, through its effect on the relative demands for the 
different products, will be still smaller.3 Secondly, even if these 

1 Ib id ., p 80. 2 I b id
3 In footnote 4, p. 64, as already noted, Professor Knight himself argues that the 

heterogeneity of final products “ should be rejected as a factor playing any rôle in the 
theory of capital” , maintains that in relation to small changes, the exchange value of 
final products should be taken as given, and criticises me for not doing so Yet there 
is no inconsistency in my own position, I was arguing that an increase in capital will 
affect the relative prices of consumption goods by affecting relatme costs; while Professor 
Knight considers the effect on relative demands The effects on relative costs, of course, 
are of a different order of magnitude from the effects on relative demands.
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effects are not negligible, they do not prove the existence of diminish
ing returns. In fact the argument could be used equally to show 
that there will be increasing returns from investment. It all 
depends on whether the products for which the demand has 
relatively increased require more or less o f the factors which can 
be created by investment, than the average of all products. In 
the first case, the marginal rate of return from investment will rise, 
in the second case it will fall. I f  these products contain “capital 
goods”  neither more nor less than in the average proportion, the 
change in relative demands will leave the rate of return un
affected.1

But the crux o f the whole matter is perhaps found in the third 
argument:

“ Even if  increased production took the form of increasing the 
output o f identical goods and services, without change in 
proportions, and i f  these were produced by use of the same 
productive agencies in the same proportions, all agencies being 
freely augmentable, investment would still be subject to 
diminishing returns [in the absence o f technical improvements] 
because o f the diminishing utility o f total economic income to the 
individual [italics mine].” 2

Now whatever may be said as to the previous arguments, there 
can be no doubt that this last argument is -wrong.3 The compon
ents o f the rate o f return are products sacrificed on the one hand and 
products obtained on the other (both measured in terms of purchasing 
power, i.e. in terms of one o f the products serving as a standard of 
value) ; and the diminishing marginal utility of products could 
just as little affect their value in terms of products as a fall in the 
marginal utility o f bread could affect the value o f bread in terms 
o f bread. Diminishing marginal utility o f total income may be

1 This is not to deny, of course, the importance of the question raised by Professor 
Knight that changes in the economic system are “ qualitative”  and not only “ quantita
tive” ; and that it is impossible to regard the number of different goods produced, or 
even the number of different factors of production as a datum  Here I am merely 
concerned to show that the “ qualitative”  character of economic changes, however 
important this may be in a different context, cannot be adduced as an explanation 
why investment opportunities are limited, i e. why there are diminishing returns to 
capital accumulation.

2 Knight, op. c i t , p 80.
3 On reading proof o f th is  R ejoinder, P r o fe s s o r  Knight asks that notation be .made of 

his agreement that this third argument is wrong He stands by the conclusion, and 
the first two arguments, and others which might be given, but his reasoning as quoted 
is untenable — Editor.

204 Value and Distribution



an important factor in determining the rate of capital accumulation; 
but for the determination of the rate of return on investment it is 
wholly irrelevant.

The proposition that the existence of diminishing returns always 
presupposes the existence of some “ fixed factor”  as their cause, 
and that diminishing returns are entirely a matter of changes in 
proportions of factors, has never been more clearly or persuasively 
argued than by Professor Knight himself m his earlier writings.1 
It is a proposition on which, ultimately, not only Bohm-Bawerk 
and the Austrian theory of capital, but our whole inheritance of 
Ricardian economics, the whole theory of production and dis
tribution, as we know it and teach it, rests. I f  Professor Knight 
could convince me that it is wrong, if  he could be as persuasive in 
arguing against the proposition as he was in its favour, I should 
wilhngly admit that his recent attack on traditional capital theory 
had succeeded not merely in eliminating some ill-begotten 
formulations, but that it had destroyed the whole structure, 
burying everybody under the ruins. But until a convincing 
demonstration is forthcoming, I shall remain stubbornly old- 
fashioned on this point; I shall continue to believe in the Theory 
of Production and proclaim the old Knight as against the new!

8. I shall look fonvard with interest to the new edition of Risk, 
Uncertainty and Profit where that “ incubus on economic analysis” , 
the notion of a factor of production, is “ summarily eliminated” .

1 See especially Risk, Uncertainty and Profit, pp 97 fF, and that brilliant essay "Fal
lacies in the Interpretation of Social Cost” , Quarterly Journal of Economics, Vol 38, 
1924, reprinted in 'The Ethics of Competition,  p 217
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A L T E R N A T IV E  TH EO R IE S OF D IST R IB U T IO N 1

A ccording to the Preface of Ricardo’s Principles, the discovery of 
the laws which regulate distributive shares is the “ principal 
problem in Political Economy” . The purpose of this paper is to 
present a bird’s-eye view of the various theoretical attempts, since 
Ricardo, at solving this “ principal problem” . Though all attempts 
at classification in such a vast field are necessarily to some extent 
arbitrary, and subjective to the writer, in terms of broad classifica
tion, one should, I think, distinguish between four mam strands 
o f thought, some of which contain important sub-groups. The 
first of these is the Ricardian, or Classical Theory, the second the 
Marxian, the third the Neo-Classical or Marginalist Theory and 
the fourth the Keynesian. The inclusion of a separate “ Keynesian”  
theory in this context may cause surprise. An attempt will be 
made to show, however, that the specifically Keynesian apparatus 
of thought could be applied to the problem of distribution, rather 
than to the problem of the general level of production; that there 
is evidence that in its early stages, Keynes’ own thinking tended 
to develop in this direction— only to be diverted from it with the 
discovery (made some time between the publication o f the 
Treatise on Money and the General Theory) that inflationary and 
deflationary tendencies could best be analysed in terms of the 
resulting changes in output and employment, rather than in 
their effects on prices.

The compression of a whole army of distinguished writers, and 
schools of thought, between Ricardo and Keynes (Marx aside) 
under the term of Neo-Classical or Marginalist Theory is harder 
to justify. For apart from the marginalists proper, the group would 
have to include such “ non-marginahsts”  or quasi-marginalists 
(from the point of view of distribution theory) as the Walrasians 
and the neo-Walrasians,2 as well as the imperfect competitionists,

1 Originally published m the Review of Economic Studies, Vo\ X X III,N o 8,1955-6
2 By the term “ neo-Walrasians”  I mean the Amen can “ linear programming”  and 

“ activity analysis”  schools, as well as the general equilibnum model of von Neumann
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who though marginalist, do not necessarily hold with the principle 
o f M arginal Productivity. But as I shall hope to show, there are 
important aspects which all these theories have in common,1 and 
which justifies bringing them under one broad umbrella.

Ricardo prefaced his statement by a reference to the historical 
fact that “ in different stages o f society the proportions of die whole 
produce o f the earth which will be allotted to each of these (three) 
classes under the names o f rent, profit and -wages will be essentially 
different” .2 To-day, a writer on the problem o f distribution, would 
almost be inclined to say the opposite— that “ in different stages 
o f (capitalist) society the proportions o f the national income 
allotted to wages, profits, etc., are essentially similar” . The famous 
“ historical constancy”  o f the share o f wages in the national income 
and the similarity o f these shares in different capitalist econ
omies, such as the U.S. and the U .K .— was of course an un
suspected feature o f capitalism in Ricardo’s day. But to the extent 
that recent empirical research tends to contradict Ricardo’s 
assumption about the variability o f relative shares, it makes the 
question o f what determines these shares, more, rather than less, 
intriguing. In fact no hypothesis as regards the forces determining 
distributive shares could be intellectually satisfying unless it 
succeeded in accounting for the relative stability o f these shares in 
the advanced capitalist economies over the last ioo years or so, 
despite the phenomenal changes in the techniques of production, 
in the accumulation o f capital relative to labour and in real 
income per head.

Ricardo’s concern in the problem o f distribution was not due, 
or not only due, to the interest in the question o f distributive shares 
per se, but to the belief that the theory' o f distribution held the 
key to an understanding o f the -whole mechanism o f the economic 
system— of the forces governing the rate o f progress, o f the ultimate 
incidence o f taxation, o f the effects o f protection, and so on. It was
(R eview  o f  E conom ic Studies, 1945-6, Vol. X III  (1)) whose technique shows certain 
affinities with Walras even though their basic assumptions (in particular that of the 
“ circularity”  of the production process) are quite different. From the point of wew 
o f distribution theory, however, the approach only welds a solution (in the shape of an 
equilibrium interest rate) on the assumption of constant real wages (due to an infinitely 
elastic supply curve of labour); it shows therefore more affinity with the classical 
models than •with the neo-classical theories.

