


PREFACE

THis volume was originally conceived as a rewritten and
revised edition of my Wealth and Welfare published in 1912.
But the work has grown to such an extent and has come to
cover so much more ground that, though considerable sections
of Wealth and Welfare are incorporated in it, it is essentially
an independent book. In writing it T bhave made use of
passages from various earlier books of my own, and also from
articles contributed by me to the Economic Journal, Quarterly
Journal of Economics, Nineteenth Century and Afier and
Contemporary Review.

The general plar is as follows. In Part L it is argued,
subject, of course, to a large number of qualifications, that
the economic welfare of a community is likely to be greater
(1) the larger is the average volume of the national dividend,
(2) the larger is the average share of the pational dividend
that accrues to the poor, and (3) the less variable are the
annual volume of the national dividend and the annual share
that accrues to the poor. Parts II., TIL ard IV, are devoted
to a study of certain principal influences by which the average
volumié of the national dividend is affected. Part II, deals
with the distribution of productive resources in general among
different places and occupations; Part ITI, with various
problems connected with the organisation of Labour, and Part
IV. with the relation between the national dividend and
Government finance. In Part V. the question is raised in what
circumstances it is possible for the absolute share of dividend
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accruing to the poor to be inereased by a cause which at the
same time diminishes the volume of the dividend as a whole;
and the relation of disharmonies of this kind, when they occur,
to economic welfare is discussed.  Finally, Part VI. is devoted

" to an investigation of the causes of variability in the national
dividend and in the absolute share of the poor and of certain
relevant problems of practice.

In preparing the book for the press I have done my best,
by restricting as far as possible the use of technical terms, by
relegating specially abstract discussions to Appendices, and by
summarising the main drift of the argument in an Analytical
Table of Contents, to render what I have to say as little
difficalt as may be. But it would be idle to pretend that the
book_is other than a severe one. In part, no doubt, the
severity is due to defects of exposition. But in part also it
iz due to the pature of the problems studied. It is sometimes
imagined that economic questions car be adjudicated upon
without special preparation. The “ plain man,” who in physics
and chemistry knows that he does not know, has still to attain
in economics to that first ante-chamber of knowledge. In
reality the subject is an exceedingly difficult one, and cannot,
without being falsified, be made to appear easy.

In publishing my book at the present time, I have had to
face one somewhat special difficuléy. The process of printing
now takes so long, and legislative and other changes both here
and abroad are so numerous and rapid, that some of the legal
enactments and general conditions to which I have referred in
the present tense are certain, by the time the book is in the
reader’s hands, to have been superseded. Even an illustration
from geometry, which I have employed in the introductory
chapter, should now, in the light of the confinnation recently
won for Einstein’s theory, be expressed somewhat differently !
I do not think, however, that the impossibility of being com-
pletely up-to-date in a world of continuous change matters
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very greatly. For the illustrations I have used are not
brought forward for their own sake. The service I ask of
them is to throw light on principles, and that purpose can be
performed as well by an -arrangement or 2 fact that lapsed a
year ago as by one that is still intact.

I would add one word for any student beginning economic
study who may be discouraged by the severity of the effort
which the study, as he will find it exemplified here, seems to
require of him. The complicated analyses which economists
endeavour to carry through are not mere gymnastic. They
ave instruments for the bettering of human life. The misery
and squalor that surround us, the dying fire of hope in many
millions of European homes, the imjurious luxury of some
wealthy families, the terrible uncertainty overshadowing many
families of the poor—these are evils too plain to be ignored
By the knowledge that our science seeks it is possible that
they may be restrained. Out of the darkness light! To
search for it is the task, to find it, perhaps, the prize, which
the “ dismal science of Political Economy ” offers to those who
face its discipline,

A CP

Kinae’s CoLLEGE,
CAMBRIDGE, June 1920,
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efficiency of management under the two forms is likely to be pretty
much the same. § 4. But, first, under public operation there is a
danger that the oporatiu% authority may be tempted to maintain ita
enterprise by the use of unfair extra-commercial methods at the
expense of rival enterprises capable of gatisfying the same wants
more cheaply. §5. Secondly, under public operation efficiency is
likely to suffer throx’x#h unwillingness to take risks and make
expetiments. §§ 6-7. Thirdly, efficiency is likely to suffer through
the establishment of units of management of an uneconomical size ;
though, in industries where the normal state of things is monopolistic
comﬂetition, public operation is, in this respect, saperior to joint-
stock operation. §8. Oun the whole, apart from a few special
exceptions, the proposal for public operation i3 a live one only where
there is monopoly ; and here the case for it, as against that for

ublic control, works out diﬂ'erent'liy in different industries, §9.
When public operation is determined upon for a concern hitherte in
ivate hands, the determination of a proper purchase price presents
ifficulties. § 10. But, even when a heavy ransom has to be paid to
vested interests, it may still be for the general geod that a public
anthority should buy up a private monopoly, in order to stop
artificial restriction of output,

PupLic OrERATION OF INDUSTRIES . . . .

PART 111

THE NATIONAL DIVIDEND AND LABOUR

CHAPTER [

InpustrRIAL PRACE . . . . . . . 383

Industrial geace being obviously relevant to the magnitude of the
€

national divi » the machinery designed for maintaining it must
be examined.

CHAPTER 11

THE CLASSBIFICATION OF ENXDUSTRIAL DIFFERENCES . . . 887

§8 1-5. Various possible lines of classification are compared and
discussed.
b2
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CHAPTER III

VOLUNTARY ARRANGEMERTS FOR CONCILIATION AND ARBITRATION

§1. The United Kingdom is the classical home of voluntary arrange-
ments for dealing with differences about broad general questions,
§2. A permanent orgsn of negotiation is more eflective than ad hoe
meetings called specially to deal with differemces as they arise,
§§ 3-4. The constitution of this organ and methods of procedure are
discussed. § 5. Agreements for conciliation alone are compared
with agrecsments which alse provide for arbitration in the last
resort. §6. The qualities required in arbitrators, their number,
and the best method of appointing them, are discussed. §§ 7-8. Also
the question of a referendum, and the question of monetary

guarantees.

CHAPTER IV

MEDIATION . . . .