1 With the possible exception of the “ neo-Walrasian”  group referred to above.
2 Preface (my italics).
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through “ the laws which regulate distributive shares”  that he was 
hoping to build what in present-day parlance we would call “ a 
simple macro-economic model” .1 In this respect, if no other, the 
Ricardian and the “ Keynesian”  theories are analogous.2 With 
the neo-Glassical or Marginahst theories, on the other hand, the 
problem of distribution is merely one aspect of the general pricing 
process; it has no particular theoretical significance apart from 
the importance of the question per se. Nor do these theories yield 
a “ macro-economic model”  of the kind that exhibits the reaction- 
mechanism of the system through the choice of a strictly limited 
number of dependent and independent variables.

I. T he R icardian  T heory

Ricardo’s theory was based on two separate principles which 
we may term the “ marginal principle”  and the “ surplus principle”  
respectively. The “ marginal principle”  serves to explain the share 
of rent, and the “ surplus principle”  the division o f the residue 
between wages and profits. To explain the Ricardian model, we 
must first divide the economy into two broad branches, agricul
ture and industry and then show how, on Ricardo’s assumptions, 
the forces operating in agriculture serve to determine distribution 
in industry.

The agricultural side of the picture can be exhibited in terms 
of a simple diagram (Fig. 1), where O j measures quantities of 
“ corn” (standing for all agricultural produce) and Ox the amount 
of labour employed in agriculture. A t a given state of knowledge 
and in a given natural environment the curve p— Ap represents 
the product per unit o f labour and the curve p— Mp the marginal 
product of labour. The existence of these two separate curves is a 
consequence of a declining tendency in the average product 
curve— i.e. of the assumption of diminishing returns. Corn-output

1 “ Political Economy” , he told Malthus, “ you think is an enquiry into the nature 
and causes of wealth— I think it should rather be called an enquiry into the laws 
which determine the division of the produce of industry amongst the classes who 
concur in its formation No law can be laid down respecting quantity, but a tolerably 
correct one can be laid down respecting proportions Every day I am more satisfied 
that the former enquiry is vain and delusive, and the latter only the true object of 
the science ”  (Letter dated 9 October, 1820, W orks (Srafifa edition), Vol V III, pp 
278-9 )

a And so of course is the Marxian, but then the Marxian theory is really only a 
simplified version of Ricardo, clothed in a different garb.
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is thus uniquely determined when the quantity of labour is 
given:1 for any given working force, OM, total output is repre
sented by the rectangle OCDM. Rent is the difference between 
the product o f labour on “ marginal”  land and the product on 
average land, or (allowing for the intensive, as well as the exten
sive, margin) the difference between average and marginal labour 
productivity which depends on the elasticity o f the p— Ap curve, 
i.e. the extent to which diminishing returns operate.
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The marginal product o f labour (or, in classical parlance, the 
“ produce-minus-rent” ) is not however equal to the wage, but 
to the sum o f wages and profits. The rate o f wages is determined 
quite independently o f marginal productivity by the supply price 
o f labour which Ricardo assumed to be constant in terms of com.

1 This abstracts from variations in output per head due to the use of more or less 
fixed capital relative to labour— otherwise the curves could not be uniquely drawn, 
relative to a given state of technical k n o w le d g e . A s  b e tw e e n  fixed capital and labour 
therefore the model assumes fixed coefficients; as between labour and and, variable 
coefficients.



In modem parlance, the Ricardian hypothesis implies an infinitely 
elastic supply curve of labour at the given supply price, OWA 
The demand for labour is not determined however by the p— Mp 
curve, but by the accumulation of capital wlfich determines how 
many labourers can find employment at the wage rate OW. 
Hence the equilibrium position is not indicated by the point of 
intersection between the p— Mp curve and the supply curve of 
labour, but by the aggregate demand for labour m terms of corn 
— the “ wages fund” .2 As capital accumulates, the labour force 
will grow, so that any addition to the total wage fund, through 
capital accumulation— the agricultural wages fund is indicated 
by the area OW KM — will tend to be a horizontal addition 
(pushing the vertical line K M  to the right) and not a vertical one 
(pushing the horizontal line W K  upwards).3

For any given M , profits are thus a residue, arising from the
1 The basis of this assumption is the Malthusian theory of population, according to 

which numbers will increase (indefinitely) when wages are above, and decrease 
(indefinitely) when they are below, the “ subsistence level” . In Ricardo’s hands this 
doctrine had lost its sharp focus on a biologically determined quantum of subsistence 
to which the supply price oflabour must be tied, he emphasised that habits of restraint 
engendered in a civilised environment can permanently secure for labour higher 
standards of living than the bare minimum for survival Yet he retained the important 
operative principle that in any given social and cultural environment there is a 
“ natural rate of wages”  at which alone population could remain stationary and from 
which wages can only deviate temporarily The hypothesis of an infinitely elastic 
supply curve of labour thus did not necessarily imply that this supply pnee must be 
equal to the bare minimum of subsistence Yet this assumption was inconsistent with 
another (implied) feature of his model discussed below, that wages are not only 
fixed in terms of “ com”  but are entirely (or almost entirely) spent on com

2 Total wages depend on— and are “ paid out of”— capital simply because produc
tion takes time, and the labourers (unlike the landlords) not being in the position to 
afford to wait, have their wages “ advanced”  to them by the capitalists This is true of 
fixed as well as circulating capital but since, with the former, the turnover period is 
relatively long, only a small part of annual wages is paid out of fixed capital, the 
amount of circulating capital was therefore treated as the proper “ wages fund” . 
Despite his analysis of the effect of changes in wages on the amount of fixed capital 
used relative to labour, 1 e on the proportions of fixed and circulating capital em
ployed m production (Professor Hayek’s celebrated “ Ricardo effect” ), for the purpose 
of his distribution theory this ratio should be taken as given, irrespective of the rate 
of profit

3 The feature which the modem mind may find most difficult to swallow is not that 
capital accumulation should lead to a rise in population but that the reaction should 
be taken as something so swift as to ignore the intervening stage, where the increase 
in the wages fund should raise the rate of wages rather than the numbers employed. 
The adjustment of population to changes in the demand for labour would normally 
be treated as a slow long-run effect whereas changes in the demand for labour (caused 
by capital accumulation) may be swift or sudden Ricardo, however, conceived the 
economy as one which proceeds at a more or less steady rate of growth in time, with 
the accumulation of capital going on at a (more or less constant) rate; while he 
conceded that changes in the rate of capital accumulation will temporarily raise or 
lower wages, he assumed that the rate of population growth itself is adapted to a 
certain rate of capital accumulation which had been going on for some time.
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wages. The resulting ratio, determines the rate of profit %

on the capital employed; it is moreover equal to that ratio, on 
the assumption that the capital is turned over once a year, so 
that the capital employed is equal to the annual wages-bill. (This 
latter proposition, however, is merely a simplification, and not 
an essential part o f the story.)

In a state o f equilibrium, the money-rate of profit %  earned on 
capital must be the same in industry and in agriculture, otherwise 
capital would move from one form of employment to the other. 
But it is the peculiarity o f agriculture that the money-rate of 
profit in that industry cannot diverge from the rate of profit 
measured in terms o f that industry’s own product, i.e. the corn- 
rate o f profit. This is because in agriculture both the input (the 
wage outlay) and the output consist of the same commodity, 
“ corn” . In manufacturing industry on the other hand, input and 
output consist o f heterogeneous commodities— the cost per man 
is fixed in corn, while the product per man, in a given state of 
technical knowledge, is fixed in terms of manufactured goods. 
Hence the only w ay equality in the rate of profit in money terms 
can be attained as between the two branches is through the prices 
o f industrial goods becoming dearer or cheaper in terms of 
agricultural products. The money-rate o f profit in manufacturing 
industry therefore depends on the corn-rate of profit in agricul
ture;1 the latter, on the other hand, is entirely a matter of the 
margin o f cultivation, which in turn is a reflection (in a closed 
economy and in a given state o f technical knowledge) of the 
extent o f capital accumulation. Thus “ diminishing fertility of 
the soil” , as James M ill put it, “ is the great and ultimately only 
necessary cause of a fall in profit” .

To make the whole structure logically consistent it is necessary 
to suppose, not only that wages are fixed in terms of “ corn” but 
that they are entirely spent on “ corn” , for otherwise any change 
in the relation between industrial and agricultural prices will

1 The analytical basis for this conclusion, given above, was never, as Sraffa remarks, 
stated by Ricardo m any of his extant letters and papers though there is evidence 
from Malthus’s remarks that he must have formulated it either in a lost paper on the 
Profits of Capital or m conversation (cf. Works, Vol. I, Introduction, p. xxxi).
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alter real wages (in terms of commodities in general) so that the 
size of the “ surplus” , and the rate of profit on capital generally 
is no longer derivable from the “ corn-rate of profit” — the re
lationship between the product of labour and the cost of labour 
working on marginal land. Assuming that agricultural products 
(“ corn” ) are wage-goods and manufactured products are non- 
wage-goods (i.e. ignoring that some agricultural products are 
consumed by capitalists, and some non-agricultural products by 
wage-earners), the whole corn-output (the area OCDM  in the 
diagram) can be taken as the annual wages fund, of which 
0  W KM  is employed in agriculture and WCDK in the rest of the 
economy. Any increase in 0  W KM  (caused, e.g., by protection to 
agriculture) must necessarily lower the rate of profit (which is the 
source of all accumulation) and thus slow down the rate of 
growth.1 Similarly all taxes, other than those levied on land, must 
ultimately fall on, and be paid out of, profits, and thus slow down 
the rate o f accumulation. Taxation and agricultural protection 
thus tend to accelerate the tendency (which is in any case inevit
able— unless continued technical progress manages to shift the 
p— Ap and p— Mp curves to the right sufficiently to suspend 
altogether the operation o f the Law of Diminishing Returns) to 
that ultimate state of gloom, the Stationary State, where accumu
lation ceases simply because “ profits are so low as not to afford 
[the capitalists more than] an adequate compensation for their 
trouble and the risk which they must necessarily encounter in 
employing their capital productively” .2 II.

II. T h e  M arxian  T h e o r y

The Marxian theory is essentially an adaptation of Ricardo’s 
“ surplus theory” . The main analytical differences are : (1) that 
M arx paid no attention to (and did not believe in) the Law of 
Diminishing Returns, and hence made no analytical distinction 
between rent and profits; (2) that Marx regarded the supply price 
o f labour (the “ cost of reproduction”  of labour) as being fixed,

1 The evil of agricultural protection is thus not only that income is reduced through 
the transfer of labour to less productive employments, but that owing to the reduction 
in the rate of profit, industrial prices fall in terms of agricultural prices, income is thus 
transferred from the classes which use their wealth productively to classes which use 
it unproductively

2 Ricardo, Principles, p 122 (Sraffa Edition).
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regarded the share o f profits (including rent) in output as deter
mined simply by the surplus o f the product per unit of labour over 
the supply price (or cost) o f labour— or the surplus of production 
to the consumption necessary for production.1

There are important differences also as between Marx and 
Ricardo in two other respects. The first o f these concerns the 
reasons for wages being tied to the subsistence level. In Marx’s 
theory this is ensured through the fact that at any one time the 
supply o f labour— the number o f workers seeking wage-employ
ment— tends to exceed the demand for labour. The existence of 
an unemployed fringe— the “ reserve army”  of labour— prevents 
wages from rising above the minimum that must be paid to enable 
the labourers to perform the work. M arx assumed that as capitalist 
enterprise progresses at the expense o f pre-capitalistic enterprise 
more labourers are released through the disappearance of the 
non-capitalist or handicraft units than are absorbed in the 
capitalist sector, owing to the difference in productivity per head 
between the two sectors. As long as the growth of capitalist 
enterprise is at the cost of a shrinkage of pre-capitalist enterprise 
the increase in the supply o f wage labour will thus tend to run 
ahead o f the increase in the demand for wage labour.

Sooner or later, however, the demand for labour resulting from 
accumulation by capitalist enterprise will run ahead of the 
increase in supply; at that stage labour becomes scarce, wages 
rise, profits are wiped out and capitalism is faced with a “ crisis” . 
(The crisis in itself slows down the rate o f accumulation and 
reduces the demand for labour at any given state o f accumulation 
by increasing the “ organic composition of capital” , so that the 
“ reserve army”  will sooner or later be re-created.)

The second important difference relates to the motives behind 
capital accumulation. For Ricardo this was simply to be explained 
by the lure o f a high rate o f profit. Capitalists accumulate volun
tarily so long as the rate o f profit exceeds the minimum “ necessary 
compensation”  for the risks and trouble encountered in the

1 Ricardo himself abandoned in the Principles the idea that wages consist of corn (to 
the exclusion of manufactures), but whether he also abandoned the idea that the 
agricultural surplus is critical to the whole distribution process through the fixity of 
wages in terms of com only is not clear. (C f Sraffa, op. at., pp. xxxii-xxxiii.)
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productive employment of capital. For Marx, however, accumula
tion by capitalist enterprise is not a matter of choice but a necessity, 
due to competition among the capitalists themselves. This in turn 
was explained by the existence of economies of large-scale pro
duction (together with the implicit assumption that the amount 
of capital employed by any particular capitalist is governed by 
his own accumulation). Given the fact that the larger the scale of 
operations the more efficient the business, each capitalist is forced 
to increase the size of his business through the re-investment of 
his profits if  he is not to fall behind in the competitive struggle.

It is only at a later stage, when the increasing concentration of 
production in the hands of the more successful enterprises re
moves the competitive necessity for accumulation— the stage of 
“ monopoly capitalism” — that in the Marxian scheme there is 
room for economic crises, not on account of an excessive increase 
in the demand for labour following on accumulation, but on 
account of an insufficiency of effective demand— the failure of 
markets resulting from the inability of the capitalists either to 
spend or to invest the full amounts of profits (which Marx called 
the problem of “ realising surplus value” ).

M arx has also taken over from Ricardo, and the classical 
economists generally, the idea o f a falling rate of profit with the 
progressive accumulation of capital. But whereas with the classic
ists this was firmly grounded on the Law of Diminishing Returns, 
Marx, having discarded that law, had no firm base for it. His own 
explanation is based on the assumed increase in the ratio of fixed 
to circulating capital (in Marxian terminology, “ constant”  to 
“ variable”  capital) -with the progress of capitalism; but as several 
authors have pointed out,1 the law of the falling rate of profit 
cannot really be derived from the law of the “ increasing organic 
composition”  of capital. Since Marx assumes that the supply price 
o f labour remains unchanged in terms of commodities when the 
organic composition of capital, and hence output per head, rises, 
there is no more reason to assume that an increase in “ organic 
composition”  will yield a lower rate of profit than a higher rate. 
For even if  output per man were assumed to increase more slowly 
than (“ constant”  plus “ variable” ) capital per man, the “ surplus 

1 Cf., in particular, Joan Robinson, A n  E ssay m  M a m a n  Econom ics, pp 75-82
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value”  per man (the excess o f output per man over the costs of 
reproduction o f labour) will necessarily increase faster than out
put per man, and may thus secure a rising rate of profit even if 
there is diminishing productivity to successive additions to fixed 
capital per unit o f labour.