. . . . .
§§ 1-5. In the event of a failure on the part of employers and work-

people in an industry to reach a; ent, mediation maly be ugefully
un

ertaken by eminent outsiders, nou-governmenta!

Boards or

governmental agencies. Bat care should be taken nat to allow the
existence of this machivery to check the development of direct

voluntary arrangements between the parties.

CHAPTER V

COERCIVE INTERVENTION . . ,

.

§1. Coercive intervention may provide for disputants to enter a court
of compulsory arbitration if both of them wish to @0 so. §2. Or
for “extending” sgreements made between associations of employers
and employed so as to make them binding on outside employers and
workpeople, §3. Or it may follow the model of the adian
Industrial Disputes Investigation Act. §4. Or it may take the

form of compulsory arbitration as understood in Australasia,

CHAPTER VI

AN ANALYTICAL VIEW oF INDUSTRIAL PEACE . . .

.

§ 1. Disputes betwecn asscciations of employers and employed aro
in some respects analogous to disputes between nations, §2. Withiu
limits the wage rate subject to & Largain between two orgunisations
is indetetminate. §§ 3-11. The infloences by which the range of
indsterminateness and the range of practicabic bargains are determined
are cxamined. §12. The bearing of this study upon the prospects
of industrial peace in various cirewinstances is explained. §13. And

also its bearing upon a common view of an arbitrator’s functions.
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§ 1. Ineach several industry for each class of workers there is some
length of working day, varying with the circonmstances of different
occupations, the overstepping of which is disadvantageous to the
pationsl dividend. §2. ere is evidence that io fact this limit
tends to be passed. §§ 3-5. The way in which this can and does
bappen is explained. §8. There is a prima facie case for State
intervention to prevent the limit being passed. § 7. In this
conuection the problem of overtime is discussed.

CHAPTER VIII

TrRe METHODS OF INDCSTRIAL REMUNERATION . . . . 424

§ 1. Broadly speaking, the workers’ output will be larger, and the
pational dividend more ndnn:?od, the more nearly his remunpera-
tion is adjusted to services rendered. §2. Adjustment is compli-
cated by the fact that a man’'s services to his firm include more than
bis immediate physical output. §3. By the fact that output is
lisble to vary in quality as well as in quantity. §4. And by the
fact that even quantity of output cannot, in some occupaticns, be
measured. §5. The problem of adjustment under time.wages is
discussed. §§ 6-7. Under piece-wages adjustment conld be made
closer if it were not for the difficulty created by the *‘cutting™ or
* nibbling " of rates. §§ 8-9. Premium bonus plans and piece.rate
tlan.s are compared. § 10, The dificnlty of **cutting™ and ‘‘nib-

ling" may be dealt with by meansof collective bargaining. §511.12,
The task-wage system is discussed. §13. The conclusion reached
is that the interests of the national dividend will be best promoted
under a system of piece-wage scsles controtlled by collective
bargaiuing. -

CHAPTER IX

Taz DistrIBCTION OF LaBOUR aMONG OccupaTioNs aXD Praceks . 446

§1, In genersl the national dividend is injured by causes that
prevent hﬁur being s0 distributed that the demand prices for and
the wages of laboar of any given grade are equal in different places
and occupations. The chief of these causes are ignorance, costs of
movement and Trestrictions im open movement, §§ 2-3. The
most fupdamental way in which ignorance operates is by impairing

the initial distribution of new ﬁmtions of workpeople as they flow /
into industry. §4. The working in this respect of “‘biagsed”

ignorance is examined. § 5. Igmorance also interferes with the

correction of errors in the initial distribution of labour by subsequent
movement. § 6. The extent te which it does this depends upon the
forw in which wage-contracts are made, §7. And upon the develop-
ment of Employment Exchanges and their utilisation as centres of
engagement. §3. Some principal influences upon which the efficicncy



xxii THE ECONOMICS OF WELFARE

of these Exchanges depends, are considered. §§ 9-10. The effects of
‘‘costs of wovement” as an obstacle to adjustment are studied.
§ 11. Including the peculiar element of cost iuvolved in the geo-
graphical unity of the family. §12. The most important instance
of restrictions imposed from without is afforded by the traditioual
and customary exclusion of women workers from certain occupations,
§13. The foregoing obstacles to what may be called the idesl dis-
tribution of labour may (1) crumble from within, (2) be pulled down
at public cost, or (3) be leapt over. § 14. When they crumble from
within, the nationa) dividend is practically certain to be increased.
§15. When they are pulled down at public cost, there is a pre.
sumption that it will be diminished, but this presumption may be
rebutted. § 16. When they are leapt over, the effect on the divigend
is bound 1o be beneficial if the oﬁstacle is ignorance, but there is
a presumption thet it will be injurious if the obstacle is costs.

CHAPTER X

UNEMPLOYMENT VERSUS SHORT TIME . . . . .

A/

§ 1. The analysis of the preceding chapter is relevant to a comparison
of the three principal ways open to employers of meeting periods of
depression : namely (1) working full time and dismissing some of
the staff; (2) working full time and rotating employizenc among
the whole stafl ; (3) working short time with the whole staff. §2.
The cauges determining the choice between the short time plan and
both the other two plans are considered. §§ 3-4. Thosc determining
the chofce between the dismissal plan end both the others. §65.
Apd those determining the choice between the rotation plan and
both the others. §6. The short time plan and the dismissal plan
are the most usual. §7. Prima facie the dismissal plan seems
ceriain to be the more injurious to the national dividend, because,
through the uncmployment it crentes, it reacts adversoly on the
g:ality of the workpeople. § 8. But against the other method is to

set its tendency to prevent work})eo ¢ from moving to other jobs
gr places when the interests of the dividend require that they should

0 90.

CHAPTER XI

THE PRACTICABILITY OF INTERFERENCE TO RAISE WAGES . .

§ 2. The ‘‘natural course of wages” is understood to mean the
system of wage rates that would prevail in the absence of interfer-
ence on the part of some person or bedy of persons external to the
workmen and employers involved in tZe discussion of them. § 2.
Interfercnce may be attempted by consumers’ associstions or by

vernmental authorities. 53. In some conditions interfctence can

baffled by undetected evasion ; but this cannot generally be done
when workpeople are organised. § 4. There are special opportunities
for evasion when the regulating authority is only able to determino
minimum day-rates for “ordinary” workers. § 6. Where undetocted
evasion is not gtacticablc, there are various sanctions by which
interference can be made effective.
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CHAPTER XII
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MEeTHoDS oF ExcaGIiNG Lapour . . R . . . 497

§ 1. Three methods, the caaual method, the preference method, and
the privi}eged class method, are distinguished. § 2. Examples are
given. § 8. The influences which favonr the adoption of ome or /
other of these methods are indicated. § 4. Therelation between the
casual method and short engagements is brought ont. §35. The
suggestion that the State should intervene to encourage continuity
of engagements is discassed.

CHAPTER XIII

INTERFERENCE TO BAISE WAGES IN PLACES aAND OCCUPATIONS WHERE
TAEY ARE UNFAIR . . . . . . 505

§ 1. Fair wages having been defined, it is proposed in this chapter
to investigate the effects of interference with unfsir wages. §2. In
the concrete seversl kinds of unfairness may be combined in a single
unfait wage, bat this complication may be ignored in our analysis,
§ 3. Unfair wages may be distinguis{ed into two brosd classes
those which, though uafair, are egual to the value of the muginai
net product of labour in the place or occupation to which they
refer, and those which involve ap element of exploitation and are
less than the value of this marginal net prodnet, §4. As regards
the former type, the effect which interference will uce on the
magnitude of the national dividend is ind dent of ther why
the general conditions of demand for lsbour at any point where
wages are unfairly low are what they are, and depends exclusively
on the nature of the canse by which the distribution of labour has
been prevented from adjusting itself to those conditions. § 5, When
wage rates are unfairly low becanse cosfs of movement provent a
redistribution of labour in ways that would make thew fair, inter-
ference will injure the national dividend. §6. When wage rates
are nnfairly low, because ignorance prevents the desired redﬁtribn-
tion of labonr, the effect of interference will be different in different
citcumstances, being dependent in part upon the methods of engag-
ing labour that prevail. §7. The way in which the latter type of
un%’air wages distin?uished in § 3 (that namely in which the w
is less than the value of the workman’s marginal net product) i3

f liable to arise is explained, § 8. It is shown that interference
directed against unfair wages of this kind is likely, in goneral, to
benefit the national dividend. § 9. When the wage rates of women
wotkers, in any occupation, while fair relatively te those of women
workers elsewhere, are unfairly low relatively to those of men workers
in the same occupation, interference designed to make them fair
relatively to wmen’s wages will, in genersl, injure the national
diridend{ § 10. In practice the detailed discriminating forms of
interference to which the preceding discnssion points may need to
give place to rongher methoda.
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CHAPTER XIV

PACGE
THR STATISTICAL DETERMINATION OF FAIR Waaps . . . 527

§1. If the results achieved in the preceding chapters are to be applied
in the concrete, means must be devised of determining what the fair
Tate of wages is, (1) within a single industry where piece-wages are
paid, (2) within a single industry where time.wages are paid, and
(3) as between different indusiries. § 2. The fair wages we are
seeking are, of course, fair real wages, and not fair rooney wages.
§ 3. Within a piece-wage industry, in order to ascertain what rates
would be fair at different points, it is neceseary to krow what
sllowsunces should be made under three principal heads. §4. First,
sn allowance is required for differences in the assistance which
different men receive in their work from machinery and nature. This
allowance can be calculated closely. 6§ 5-6. Secondly, an allowance /"
is required for differences in the exact eharacter of the operation
which different men perform. This also, with the help of ““elementary
nte-ﬁxin%," can be calculated closely. § 7. Thirdly, sllowance is
vequired for differences in the assistance they receive from the co-
operation of managing power. The calculation of this is much more
difficult ; but something can be done by the establishment, alongside
of the piece-rate scale, of a mirimum day wage. §8. Within a
time-wage industry, in order to ascertain what rateés would be fair
to different workpeople, it is necessary to discover by direct observa-
tion their comparative capacity and energy., With the help of
technical experts this can be done, not, of course, exactly, but often
within reasonably close limits, §9. As between different industries,
in order to ascertain what rates would be fair in any one relatively
to others, the best available method is to discover by observation
some year in which the wage in the indusiry we are interested in
was generally considered to be fair, and to multiply the wage then
prevailing there by the proportionate change which has taken place
since then in the wages of other industries.

CHAPTER XV

INTERFERENCE TO RAISE WAGRS IN PLACES AND OCOUPATIONS WUERE
THEY ARE ALREADY Famx . . . . . . 537

§§1-2. We have now to inquire in what, if any, circumstances, ioter-
feronce with wages that are fair would benefit the national dividend.
§ 3. It is plain that general movemenis may occur of a kind that
would make a change inall wage rates advantageous for the national
dividend ; snd that, therefore, the cxistence of fairness in a wage
rate cannot be regarded as a conclusive reason against change. §4.
This congideration is especially important when geneml prices have
been auddenly and largely altered by currency changes. § 5. It is
sometimes ciaimed that, even when the wages in an industry are fair,
they should, novertheless, always be forcege np if they aro less than
“living wages,” §§ 6-9. This claim is examined in detail ; and the

eneral couclusion is reached that to act on it effectively would
injure the national dividend.
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§1. Where workpeople are highly inefficient and, therefore, in
receipt of v:g low wages, it appears prima facte probable that the
nationsl dividend might be indirectly advsniaged by fomi:ig ap
wages above what previous considerations suggest ; because higher
wages might immprove efficiency. § 2. Not much light can be throvn
on this matter by statistical comparisons. § 3. When low wages ave
due to exploitation, the forcing up of wages will not cause the work-
people aflected to lose their jobs, and so there is full scope for
reactions on efficiency, §4. Apart from exploitation, the prospect
of these reactions is more favourable in occnpations where the
demand for labour is inelastic. § 5. Where interference is warranted
by this class of consideration, itis essentially a temporsry interference.