While some o f M arx’s predictions— such as the increasing 
concentration o f production in the hands o f large enterprises— 
proved accurate, his most important thesis, the steady worsening 
o f the living conditions o f the working classes— “ the immiseration 
o f the proletariat” 1— has been contradicted by experience, in 
both the “ competitive”  and “ monopoly”  stages o f capitalism. On 
the Marxian model the share o f wages in output must necessarily 
fall with every increase in output per head. The theory can only 
allow for a rise o f wages in terms o f commodities as a result of the 
collective organisation o f the working classes which forces the 
capitalists to reduce the degree o f exploitation and to surrender to 
the workers some o f the “ surplus value” .2 This hypothesis, how
ever, will only yield a constant share o f wages on the extremely 
far-fetched assumption that the rate o f increase in the bargaining 
strength o f labour, due to the growth o f collective organisation, 
precisely keeps pace with the rate o f increase in output per head.
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I I I .  T h e  N e o -c l a s s i c a l  T h e o r ie s  

(A) Marginal Productivity
While M arx’s theory thus derives from Ricardo’s surplus 

principle, neo-classical value and distribution theory derives from 
another part o f the Ricardian model: the “ marginal principle” 
introduced for the explanation o f rent (which explains why both 
M arx and Marshall are able to claim Ricardo as their precursor). 
The difference between Ricardo and the neo-classics is (i) that 
whereas Ricardo employed the “ principle o f substitution” (or

1 It is not clear, in terms of M arx’s own theoretical model, why such a progressive
immiseration should take place— since the costs of reproduction of labour appear to 
set an absolute limit to the extent to which labour can be exploited. Some parts of D as  
K a p ita l could, however, be construed as suggesting that wages can be driven below the 
(long run) reproduction cost of labour, at the cost of a (long run) shrinkage in the 
labour force: and with the increasing organic composition of capital, and the rise 01 
monopolies, the demand for labour may show an equally declining tendency. _ ^

2 Marx himself would have conceived a reduction m the “ degree of exploitation m 
terms of a reduction in the length of the working day rather than a rise m real wages 
per day In fact both have occurred side by side.



rather, the principle o f “ limited substitutability” — which is the 
basic assumption underlying all marginal analysis) only as 
regards the use of labour relative to land, in neo-classical theory 
this doctrine was formalised and generalised, and assumed to hold 
true of any factor, in relation to any other;1 (2) whereas Ricardo 
employed the principle for showing that a “ fixed” factor will earn 
a surplus, determined by the gap between the average and 
marginal product of the variable factor, neo-classical theory 
concentrated on the reverse aspect— i.e. that any factor variable 
in supply will obtain a remuneration which, under competitive 
conditions, must correspond to its marginal product. Thus if  the 
total supply of all factors (and not only land) is being taken as 
given, independently of price, and all are assumed to be limited 
substitutes to one another, the share-out of the whole produce can 
be regarded as being determined by the marginal rates of sub
stitution between them. Thus in terms of our diagram, if  we 
assumed that along Ox we measure the quantity o f any particular 
factor of production, x, the quantities of all the others being taken 
as fixed, p— Mp will exhibit the marginal productivity function 
of the variable factor. I f  the actual employment of that factor is 
taken to be M , A M  will represent its demand price per unit, and 
the rectangle OBAM  its share in the total produce. Since this 
principle could be applied to any factor, it must be true of all 
(including, as Walras and Wicksell have shown, the factors 
owned by the entrepreneur himself) hence the rectangle BCDA 
must be sufficient, and only just sufficient, for remunerating all 
other factors but x on the basis of their respective marginal pro
ductivities. This, as Wicksteed has shown,2 requires the assumption 
that the production function is homogeneous of the first degree

1 As well as of any particular commodity in the sphere of consumption The utility 
theory of value is really Ricardian rent-theory applied to consumption demand In 
fact, as Walras has shown, limited substitutability in consumption might in itself be 
sufficient to determine distributive shares, provided that the proportions in which the 
different factors are used are different in different industries His solution of the 
problem of distribution, based on “ fixed coefficients”  of production (intended only as 
a first approximation) is subject, however, to various snags since the solution of his 
equations may yield negative prices for the factors as well as positive ones and it 
cannot be determined beforehand whether this will be the case or not If the solution 
of the equations yields negative prices the factors m question have to be excluded 
as “ free goods” , and the operation (if necessary) successively repeated until only 
factors with positive prices are left Also, it is necessary to suppose that the number of 
different “ factors”  is no greater than the number of different “ products” , otherwise 
the solution is indeterminate 2 T h e Co-ordination o f  the L a w s o f  D istribution  (1894)
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for all variables taken together— an assumption which he him
self regarded as little more than a tautology, if  “ factors of pro
duction”  are appropriately defined.1 From the point of view of 
the theory, however, the appropriate definition of factors involves 
the elimination o f intermediate products and their conversion 
into “ ultimate”  or “ original”  factors, since only on this definition 
can one assume the properties o f divisibility and variability of 
coefficients. W hen factors are thus defined, the assumption of 
constant returns to scale is by no means a tautology; it is a 
restrictive assumption, which m ay be regarded, however, as being 
co-extensive with other restrictive assumptions implied by the 
theory— i.e. the universal rule o f perfect competition, and the 
absence o f external economies and diseconomies.

The basic difficulty with the whole approach does not lie, 
however, in this so-called “ adding-up problem”  but in the very 
meaning o f “ capital”  as a factor o f production.2 Whilst land can 
be measured in acres-per-year and labour in man-horns, capital 
(as distinct from “ capital goods” ) cannot be measured in terms 
o f physical units.3 T o evaluate the marginal product of labour it 
is necessary to isolate two situations containing identical “ capital” 
but two different quantities o f labour, or identical amounts of 
labour, and two differing quantities o f “ capital” , in precise 
numerical relationship.4

1 T h e  Co-ordination o f  the L a w s  o f  D istrib u tio n  (1894), P- 53 “ We must regard every 
kind and quality of labour that can be distinguished from other kinds and qualities 
as a separate factor; and m the same way, every kind of land will be taken as a 
separate factor. Still more important is it to insist that instead of speaking of so many 
jg’s worth of capital we shall speak o f so many ploughs, so many tons of manure, 
and so many horses or footpounds of power. Each of these may be scheduled m its 
own unit.”  Under these c o n d it io n s  it is true to say that “ doubling all factors will 
double the product” , but since these “ factors”  are indivisible in varying degree, 
it does not mean that the production function is a linear and homogeneous one in 
relation to incremental variations o f output Also a change in output may be associ
ated with the introduction o f new  factors of production.

2 For a general equilibrium system, capital goods cannot be regarded as factors of 
production p e r  se  (in the manner suggested by Wicksteed), otherwise the same things 
are simultaneously treated as the parameters and the unknowns of the system.

3 Measurement in terms of value (as so many f ’s o f “ capital” ) already assumes a 
certain rate of interest, on the basis of which services accruing in different periods in 
the future, or costs incurred at different dates in the past, are brought to a measure of 
equivalence.

4 The product o f the “ marginal shepherd”  is the difference in terms of numbers of 
sheep, between to shepherds using 10 crooks and i t  shepherds using 11 slightly 
inferior crooks, the term “ slightly inferior”  being taken to mean that the 11 crooks m 
the one case represent precisely the same amount of “ capital”  as the 10 crooks in 
the other case. (Cf. also Robertson, “ Wage Grumbles” , in Econom ic Fragm ents, 1931)-
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Marshall, without going into the matter in any detail, had 
shown in several passages that he was dimly aware of this; and in 
carefully re-defining marginal productivity so as to mean “ mar
ginal net productivity”  (net after deduction of all associated 
expenses on other “ factors” ) he shied away from the task of 
putting forward a general theory of distribution altogether.1

In fact, m so far as we can speak of a “ Marshallian”  theory o f 
distribution at all, it is in the sense of a “ short period”  theory, 
which regards profits as the “ quasi-rents”  earned on the use of 
capital goods of various kinds, the supply of which can be treated 
as given for the time being, as a heritage of the past. The doctrine 
of the “ quasi-rent”  assimilates capital as a factor of production to 
Ricardian land : the separate kinds of capital goods being treated 
as so many different kinds of “ land” . Here the problem of the 
measurement o f capital as a factor o f production does not arise: 
since, strictly speaking, no kind of change or reorganisation in the 
stock of intermediate products is permitted in connection with a 
change in the level or composition of production. It was this 
aspect of Marshall which, consciously or sub-consciously, pro
vided the “ model”  for most of the post-Marshallian Cambridge 
theorising. Prices are equal to, or determined by, marginal prime 
costs; profits are determined by the difference between marginal 
and average prime costs; prime costs, for the system as a whole, 
are labour costs (since raw-material costs, for a closed economy at 
any rate, disappear i f  all branches of industry are taken together) ; 
ultimately therefore the division of output between profits and 
wages is a matter depending on the existence of diminishing 
returns to labour, as more labour is used in conjunction with a 
given capital equipment; and is determined by the elasticity of 
labour’s average productivity curve which fixes the share o f 
quasi-rents.