CHAPTER XVII

A Natroxar MiNiMuM TiME-WaGE . . . . . 533

§ 1, In this chapter we have to consider the effects of establishing
by Jaw a national minimum time-wage, § 2. This, being of general
application thronghout the country, could not be evaded by any
redistribution of workpeople of different qualities among occupations.
§ 8. It would, incidentally, prevent a certain amount of exploitation,
and would so far do good. § 4. But its main consequence would be
to drive a number of inefficient workpeople out of private industry
altogether. §5. If the State took mo further action in regard to
these people, the dividend would be certain to suffer; and, even if
it undertook to organise training for them, the driving ount of old
and incapacitated people who are past training wonld still be an evil.

CHAPTER XVI1II

Ftxep AND FLUCTUATING WAGE RATES . . . . . 559

§ 1. It remains to exsmine the comparative effects on the national
dividend of wage rates fixed by a rigid seitlement and wage-rates
fluctuating on both sides of a standard set up by the settlement in
accordance with temporary changes of circamstance, § 2 Wage
rates fluctuating (,:r plastic) in response to temporary changes of
demand can be shown to be directly more advantageons to the
national dividend than fixed wage rates. §3. And the result of a
comperison of the direct effects is rarely upset when the indirect
effects also are taken into account. § 4. A like conclusion holds
good of wage rates fluctuating in accordance with temporary changes
of supply. §5. Bot for practical reasons wage changes canpbot be
ofented at intervals of less thanltwo or three months., §§ 6-7. When
the demand schedule for labour in any cccupation fluctuates in a
given manner, the wage fluctuation a p:}p‘riate to that fluctuation
1s smaller the more elastic is the supply of labour in the occupatian.
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The practical implications of this proposition are drawn out. §8.
When the supply schedule for labour in any occupation (luctuates in
a given manner, the wage fluctuation sp'gropriate to that fluctuation
ia smaller the more elastic is the demand for labour in the occupa-
tion. The practical implications of this proposition are drawn out.
§ 9. Other thinga being equal (1} the more elastic the demand for
labour in any industry, the larger is the wage fluctuation agprqpﬁate
to any given fluctuation of demand, and {2) the more elastic the
supply of labour, the larger is the wage fluctuation appropriate to
any given fluctuation of suplply. §§ 10-14. When the elasticities
of the demand and supply of labour in any cccupation sre given,
the wage fluctuation appropriate to any giver fluctuation of the
demand schedule is larger, the larger is the fluctuation of that
schedule, The practical implications of this proposition are drawn
out ; and the consequences of the practice ofp making for stock are
indicated, § 15, When the elasticities of the demand and supply
of labour in any occupstion are given, the wage fluctuation appro-

riate to any given oscillation of the supply-schedule is Jarger, the
arger is the oscillation of that schedule. §16. Automatic machinery
for making adjustments to fluctuations in the demand for labour is
provided by sliding scales. §§17.24, A detailed study is made of
the various forms which these may assume and of the problems
connected with them. § 25. When relations between the parties
are sufficiently good, better results may be obtained by arrangements
under which joint-committees adjust wagesat fwo- or three-monthly
intervals, mot merely in accordance with a mechanical index, hut
also with a view to other factors of which this may fail to take
account.

" PART 1V

THE NATIONAL DIVIDEND AND GOVERNMENT FINANCE

CHAPTER 1

[NTRODUCTORY . . . . . ] . .

/;

§ 1, The first nine chapters of this Purt are concerned with the
levying of taxes for ordinary expenditure, §§ 2-4. They aim at
comparing different wa{: of raising money with one another, not
with balancing the effects of collecting revenne and of spending it.

CHAPTER 1II

e ErFEcTS OF THE FacT oF TAXATION . .

§§ 1-2. The fact of taxation, since it makes people poorer, stimulates
them to work a little harder in order to sustain their standard of life.
8§ 8-5. On the other hand, it causes some people, particularly rich
people, to withdraw the resourecs required by tho tax-gatherer from
what would have been productive calzital. § 6. For any given class
of taxpayer, very large taxcs aro likely to trench on capital in &
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ter proportion than moderate taxes. §7. This applies to death
ﬁf;?ies. §E’ The effects of the fact of taxation discassed im this
chapter are associated with effects of the expectation of it, which
will be discussed in the following chapters with reference to seversl
important kinds of tazea.

CHAPTER 111
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§ 1. Taxes on windfalls are both innocuous to the national dividend
and also unobjectionable on the side of eq’}n':y. § 2. Integral and
Sa.rtial windfalls are distinguished. §3. The excess profits duty

uring the war was an attempt st windfall texation. §4. Also
increment duties on land values, §3 5-6. There is, howerer, a
distinction between real and apparent increments, §§ 7-9. And even
of real iucrements oot all czn Froperly be regarded as windfalls.
§10. When allowance is made tor these considerations, it becormes
apparent that increment duties, as instruments for hitting windfalls,
are oot likely to yield a large revenue,

CHAPTER IV

Taxes ox THE PueLic VALUR oF Laxp. . . . . 609

§$ 1-2. Examples of these taxes are given, and the way in which
“unimproved value™” may be distinguished from ‘‘improvement
value” is illustrated from New Zealand practice. §3. The nature
of the distinetion is explained. §4. Whether assessed on annual or
on capitalised unimproved values, these taxes are innocuons to the
national dividend., §5. But on the side of eqnirf they are inferior
to taxes on windfalls, and resort to them must be limited.

CHAPTER V

TaxgEs oN ParTicrvrak CoxsuMaBLE CoMMODITIES . . 816

§ 1. An equal ad valorem tax on all consumable goods would be
equivalent to a general expenditure tax. §2. But this is neither
practicable nor desirable. § 8, In practice taxes upon particular com-
modities diffeventiate between rival forms of consumption. £§ 4-5.
The effect on the pational dividend depends on the conditions of pro-
duction of the tazed articles and the rates of tax imposed. §§6-7, A
nearly similar analysis is applicable to taxes upon particular imports.

CHAPTER VI

EIxcowe Tax . . . . . . . . 624

. § 1. This chapter considers ¢crtain general proldems connected with
income tax. §) 2-13. First the policy of excluding income thal is
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saved, 50 as Lo convert the income tax into an expenditure tax, is
examined at some length. §§ 12-13, Seeondlg, the policy of
differentiating between “earned” and ‘‘unearned” income. §14.
Thirdly, the policy of family allowances. £§ 15-16. Lastly, the
problem of graduation.