Marshall himself would have disagreed with the use of the quasi
rent doctrine as a distribution theory, holding that distributive

1 “ The doctrine that the earnings of a worker tend to be equal to the net product of 
his work, has by itself no real meaning, since in order to estimate the net product, we 
have to take for granted all the expenses of production of the commodity on which he 
works, other than his own wages ” Similarly, the doctrine that the marginal efficiency 
of capital will tend to equal the rate of interest “ cannot be made into a theory of 
interest, any more than a theory of wages, without reasoning in acircle” . (Cf. Principles, 
8th edition, Book V I, Chapter I, paras. 7-8 )
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shares in the short period are determined by long-period forces.1 
Clearly even i f  one were to hold strictly to the assumption 
that “ profit margins”  are the outcome o f short-period profit- 
maximisation, this “ short-period”  approach does not really get 
us anywhere: for the extent to which diminishing returns operate 
for labour in conjunction with the capital equipment available 
to-day is itself a function o f the price-relationships which have 
ruled in the past because these have determined the quantities of 
each o f the kinds o f equipment available. The theory does not 
therefore really amount to more than saying that the prices of 
to-day are derived from the prices o f yesterday— a proposition 
which is the more true and the more trivial the shorter the “ day” 
is conceived to be, in terms of chronological time.

For the true neo-classical attempt to solve the general problem 
o f distribution we must go to Wicksell who thought that by 
integrating the Austrian approach to capital with Walrasian 
equilibrium theory he could provide a general solution, treating 
capital as a two-dimensional quantity, the product of time and 
labour. The “ time”  in this case is the investment period or waiting 
period separating the application o f “ original”  factors from the 
emergence o f the final product, and the marginal productivity of 
capital the added product resulting from an extension of “ time”. 
This attempt, again, came to grief (as Wicksell himself came near 
to acknowledging late in life):2 (i) owing to the impossibility of 
measuring that period in terms o f an “ average”  of some kind;3 
(ii) owing to the impossibility o f combining the investment 
periods o f different “ original”  factors in a single measure.4

In fact the whole approach which regards the share of wages 
and o f profits in output as being determined by the marginal rate 
o f substitution between Capital and Labour— with its corollary,

1 Cf., in particular, P rin cip les, 8th edition, Book V , Chapters Vand VI, and Book VI, 
Chapter V III , para. 4.

2 Cf. the concluding passage o f his posthumous contribution to the Wieser Fest
schrift. D i e  W irtschaflstheorie der Gegenw arl (1928), Vol. I l l ,  pp 208-9> a ŝ0 “ Analysis 
of Akerman’s Problem” , reprinted in Lectures, Vol. I, p. 270.

3 Since ownng to compound interest, the weights to be used m the calculation of the 
average will themselves be dependent on the rate o f interest.

4 For a more extended treatment cf. my articles on capital theory in Econometnca, 
April, 1937,andM ay, 1938 fpp. 153-205above];alsoJoanRobinson, “ TheProduction 
Function m the Theory of Capital” , R em ew  o f  Econom ic Studies, Vol. X X I ( i953'4)> 
p. 81, and “ Comment”  by D, G. Champemowne, ib id ., p. 112.
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that the constancy of relative shares is evidence of a unit- 
Elasticity of Substitution between Capital and Labour3— is 
hardly acceptable to present-day economists. Its inadequacy 
becomes evident as soon as it is realised that the “ marginal rate 
of substitution”  between Capital and Labour— as distinct from 
the marginal rate o f substitution between labour and land— can 
only be determined once the rate o f profit and the rate o f wages 
are already known. The same technical alternatives might yield 
very different “ marginal rates of substitution” according as the 
ratio of profits to wages is one thing or another. The theory asserts, 
in effect, that the rate of interest in the capital market (and the 
associated wage rate in the labour market) is determined by the 
condition that at any lower interest rate (and higher wage rate) 
capital would be invested in such “ labour-saving”  forms as 
would provide insufficient employment to the available labour; 
whilst at any higher rate, capital would be invested in forms that 
offered more places of employment than could be filled with the 
available labour.

Quite apart from all conceptual difficulties, the theory focuses 
attention on a relatively unimpoftant feature of a growing 
economy. For accumulation does not take the form of “ deepen
ing”  the structure o f capital (at a given state of knowledge) but 
rather in keeping pace with technical progress and the growth in 
the labour force. It is difficult to swallow a theory which says, in 
effect, that wages and profits are what they are for otherwise there 
would be too much deepening or too little deepening (the capital/ 
output ratios would be either too large or too small) to be con
sistent with simultaneous equilibrium in the savings-investment 
market and in the labour market.

(.B) The “ Degree of Monopoly ”  Theories of Distribution
Monopoly profit was always regarded as a distinct form of 

revenue in neo-classical theory, though not one o f any great 
quantitative importance since the mass of commodities was 
thought of as being produced under competitive conditions. But 
the modern theories of imperfect competition emphasise that 
monopoly profit is not an isolated feature. Profits in general

1 C f Hicks, T h e  Theory o f  W ages (1933), Chapter V I, passim.
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contain an element o f monopoly revenue— an element that is best 
defined as the excess o f the actual profit margin in output over 
what the profit margin would have been under perfectly com
petitive conditions. Under Marshallian “ short-period”  assump
tions the perfectly-competitive profit margin is given by the 
excess o f marginal cost over average prime costs. The additional 
monopoly element is indicated by the excess of price over mar
ginal cost. The former, as we have seen, is a derivative of the 
elasticity o f labour’s productivity curve where capital equipment 
o f all kinds is treated as given. The latter is a derivative of the 
elasticity o f demand facing the individual firm. The novel feature 
o f imperfect competition theories is to have shown that the 
increase o f profit margins due to this element of monopoly need 
not imply a corresponding excess in the rates o f profit on capital 
over the competitive rate; through the generation of excess 
capacity (i.e. the tendency o f demand curves to become “ tan
gential”  to the cost curves) the latter may approach a “ com
petitive”  or “ normal”  rate (as a result o f the consequential rise 
in the capital/output ratio) even i f  the former is above the 
competitive level.

K alecki1 built on this a simplified theory o f distribution, where 
the share o f profits in output is shown to be determined by the 
elasticity o f demand alone. This was based on the hypothesis that 
in the short period, labour and capital equipment are largely 
“ limitational”  and not “ substitutional”  factors, -with the result 
that the short-period prime cost-curve is a reverse L-shaped one 
(prime costs being constant up to full capacity output). In that 
case marginal costs are equal to average prime costs; the ratio of 
price to prime costs (and hence, in a closed economy, the ratio of 
gross profits to wages) is thus entirely accounted for by the 
elasticity o f the firm’s demand curve.

On closer inspection, however, the elasticity o f the demand 
curve facing the individual firm turned out to be no less of a 
broken reed than its counterpart, the elasticity of substitution 
between factors. There is no evidence that firms in imperfect 
markets set their prices by reference to the elasticity of their

1 The original version appeared in Econom etrica, April, 1938. Subsequent versions 
appeared in E ssa y s in  the Theory o f  Econom ie F lu ctu ations (1938), Chapter I, Studies tn 
E conom ic D y n am ics (1943), Chapter I, and Theory o f  D y n a m ic E conom ics (1954) ï>ar£ I
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sales-function, or that short-period pricing is the outcome of any 
deliberate attempt to maximise profits ,by reference to an in
dependent revenue and a cost function. Indeed the very notion 
of a demand curve for the products o f a single firm is illegitimate 
if the prices charged by different firms cannot be assumed to be 
independent o f each other.1

In the later versions of his theory Kalecki abandoned the link 
between the “ degree of monopoly”  and the elasticity of demand, 
and was content with a purely tautological approach according 
to which the ratio of price to prime costs was defined simply as the 
“ degree of monopoly” . Propositions based on implicit definitions 
of this kind make of course no assertion about reality and possess 
no explanatory value. Unless the “ degree of monopoly” can be 
defined in terms of market relationships of some kind (as, for 
example, in terms of the cross-elasticities of demand for the 
products o f the different firms)1 2 and an attempt is made to 
demonstrate how these market relationships determine the 
relation between prices and costs, the theory does not provide a 
hypothesis which could be affirmed or refuted.