CHAPTER VII

ProPERTY TAXEs AND Deatu Durigs . . ’ . . 640

§1. Annual Rropal;? taxes are compared with taxeson *‘ unearned
income. § 2, Also ordinary death duties. §3. Also a special foru
of death duties extended beyond immediate beirs.

CHAPTER VIII

Tue CompPaAraTIVE EFPEcrs oN THE NaATioNAL DivipEND oF TaxEs
AND LoaNs . . . . . . . . 645

§5 1.2, The sources from which it is possible for real funds for
abnormal expenditure to be drewn are much the same under loans as
under taxes, §3. But they may in fact be drawn from different
sources under the two methods, with dilferent cffects on the national
dividend. §§ 4-8. This matter is examined in detail, and it is found
that the reactions of the fact of the loan method are likely to be
somewhat more injurious to the national dividead of the future
than the reactions of the fact of the tax method. §9. The excess
of damage under the loan method is enbanced by the effects of the
futare taxation which it implies. §§10-12. But practical issues are
not necessarily settled by this analysis,

CHAPTER IX

DisTrRiBUTION UNDBR TAXES AND Loaxs . . . . 654

§ 1. An important factor in the choice between loans and taxes
for financing abnormal expenditure is the comparative effect on
distribution. §§ 2-4. This matter is discussed as regards distribution
between the present and future gemerations, £§§5-12. And, more
elaborately, as regards distribution among different members of the
present generation. It is comcluded that, when the abnormal
expenditure is required to finance a war, distributional considerations
snggest that a large part should be raised by taxcs,

CHAPTER X

FiNnANCE BY BANK CREDITS . . . 663

§8% 1-3. The method of financing Government needs through the
creation of bank credits is described.  §§ 4-5. The tendency of thia
rcthod to set np a drain on the resorve of the Bank of England is
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indicated. §6. In the Great War this tendency had to be met by the
creation of currency notes, §§ 7-8. The British Government’s method
of credit creations backed by note creations is compared with the
method of resorting directly to the printing press. §9. War finance
has left as 8 legacy a depreciation of sterling, §10. The problem
of the return to an effective gold standard is considered. §11. And
the problem of settling the amonnt of the fidnciary issue after norroal -
conditions have beep restored.

CHAPTER XI

Waz DEBT AND A SpEcraL Levy. . . . . 8718

$§ 1-2. There is reason to believe that a special levy so arranged as to
wipe out a snbstantial part of the British war debt would, by lessenin
the need for taxation on new efforts and savings, help the national
dividend of the fature. § 3. The objection that it would hit those
who have saved while letting off others, since it applies alse to
income-tax, is without force. §§ 4-5. Ideslly the speciaf) levy should
be assessed on both material capital and brain capits) : but the levy
ob masterial capital will be mach more important thau the other.
§ 6. The problem of valuing material capital is discussed. §7. The
problem of collecting the levy, § 8. And certain questions concern-
ing the rates of levy.

PART V '-/

THRE DISTRIBUTION OF THE NATIONXAL DIVIDEND

CHAPTER 1

Tue GeXEraL ProBLEM OF DISHARMONY . . . . 69t

The purpose of this Part is to inquire whether any important canses
czn be distinﬁui.shed which affect in different senses the volume of
the national dividend as a whole and the volume of that part of it
which accrues to the poor; and to stady the practical problems
which the existence of such causes suggests.

CHAPTER 11

PARETO'S Law . . . . . . . . 693

§ 1. Certain statistical investigations by Professor Pareto seem, at
first sight, to show that the magnitude and distribution of the
dividend are rigidly bound together, in such wise that it is impossible
for the dividend as a whole and the real income of the poot to move
otherwige than in the same direction. §2. But the statisties set
out are oot adequate to sn‘s)port. this conclusion. §§ 8-5. Nor are its
logical foundations eound., § 8. The possible openings for dis-
harmony must, therefore, be studied in detail.
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§ 1. The distribution of income among peoplo is analytically quite
distinct from the distribution among factors of prodnction discussed
in economic text-books. Nevertheless no great error is introduced

» if we identify the income of the poorer classes with the receipts from
wages of the factor labour. §§2-6. In an elaborate discnssion it is
shown that & cause operating to increase the pational dividend by
increasing the sn_pEIy of ca}nt.al cannot, in present conditions, at the
ssme time diminish the real income of labour, § 7. A cause facilitat-
ing the investinent of capital abroad say act discordantly from the
standpoint of a short period, though hardly from that of a long
period, § 8. On the basis of a proof that the demand for labour in
general in any one country is likely to be hi%hl.y elastic, it is shown
that a cause operating to increase the national dividend by increasin
the supply of labour cannot at the same time diminish the rea
income of labour. § 9. A complicating side-issue is examined,
§ 10, éknd some practical implications of the resnlts attained are
noticed,

CHAPTER IV

INVENTIONS AND [MPROVEMENTS , . . . . . 716

§ 1. The problem of this chapter is to determine in what, if any,
conditions, an invention or improvement, which increases the
ﬁgregate dividend, will diminish the absolute share of labour. § 2.

1s problem is not settled by determining whether an foveation
increases or decreases employment in the indastry in which it is
made. § 3. Its solution turus on the comperative tons in
which the quantities of labour and csRitm] respectively available in
occupations outside the on¢ to which the invention applies are
alfected, §§4-6. An anpalysis on this basis is carried out in detail.
§ 7. The conclusion is reached that an invention that benefits the
national dividend may at the same time Jessen the real incoms of the
poor ; but that this is a very improbable contingency.