There is no need, of course, to follow Kalecki in the attempt to 
lend spurious precision to the doctrine through implicit theorising 
— a vice which afflicts all theories which we grouped together as 
“ neo-classical”  in varying degrees. Fundamentally, the pro
position that the distribution of income between wages and profits 
depends on market structures, on the strength or weakness of the 
forces of competition, is not a tautological one; it asserts something 
about reality (which may in principle be proved false) even if 
that “ something”  cannot be given a logically precise formulation. 
Just as the positive content of the marginal productivity theory 
can be summed up by the statement that the rate of profit on 
capital (and the margin of profit in output) is governed by the 
need to prevent the capital/output ratio from being either too

1 The theory of the “ kinked”  demand curve is in fact no more than a recognition of 
the fact that the demand curve of the firm (m the sense required for the purpose of 
deriving price from the postulate of profit maximisation) is non-existent Since the 
position of the “ kink”  depends on the price, it cannot determine the pnee; it thus leaves 
the profit margin completely undetermined.

2 The “ cross-elasticities”  of demand indicate the degree of interdependence of the 
markets of different firms and are thus inversely related to monopoly power in the 
usual sense of the word
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large or too small, the positive content o f the “ degree of mon
opoly”  theory can be summed up in the sentence that “profit 
margins are what they are because the forces of competition 
prevent them from being higher than they are and are not 
powerful enough to make them lower than they are” . Unfor
tunately neither o f these statements gets us very far.

Dissatisfaction with the tautological character and the formal
ism of the “ marginal revenue-equals-marginal cost”  type of 
price theory led to the formulation of the “ full cost”  theories of 
pricing,1 according to which producers in imperfect markets set 
their prices independently of the character of demand, and solely 
on the basis of their long-run costs of production (including the 
“ normal”  rate o f profit on their own capital). I f  these theories 
asserted no more than that prices in manufacturing industry are 
not determined by the criterion of short-run profit-maximisation, 
and that profit margins can be fairly insensitive to short-period 
variations in demand2 (the impact effect of changes in demand 
being on the rate o f production, rather than on prices), they would 
provide a healthy antidote to a great deal of facile theorising. 
When, however, they go beyond this and assert that prices are 
determined quite independently o f demand, they in effect destroy 
existing price theory without putting anything else in its place. 
Quite apart from the fact that a “ full cost”  theory is quite unable

1 Cf. Hall and Hitch, O x fo r d  Econom ic Papers, 1939, P. W. S. Andrews, Manufacturing 
B u sin ess (1949).

2 This, I believe, was the intention of the original Hall-Hitch article C f Marshall, 
P rin cip les, Book V I, Chapter V III, paragraph 4: “ We see then that there is no general 
tendency o f profits on the turnover to equality; but there may be, and as a matter of 
fact there is, m each trade and m every branch of each trade, a more or less definite 
rate of profits on the turnover which is regarded as a ‘fair’ or normal rate O f course 
these rates arc always changing in consequence of changes m the methods of trade; 
which are generally begun by individuals who desire to do a larger trade at a lower 
rate of profit on the turnover th a n  has been customary, but at a larger rate of profit 
per annum on tlieir capital. I f  however there happens to be no great change of this 
kind going on, the traditions of the trade that a certain rate of profit on the turnover 
should be charged for a particular class of work are of great practical service to those 
in the trade Such traditions are the outcome of much experience tending to show that, 
if  that rate is charged, a proper allowance will be made for all the costs (supplementary 
as well as prune) incurred for that particular purpose, and m addition the normal rate 
of profits per annum m that class of business will be afforded If  they charge a price 
which gives much less than this rate of profit on the turnover they can hardly prosper; 
and if  they charge much more they are in danger of losing their custom, since o t e  
can afford to undersell them This is the ‘fair’ rate of profit on the turnover, which 
an honest man is expected to charge for making goods to order, when no price has 
been agreed on beforehand ; and it is the rate which a court of law will allow in case a 
dispute should arise between buyer and seller.”  Cf. also Kahn, Econom ic Journ al, I952> 
p. 119.
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to explain why some firms should be more successful in earning 
profits than others, the level of the “ normal profit”  on which the 
full cost calculations are supposed to be based is left quite unde
termined. The very fact that these full cost theories should have 
received such widespread and serious consideration as an alter
native explanation of the pricing process is an indication of the 
sad state of vagueness and confusion into which the neo-classical 
value theory had fallen.

IV . T h e  K e y n e s i a n  T h e o r y

Keynes, as far as I know, was never interested in the problem 
o f distribution as such. One may nevertheless christen a particular 
theory of distribution as “ Keynesian”  if  it can be shown to be an 
application o f the specifically Keynesian apparatus of thought and 
i f  evidence can be adduced that at some stage in the development 
of his ideas, Keynes came near to formulating such a theory.1 
The principle of the Multiplier (which in some ways was antici
pated m the Treatise but without a clear view of its implications) 
could be alternatively applied to a determination of the relation 
between prices and wages, if  the level of output and employment 
is taken as given, or the determination of the level of employment, 
if  distribution (i.e. the relation between prices and wages) is taken 
as given. The reason why the multiplier-analysis has not been

1 1 am referring to the well-known passage on profits being likened to a “widow 
cruse”  in the Treatise on M oney, Vol I, p 139 “ If entrepreneurs choose to spend a 
portion of their profits on consumption (and there is, of course, nothing to prevent 
them from doing this) the effect is to increase the profits on the sale of liquid consump
tion goods by an amount exactly equal to the amount of profics which have been thus 
expended . Thus, however much of their profits entrepreneurs spend on consump
tion, the increment of wealth belonging to entrepreneurs remains the same as before 
Thus profits, as a source of capital increment for entrepreneurs, are a widow’s cruse 
which remains undepleted however much of them may be devoted to riotous living 
When on the other hand, entrepreneurs are making losses, and seek to recoup these 
losses by curtailing their normal expenditure on consumption, 1 e by saving more, the 
cruse becomes a Danaid jar which can never be filled up , for the effect of this reduced 
expenditure is to inflict on the producers of consumption-goods a loss of an equal 
amount Thus the diminution of their wealth as a class is as great, in spite of their 
savings, as it was before ”  This passage, I think, contains the true seed of the ideas 
developed m the General Theory— as well as showing the length of the road that had to 
be traversed before arriving at the conceptual framework presented in the latter work. 
The fact that “ profits” , “ savings” etc were all defined here in a special sense that was 
later discarded, and that the argument specifically refers to expenditure on consump
tion goods, rather than entrepreneurial expenditure m general, should not blind us to 
the fact that here Keynes regards entrepreneurial incomes as being the resultant of 
their expenditure decisions, rather than the other way round— which is perhaps the 
most important difference between “ Keynesian”  and “ pre-Keynesian”  habits of 
thought.
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developed as a distribution theory is precisely because it was 
invented for the purpose o f an employment theory— to explain 
w hy an economic system can remain in equilibrium in a state of 
under-employment (or o f a general under-utilisation of resources), 
where the classical properties o f scarcity-economics are inapplic
able. And its use for the one appears to exclude its use for the 
other.1 I f  we assume that the balance o f savings and investment is 
brought about through variations in the relationship of prices and 
costs, we are not only bereft o f a principle for explaining variations 
in output and employment, but the whole idea of separate 
“ aggregate”  demand and supply functions— the principle of 
“ effective demand” — falls to the ground; we are back to Say’s 
Law , where output as a whole is limited by available resources, 
and a fall in effective demand for one kind o f commodity (in real 
terms) generates compensating increases in effective demand 
(again in real terms) for others. Y et these two uses of the Multiplier 
principle are not as incompatible as would appear at first sight: 
the Keynesian technique, as I hope to show, can be used for both 
purposes, provided the one is conceived as a short-run theory and 
the other as a long-run theory— or rather, the one is used in the 
framework o f a static model, and the other in the framework of a 
dynamic growth model.2

W e shall assume, to begin with, a state o f full employment (we 
shall show later the conditions under which a state of full employ
ment will result from our model) so that total output or income 
(T ) is given. Income may be divided into two broad categories,
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1 Although this application of Keynesian theory has been implicit in several dis
cussions of the problem of inflation. (Cf. e g. A . J. Brown, T h e  Great Jnjlatwn, Mac
millan, 1955.)