CHAPTER V

Tur. MANIPULATION oF WAGEs . . . . . . 725

§ 1. Itis nextrequired to determine in what, if any, conditions the
forcing-up of the wage rate of a gronp of workpeople will at the
samo time injure the national dividend and inorease tho real income
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WELFARE AND THE NATIONAL DIVIDEND



CHAPTER I
WELFARE AND ECONOMIC WELFARE

§ 1. WHEN a man sets out upon any course of inquiry, the
object of his search may be either light or fruit-—either know-
ledge for its own sake, or knowledge for the sake of good things
to which it leads. In various fields of study these two ideals
play parts of varying importance. In the appeal made to our
interest by nearly all the great modern sciences some stress is
laid both wpon the light-bearing and upon the fruit-bearing
quality, but the proportions of the blend are different in
different sciences. At one end of the scale stands the
most general science of all, metaphysics, the science of
reality. Of the student of that science it is, indeed, true
that “he yet may bring some worthy thing for waiting souls
to see”; but it must be light alone, it can hardly be fruit
that he brings. Most nearly akin to the metaphysician is the
student of the ultimate problems of physics. The corpuscular
theory of matter is, hitherto, a bearer of light slone. Here,
bowever, the other aspect is present in promise ; for speculations
about the structure of the atom may lead one day to the
discovery of practical means for dissociating matter and
for rendering available to human use the overwhelming
resources of intra-atomic emergy. In the science of biology
the fruit-bearing aspect is more prominent. Recent studies
upon heredity have, indeed, the highest theoretical interest;
but no one can reflect upon that without at the same time
reflecting upon the striking practical results to which they
have already led in the culture of wheat, and upon the
far-reaching, if hesitating, promise that they are beginning
3
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to offer for the better culture of mankind. In the scicnces
whose subject-matter is man as an individual there is the
same variation of blending as in the natural sciences proper.
In psychology the theoretic interest is dominant-—particularly
on that side of it which gives data to metaphysics; but
psychology is also valued in some measure as a basis for
the practical art of education, In human physiology, on the
other hand, the theoretic interest, though present, is sub-
ordinate, and the science has long beenr valued mainly as
a basis for the art of medicine. Last of all we come to those
sciences that deal, not with individual men, but with groups
of men; that body of infant sciences which some writers
call sociology. Light on the laws that lie behind develop-
ment in history, even light upon particular facts, has, in
the opinion of many, high value for its own sake. But
there will, I think, be general agreement that in the sciences
of human society, be their appeal as bearers of light never
so high, it is the promise of fruit and not of light that
chiefly merits our regard. There is a celebrated, if somewhat
too strenuous, passage in Macaulay’s Essay on History: “ No
past event has any intrinsic importance. The knowledge
of it is valuable, only as it leads us to form just calculations
with regard to the future. A history which does not serve
this purpose, though it may be filled with battles, treaties
and commotions, is as useless as the series of turnpike
tickets collected by Sir Matthew Mite.” That paradox is
partly true. If it were not for the hope that a scientific
study of men’s social actions may lead, not necessarily
directly or immediately, but at some time and in some
way, to practical results in social improvement, not a
few students of these actions would regard the time devoted
to their study as time misspent. That is true of all
ocial sciences, but especially true of Economics. For
Economics “is a study of mankind in the ordinary business
of life”; and it is mot in the ordinary business of life that
mankind is most interesting or inspiring. One who desired
knowledge of man apart from the fruits of knowledge, would
seek it in the history of religious enthusiasm, of martyrdom,
or of love ; he would not seek it in the market-place. When
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we elect to watch the play of hmman motives that are
ordinary—that are sometimes mean and dismal and ignoble
—our impulse is not the philosopher’s impulse, knowledge
for the sake of knowledge, but rather the physiologist’s,
knowledge for the healing that knowledge may help to
bring. Wonder, Carlyle declared, is the beginning of philo-
sophy. It is not wonder, but rather the social enthusiasm
which revolts from the sordidness of mean streets and the
joylessness of withered lives, that is the beginuing of economic
science. Here, if in no other field, Comte’s great phrase
holds good: “It is for the heart to suggest our problems;
it is for the intellect to solve them. . . . The only position
for which the intellect is primarily adapted is to be the servant
of the social sympathies.”

§ 2. If this conception of the motive behind economic
study is accepted, it follows that the type of science that
the economist will endeavour to develop must be one adapted
to form the basis of an art. It will not, indeed, itself be
an art, or directly enunciate precepts of government. It is
a Mﬁhﬂ_ﬁ%@?e, not 2 normative
science of what ought to be. Nor it limit itself to
those fields of positive scientific inquiry which have an obvious
relevance to immediate practical problems. For this course
would hamper thorough investigation, and shut out inquiries
that might ultimately bear fruit. For, as has been well said,
“in our most theoretical moods we may be nearest to our
most practical applications.” ! But, though wholly independent
in its tactics and its strategy, it will be guided in general
direction by practical interest. This decides its choice of
essential form. For there are two main types of positive
science. On the one side are the sciences of Formal Logic
and Pure Mathematics, whose function it is to discover
implications. On the other side are the realistic sciences,
such as physics, chemistry, and biology, which are con-
cerned with actualities. The distinction is drawn out in
Mr. Russell's Principles of Mathematics. “ Since the growth
of non-Euclidean Geometry, it has appeared that pure
mathematics has no concern with the question whether the

! Whitehead, Jatroduction to Mathematies, p. 100.
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axioms and propositions of Euclid hold of actual space or
not: this is a question for realistic mathematics, to be
decided, so far as any decision is possible, by experiment
and observation. What pure mathematics asserts is merely
that the Euclidean propositions follow from the Euclidean
axioms, 4. it asserts an implication: any space which
has such and such properties has also such and such other
properties. Thus, as dealt with in pure mathematics, the
Euclidean and non-Euclidean Geometries are equally true:
in each nothing is affirmed except implications. Al pro-
positions as to what actually exists, like the space we live in,
belong to experimental or empirical science, not to mathe-
matics,”! This distinction is applicable to the field of
economic investigation. It is open to us to construct an
‘/ ieconomic Science either of the pure type represented by pure
thematies or of the realistic type represented by experimental
hysics. Pure economics in this sense—an unaccustomed sense,
no doubt—would study equilibria and disturbances of equilibria
among groups of persons actuated by any set of motives .
Under it, among innumerable other subdivisions, would be
included, at once an Adam-Smithian Political Economy, in
which z iz given the value of the motives assigned to the
economic man—or to the normal man—and a non-Adam-
Smithian Political Economy, corresponding to the geometry
of Lobatschewsky, under which « consists of love of work
and hatred of earnings. For Pure Economics both these
Political Economies would be equally true; it would not
be relevant to inquire what the valve of & is among the
actual men who are living in the world now. Contrasted with
this pure science stands Realistic Economics, the interest
J “.{of which is concentrated upon the world known in experience,
and in no wise extends to the commercial doings of a
community of angels. Now, if our end is practice, it is
obvious that a Political Economy that did so extend would
be for us merely an amusing toy. Hence, it must be the
J— realistic, and not the pure, type of science that constitutes the
object of our search. We shall endeavour to elucidate, not any

v Prirciples of Mathematics, p. 5. 1 have subetituted realistic for Mr.
Russell's word applicd in this passage.
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generalised system of possible worlds, but the actual worldl
of men and women as they are found in experience to be. -

§ 3. B, if it is plain that a science of the pure type will
not serve our purpose, it is equally plain that Realism, in the
sense of a mere descriptive catalogue of observed facts, will
not serve it either. Infinite parration by itself can never
enable forecasts to be made, and it is, of course, capacity to
make forecasts that practice requires. Before this capacity
can be obtained, facts must be passed upon by reason. Besides
the brute facts, there must be what Browning calls, “ something
of mine which, mixed up with the mass, made it bear hammer
and be firm to file” It is just the presence of this something
which is essential to a realistic science as distinguished from
mere description. In realistic science facts are not simply
brought together ; they are compelled by thought to speak. A
M. Poincaré well writes: “Science is built up of facts as a
house is built of stones; but an accumulation of facts is no
more a science than a heap of stones is a house”! Astrono-
mical physics is not merely a catalogue of the positions which
certain stars have been observed to occupy on various occasions.
Biology is pot merely a list of the results of a number of
experiments in breeding.  Rather, every science, through
examination and cross-examination of the particular facts
which it is able to ascertain, seeks to discover the general
laws of whose operation these particular facts are instances.
The motions of the heavenly bodies are exhibited in the light
of the laws of Newton; the breeding of the blue Andalusian
fowl in the light of that of Mendel. These laws, furthermore,
are not merely summaries of the observed facts re-stated in a
shorthand form. They are generalisations, and, as such, extend
our knowledge to facts that have not been observed, may be,
that have not as yet even occurred. On what philosophical
basis generalisations of this sort rest we are not here concerned
to inquire. It is enough that in every realistic science they
are made. As Mr. Whetham, speaking of physics, puts it, any
such science “seeks to establish general rules which deseribe \
the sequence of phenomena in ail cases”* It is only by

\ Science and Hypothesis, p. 141,
2 Deeent Developments tn Physical Seience, p. 30. The italics are mine.
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Ireference to these gencral rules that the forecasts, which
practice needs, are rendered possible. It is in their funda-
mental aspect as an organon of laws, and not in their super-
ficial aspect as a description of facts, that the realistic sciences
have bearing upon the conduct of affairs. The establishment
of such an organon adapted and ready for application to
particular problems is the ideal at which they aim.

§ 4. To say this without saying something more would,
however, be very misleading It is not pretended that, at
the present stage of its development, economic science is able
to provide an organon even remotely approaching to what it
imagines for itseli as its ideal. Full guidance for practice
requires, to borrow Dr. Marshall’s phrase, capacity to carry out
quantitative, not merely qualifative, analysis. “ Qualitative
analysis tells the ironmaster that there is some sulphur in his
ore, but it does not enable bim to decide whether it is worth
while to smelt the ore at all, and, if it is, then by what process.
For that purpose he needs quantitative apalysis, which will
tell him how much sulphur there is in the ore.”? Capacity to
provide information of this kind Economic Science at present
almost entirely lacks. Before the application of general laws
to particular problems can yield quantitative resuits, these
laws themselves must be susceptible of gnantitative statement.
The law is the major premiss and the particular facts of any
problem the minor. When the statement of the law lacks
precision, the conclusion must generally suffer from the same
defect. And, unfortunately, the task of setting out economic
laws in precise form has scarcely been begun. For this there are
three reasons. First, the relations which have to be determined
are extremely numerous. In physics the fundamental thing, the
gravitation constant, expressing the relation between distance
and attractive force, is the same for all sorts of matter. But the
fundamental things in the economic world-—the schedules
expressing the desires or aversions of groups of people for
different sortse of commodities and services—arc not thus
simple and uniform. We are in the position in which the
physicist would be if tin attracted iron in the inverse ratio of
the cube of its distance, lead in that of the square of its

! Marshall, T%he Oid Genoration of Eeonomisis and the New, p. 11.°
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distance, and copper in some other ratio. We cannot say,
as he can of his attractions, that the amount offered or
required of every several commodity is one and the same
specified function of the pricee All that we can say in
this general way is. that it is some one of a specified large
family of functions of the pricee. Hence, in Economics there
is not, as in Dypamics, one fundamental law of general
application, but a great number of laws, all expressible, as it
were, in equations of similar form but with different constants.
On account of this multiplicity, the determination of those
constants, or to put the matter broadly, the measurement of]
the elasticities of demand and supply of the various com-
modities in which economics is interested, is a very large task.
Secondly, this task is ome in attacking which the principal
weapon employed by other sciences in their inquiries cannot
be fally used. “Theory,” said Leonardo da Vinci, “is the
general ; experiments are the soldiers.” Economic science has
already well-trained generals, but, because of the nature of the
material in which it works, the soldiers are hard to obtain.
“The surgeon dissects a dead body before he operates on a
living one, and operates upon an animal before he operates upon
a human being; the mechanic makes a working meodel and
tests it before he builds the full-sized machine, Every step
is, whenever possible, tested by experiment in these matters
before risks are run. In this way the unknown is robbed of
most of its terrors.”’ In economics, for the simple reason that
its subject matter is living and free men, direct experiment under i
conditions adequately controlled is hardly ever feasible. But
there is a third and even more serious difficulty. Even if the con-
stants which economists wish to determine were less numerous,
and the method of experiment more accessible, we should still be
faced with the fact that the constants themselves are different
at different times, The gravitation constant is the same always.
But the economic constants—these elasticities of demand and
sapply—depending, as they do, upon human consciousness,
are liable to vary. The constitution of the molecule, as it
were, and not merely its position, changes under the infiuence
of environment. Thus the real injury done to Ircland by