2 I first thought of using the Multiplier technique for purposes of a distribution 
theory when I attempted to analyse the ultimate incidence of profits taxation under 
full employment conditions in a paper prepared for the Royal Commission on Taxation 
in 1951. The further development of these ideas, and particularly their relationship to 
a  dynamic theory of growth, owes a great deal to discussions with Mrs Robinson, 
whose forthcoming book, T h e  A ccum ulation o f  C a p ita l, contains a systematic exploration 
o f this field I should also like to mention here that I owe a great deal of stimulus to a 
paper by Kalecki, “ A  Theory of Profits”  (E conom ic J o u rn a l, June-September, 1942) 
whose approach is in some ways reminiscent of the “ widows’ cruse”  of Keynes 
T reatise  even though Kalecki uses the technique, not for an explanation of the share of 
profits in output, but for showing why the level of output and its fluctuations is pecu
liarly dependent on entrepreneurial behaviour. (In doing so, he uses the restnetne 
assumption that savings are entirely supplied out of profits ) I have also been helped 
by Mr. Harry Johnson and Mr. Robin Marris, both in the working out of the formulae 
and in general discussion.



Wages and Profits {W  and P), where the wage-category comprises 
not only manual labour but salaries as well, and Profits the in
come of property owners generally, and not only of entrepreneurs; 
the important difference between them being in the marginal 
propensities to consume (or save), wage-earners’ marginal savings 
being small in relation to those of capitalists.1

Writing Sw and Sp, for aggregate savings out of Wages and 
Profits, we have the following income identities:

r  =  w + p  
1 ~ s
S  s  iSjp-j-iSp,
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Taking investment as given, and assuming simple proportional 
savings functions Sw=swW  and Sp—spP, we obtain:

Whence

and

I  =  S p P + S w W — S p P  -f-Su>( Y-— P) —  (S p— S t o ) P - j - S w Y

I p
Y ~ { sv— %>) ~y  +•*» ••• (r)

p  =  1 1  s» .. .  (2)
Y  sp— Sw Y  sp— Sw

Thus, given the wage-earners’ and the capitalists’ propensities 
to save, the share of profits in income depends simply on the ratio 
of investment to output.

The interpretative value of the model (as distinct from the 
formal validity of the equations, or identities) depends on the 
“ Keynesian”  hypothesis that investment, or rather, the ratio of 
investment to output, can be treated as an independent variable, 
invariant with respect to changes in the two savings propensities 
sp and sw. (We shall see later that this assumption can only be 
true within certain limits, and outside those limits the theory 
ceases to hold.) This, together with the assumption o f “ full 
employment” , also implies that the level of prices in relation to 
the level o f money wages is determined by demand: a rise in 
investment, and thus in total demand, will raise prices and profit

1 This may be assumed independently of any skewness m the distribution of pro
perty, simply as a consequence of the fact that the bulk of profits accrues in the form 
of company profits and a high proportion of companies’ marginal profits is put to 
reserve.
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margins, and thus reduce real consumption, whilst a fall in invest
ment, and thus in total demand, causes a fall in prices (relatively 
to the wage level) and thereby generates a compensating rise in 
real consumption. Assuming flexible prices (or rather flexible 
profit margins) the system is thus stable at full employment.

The model operates only i f  the two savings propensities differ 
and the marginal propensity to save from profits exceeds that 
from wages, i.e. if:

and Sp A Sw 
S p  >  Sw

The latter is the stability condition. For i f  sp <  sw, a fall in 
prices would cause a fall in demand and thus generate a further 
fall in prices, and equally, a rise in prices would be cumulative. 
The degree o f stability o f the system depends on the difference of 
the marginal propensities, i.e. on i/(sp— sw) which may be 
defined as the “ coefficient o f sensitivity o f income distribution”, 
since it indicates the change in the share o f profits in income 
which follows upon a change in the share o f investment in output.

I f  the difference between the marginal propensities is small, the 
coefficient will be large, and small changes in I jY  (the investment/ 
output relationship) will cause relatively large changes in income 
distribution P/Y; and vice versa.

In the limiting case where j w= o , the amount of profits is equal 
to the sum o f investment and capitalist consumption, i.e. :

P = —  I.
Sp

This is the assumption implicit in Keynes’ parable about the 
widow’s cruse— where a rise in entrepreneurial consumption 
raises their total profit by an identical amount— and of Mr. 
K alecki’s theory o f profits which can be paraphrased by saying 
that “ capitalists earn what they spend, and workers spend what 
they earn” .

This model (i.e. the “ special case”  where sw= o ) in a sense is 
the precise opposite o f the Ricardian (or Marxian) one— here 
wages (not profits) are a residue, profits being governed by the 
propensity to invest and the capitalists’ propensity to consume, 
which represent a kind o f “ prior charge”  on the national output.



Whereas in the Ricardian model the ultimate incidence of all taxes 
(other than taxes on rent) falls on profits, here the incidence of 
all taxes, taxes on income and profits as well as on commodities, 
falls on wages.1 Assuming however that IjT  and sP remain 
constant over time, the share of wages will also remain constant 
— i.e real wages will increase automatically, year by year, with 
the increase in output per man.

I f sw is positive, however, total profits will be reduced by

Sw —, i.e. by more than the amount of workers’ savings, Sw] the
i p

sensitivity of profits to changes in the level of investment will be 
greater, total profits rising (or falling) by a greater amount than 
the change m investment, owing to the consequential reduction 
(or increase) in workers’ savings.2

The critical assumption is that the investment/output ratio is 
an independent variable. Following Harrod, we can describe the 
determinants of the investment/output ratio in terms of the rate 
of growth of output capacity (G) and the capital/output ratio, v :

j  =  Gv . .  (3)

In a state of continuous full employment G must be equal to 
the rate of growth of the “ full employment ceiling” , i.e. the sum 
of the rate of technical progress and the growth m working 
population (Harrod’s “ natural rate o f growth” ). For Harrods’ 
second equation.
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we can now substitute equation (1) above.
1 The ultimate incidence of taxes can only fall on profits (in this model) in so far 

as they increase sp , the propensity to save out of net income after tax Income and 
profits taxes, through the “ double taxation”  of savings, have of course the opposite 
effect- they reduce sp, and thereby make the share of net profits m income larger than 
it would be m the absence of taxation On the other hand, discriminatory taxes on 
dividend distribution, or dividend limitation, by keeping down both dividends and 
capital gains, have the effect of raising sp (All this applies, of course, on the assumption 
that the Government spends the proceeds of the tax— 1 e that it aims at a balanced 
budget Taxes which go to augment the budget surplus will lower the share of profits 
in much the same way as an increase in workers’ savings )

2 Thus if s „ = 50%. s w =  10%, //r=  20%, P / Y  will be 25%, but a rise in //T to 
21% would raise P J T  to 27 5% If on the other hand sw—o, with sp — 50 /p> P f jv  
would become 40%, but an increase in //3~to 21% would only increase P j T  to 42% 
The above formulae assume that average and marginal propensities are identical 
Introducing constant terms in the consumption functions alters the relationship 
between P I  Y  and* I l  Y , and would reduce the elasticity of P / Y  with respect to changes 
in  11 Y
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1  P
Y  —  ( * f p  * 1 Sic) y  Sw‘

Hence the “ warranted”  and the “ natural”  rates of growth are 
not independent o f one another; i f  profit margins are flexible, the 
former will adjust itself to the latter through a consequential 
change in PjT .

This does not mean that there will be an inherent tendency to a 
smooth rate o f growth in a capitalist economy, only that the 
causes of cyclical movements lie elsewhere— not in the lack of an 
adjustment mechanism between s and Gv. As I  have attempted 
to demonstrate elsewhere1 the causes of cyclical movements should 
be sought in a disharmony between the entrepreneurs’ desired 
growth rate (as influenced by the degree o f optimism and the 
volatility o f expectations) which governs the rate of increase of 
output capacity (G), and the natural growth rate (dependent on 
technical progress and the growth o f the working population) 
which governs the rate o f growth in output over longer periods 
(let us call this G'). It is the excess o f G over G'— not the excess of 
s over G'v— which causes periodic breakdowns in the investment 
process through the growth in output capacity outrunning the 
growth in production.2

Problems o f the trade cycle however lie outside the scope of this 
paper; and having described a model which shows the distribution 
o f income to be determined by the Keynesian investment-savings 
mechanism, we must now examine its limitations. The model, as 
I  emphasised earlier, shows the share o f profits PjT, the rate of 
profit on capital PjvT, and the real wage rate W/L,3 as functions 
o f I jT  which in turn is determined independently o f P jT  or WjL. 
There are four different reasons why this m ay not be true, or be 
true only within a certain range.

(1) The first is that the real wage cannot fall below a certain

1 Economic Journal, March, 1954, pp. 53-71* [See my Essays on Economic Stability and 
Growth, pp. 213-32.]

s If Y  will therefore tend to equal Gv, not G’v It may be assumed that, taking very 
long periods, G is largely governed by G' but over shorter periods the two are quite 
distinct, moreover, G' itself is not independent of G, since technical progress and 
population growth are both stimulated by the degree of pressure on the “ full employ
ment ceiling” , which depends on G. The elasticity of response of G' to G is not 
infinite however: hence the greater G, the greater will be G ' (the actual trend-rate of 
growth of the economy over successive cycles) but the greater also the ratio GjG’ 
which measures the strength of cyclical forces. 3 Where Z=labour force.



subsistence minimum. Hence P fT  can only attain its indicated 
value, if the resulting real wage exceeds this minimum rate, 10'. 
Hence the model is subject to the restriction W jL^w ', which we 
may write in the form :
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P ^ Y - w ’L
• • (4)

(2) The second is that the indicated share of profits cannot be 
below the level which yields the minimum rate of profit necessary 
to induce capitalists to invest their capital, and which we may call 
the risk “ premium rate” , r. Hence the restriction:

P
uï • (5)

(3) The third is that apart from a minimum rate of profit on 
capital there may be a certain minimum rate o f profit on turnover 
— due to imperfections o f competition, collusive agreements 
between traders, etc., and which we may call m, the “ degree of 
monopoly”  rate. Hence the restriction:

j > m  . . .  (6)

It is clear that equations (5) and (6) describe alternative restric
tions, of which the higher will apply.

(4) The fourth is that the capital/output ratio, v, should not 
in itself be influenced by the rate of profit, for if  it is, the invest
ment/output ratio Gv will itself be dependent on the rate of profit. 
A  certain degree of dependence follows inevitably from the 
consideration, mentioned earlier, that the value of particular 
capital goods in terms o f final consumption goods will vary with 
the rate of profit,1 so that, even with a given technique, v will not be 
independent of PjT. (We shall ignore this point.) There is the 
further complication that the relation P jT  may affect v through 
making more or less “ labour-saving”  techniques profitable. In 
other words, at any given wage-price relationship, the producers 
will adopt the technique which maximises the rate o f profit C " 

capital, PjvT\ this will affect (at a given (?) IjT, and hence PfT. 
Hence any rise in P jT  will reduce v, and thus // T, and conversely,

1 C f p. 220 above. In fact the whole of the Keynesian and post-Keynesian analysis 
dodges the problem of the measurement of capital.

any rise in I jT  will raise PjT. I f  the sensitiveness of v to P/T is 
great, P jT  can no longer be regarded as being determined by the 
equations o f the model; the technical relation between v and PjT 
will then govern P jT  whereas the savings equation (equation (2) 
above) will determine I jT  and thus (given G) the value of v.1 To 
exclude this we have to assume that v is invariant to PJT,2 i.e. :

• • •  (7)
I f  equation (4) is unsatisfied, we are back at the Ricardian (or 

Marxian) model. I jT  will suffer a shrinkage, and -will no longer 
correspond to Gv, but to, say, yv where y <  G. Hence the system 
will not produce full employment; output will be limited by the 
available capital, and not by labour; at the same time the classical, 
and not the Keynesian, reaction-mechanism will be in operation: 
the size o f the “ surplus”  available for investment determining 
investment, not investment savings. It is possible however that 
owing to technical inventions, etc., and starting from a position 
o f excess labour and underemployment (i.e. an elastic total supply 
o f labour) the size o f the surplus will grow; hence I jT  and y will 
grow; and hence y might rise above (?' (the rate of growth of the 
“ full employment ceiling” , given the technical progress and the 
growth o f population) so that in time the excess labour becomes 
absorbed and full employment is reached. When this happens 
(which we may call the stage o f developed capitalism) wages will 
rise above the subsistence level, and the properties of the system 
will then follow our model.

I f  equations (5) and (6) are unsatisfied, the full employment 
assumption breaks down, and so wall the process o f growth; the 
economy will relapse into a state o f stagnation. The interesting 
conclusion which emerges from these equations is that this may 
be the result o f several distinct causes. “ Investment opportunities”

1 This is where the “ marginal productivity”  principle would come in but it should 
be emphasised that under the conditions o f our model where savings are treated, not 
as a constant, but as a function of income distribution, the sensitiveness of v to changes 
in P / T  would have to be very large to overshadow the influence of G, of sp and of 
s u> on P j T .  Assuming that it is large, it is further necessary to suppose that the value 
o f P j T  as dictated by this technical relationship falls within the maximum and mini
mum values indicated by equations (4)-(6).

2 This assumption does not necessarily mean that there are “fixed coefflciepts”  as 
between capital equipment and labour— only that technical innovations (which are 
also assumed to be “ neutral”  in their effects) are far more influential on the chosen v 
than price relationships.
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may be low because G is low relatively to G', i.e. the entrepreneurs’ 
expectations are mvolatile, and/or they are pessimistic; hence 
they expect a lower level o f demand for the future than corresponds 
to potential demand, governed by G '. On the other hand, 
“ liquidity preference”  may be too high, or the risks associated 
with investment too great, leading to an excessive r. (This is 
perhaps the factor on which Keynes himself set greatest store as a 
cause of unemployment and stagnation.) Finally, lack of com
petition may cause “ over-saving”  through excessive profit 
margins; this again will cause stagnation, unless there is sufficient 
compensating increase in v (through the generation of “ excess 
capacity”  under conditions of rigid profit margins but relatively 
free entry) to push up Gv, and hence IjT.

If, however, equations (2)-(6) are all satisfied there will be an 
inherent tendency to growth and an inherent tendency to full 
employment. Indeed the two are closely linked to each other. 
Apart from the case of a developing economy in the immature 
stage of capitalism (where equation (4.) does not hold, but where 
y<G), a tendency to continued economic growth will only exist 
when the system is only stable at full employment equilibrium—  
i.e. when G > G \

This is a possible interpretation of the long-term situation m 
the “ successful”  capitalist economies of Western Europe and 
North America. I f  G exceeds G'} the investment/output ratio I jT  
will not be steady in time, even if  the trend level of this ratio is 
constant. There will be periodic breakdowns in the investment 
process, due to the growth in output capacity outrunning the 
possible growth in output; when that happens, not only invest
ment, but total output will fall, and output will be (temporarily) 
limited by effective demand, and not by the scarcity of resources. 
This is contrary to the mechanics o f our model, but several reasons 
can be adduced to show why the system will not be flexible 
enough to ensure full employment m the short period.

(1) First, even if profit margins are assumed to be fully flexible 
in a downward, as well as an upward, direction the very fact that 
investment goods and consumer goods are produced by different 
industries, with limited mobility between them, will mean that 
profit margins in the consumption goods industries will not fall
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consumption goods industries. A  compensating increase in con
sumption goods production (following upon a fall in the produc
tion o f investment goods) can only occur as a result of a transfer 
o f resources from the other industries, lured by the profit oppor
tunities there.

(2) Second, and more important, profit-margins are likely to 
be inflexible in a downward direction in the short period (Mar
shall’s “ fear o f spoiling the market” ) even i f  they are flexible in 
the long period, or even i f  they possess short period flexibility in 
an upward direction.1

This applies o f course not only to profit margins but to real 
wages as well, which in the short period may be equally inflexible 
in a downward direction at the attained level,2 thus compressing 
IjT , or rather preventing an increase in I jT  following upon a rise 
in the entrepreneurs’ desired rate o f expansion. Hence in the 
short period the shares o f profits and wages tend to be inflexible 
for two different reasons— the downward inflexibility of P jT  and 
the downward inflexibility o f WjL— which thus tend to reinforce 
the long-period stability o f these shares, due to constancy of 7/T, 
resulting from the long period constancy of Gv and G'v.

W e have seen how the various “ models”  o f distribution, the 
Ricardian-M arxian, the Keynesian and the Kaleckian are related 
to each other. I  am not sure where “ marginal productivity”  comes 
in, in all this— except that in so far as it has any importance it 
does through an extreme sensitivity of v to changes in PjT.

1 Cf. the quotation from Marshall, note 2, page 226 above.
2 This operates through the wage-pnee spiral that would follow on a reduction in 

real wages; the prevention of such a wage-price spiral by means of investment ration
ing of some kind, or a “ credit squeeze” , is thus a manifestation of downward in
flexibility o n v / r .
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