1 Cecil, Conservatism, p. 18,
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the earlier English administration of that country was not the
destruction of specific industries or even the sweeping of its
commerce from the seas. “The real grievance lies in ‘the fact
that something had been taken from our industrial character
which could not be remedied by the mere removal of the
restrictions. Not only had the tree been stripped, but the
roots had been destroyed.”! This malleabitity in the actual
substance with which economic study deals means that the
goal sought is itself perpetually shifting, so that, even if it
were possible by experiment exactly to determine the values of
the economie constants to-day, we could not say with confidence
that this determination would hold good also of to-morrow.
Hence the inevitable shortcomings of our science. We can,
indeed, by a careful study of all relevant facts, learn something
about the elasticities of demand and supply for a good number
of things, but we cannot ascertain their magnitude with any
degree of exactness. In other words, our fundamental laws,
and therefore inferences from these laws in particular conditions,
cannot at present be thrown into any quantitatively precise
form. The result is that, when, as often happens, a practical
issue turns upon the balancing of opposing considerations, even
though these considerations are wholly economic, Economic
Science must almost always speak with an uncertain voice.

§ 5. The preceding paragraph has been somewhat of a
digression. It has now to be added that, just as the
motive and purpose of our inquiry govern its form, so
also they control its scope. The goal sought is to make
more easy practical measures to promote welfare—practical
measures which statesmen may build upon the work of the
economist, just as Marconi, the inventor, built upon the
discoveries of Hertz. Welfare, however, is a thing of very
wide range. There is no need here to enter upon a general
discussion of its content. It will be sufficient to lay down
more or less dogmatically two propositions; first, that welfare
includes states of consciousness only, and not material things ;
secondly, that welfare can be brought under the category of
greater and less. A general investigation of all the various
groups of causes by which welfare thus conceived may be

! Plunkett, freland in the New Century, p. 19.
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affected would constitute a task so enormous and complicated
as to be quite impracticable. 1t is, therefore, necessary to
limit our subject~-matter. In doing this we are naturally
attracted towards that portion of the field in which the
methods of science seem likely to work at best advantage.
This they can clearly do when there is present something
measurable on which analytical machinery can get a firm grip.
The one obvious instrument of measurement available in social
life is money. Hence, the range of our inquiry becom
restricted to that part of social welfare that can be brought
directly or indirectly into relation with the measuring-rod of
money. This part of welfare may be called economic welfare,
It is not, indeed, possible to separate it i any rigid way from
other parts, for the part which can be brought into relation
with a money measure will be different according as we mean
by can, “can easily” or “can with mild straining” or “can
with violent straining.” The outline of our territory is, there-
fore, necessarily vague. Professor Cannan has well observed:
“We must face, and face boldly, the fact that there.is no
precise line between economic and non.economic satisfactions,
and, therefore, the province of economics cannot be markaﬁ
out by a row of posts or a fence, like a political territory or a
landed property. We can proceed from the undoubtedly
economic at one end of the scale to the undoubtedly non-
economic at the other end without finding anywhere a fence
to climb or a ditch to cross”! Nevertheless, though no
precise boundary between economic and non-economic welfare
exists, yet the test of accessibility to a money measure serves .
well enough to set up a rough distinction. Economic welfare,
as loosely defined by this test, is the subject-matter of economic
science. The purpose of this volume is fo attempt 2 partial
study of the causes affecting economic welfare in actual modemn
societies,

§ 6. At first glance this programme, if somewhat ambitious,
appears, at all events, a legitimate one. But reflection soon
shows that the proposal to treat in isolation the causes
affecting one part of welfare only is open to a serious
objection. Our uitimate interest is, of course, in the effects

1 Wealth, pp. 17-18.
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which the various causes investigated are likely to have
upon welfare as a whole. But there is no guarantee that
the effects produced on the part of welfare that can be
brought into relation with the wmeasuring-rod of money
may not be cancelled by effects of a contrary kind brought
about in other parts, or aspects, of welfare; and, if this
happens, the practical usefulness of our conclusions is wholly
destroyed. The difficulty, it must be carefully observed, is
not that, since economic welfare is only a part of welfare
a3 a whole, welfare will often change while economic
welfare remains the same, so that a givern change in
economic welfare will seldom syunchronise with an equal
change in welfare as a whole. All that this means is that
economic welfare will not serve for a baromefer or inder of
total welfare. But that, for our purpose, is of no importance.
What we wish to learn is, not how large welfare is, or
has been, but how its magnitude would be affected by the
introduction of causes which it is in the power of statesmen
or private persons to call into being. The failure of economic
welfare to serve as an ¢ndex of total welfare is no evidence that
the study of it will fail to afford this latter information :
for, though a whole may consist of many varying parts, so
that a change in one part never measures the change in
the whole, yet the change in the part may always affect
the change in the whole by its full amount. If this
condition is satisfied, the practical importance of economic
study is fully established. It will not, indeed, tell us how
total welfare, after the introduction of an economic cause, will
differ from what it was before; but it will tell us how total
welfare will differ from what it would have been if that
cause had not been introduced : and this, and not the other,
is the information of which we are in search. The real
objection then is, not that economic welfare is a bad tndex
of total welfare, but that an economic cause may affect non-
Ueconomic welfare in ways that cancel its effect on economic
welfare.  This objection requires careful consideration.

§ 7. One very important aspect of it is as follows. Human
\/ beings are both “ends in themaelves” and instruments of

production. On the one hand! a man who is attuned to
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the beautiful in nature or in art, whose character is simple
and sincere, whose passions are controlled and sympathies
developed, is in himself an important element in the ethical
value of the world; the way in which he feels and tbinks
acbuall)' constitutes a part of welfare. On the other bhand,
a man who can perform complicated industrial operations,
gift difficult evidence, or advance some branch of practical
activity, is an instrument well-fitted to produce things whose
use yields welfare. The welfare to which the former of
these men contributes directly is non-economic; that to
which the latter contributes indirectly is economic. The
fact we have to face is that, in some measure, it is open to
the community choose between these two sorts of men,
and that, by conct;}lﬁing its effort upon the economic welfare
embodied in the second, it may unconsciously sacrifice the
non-economic welfare embodied in the first. The point is
easy of illustration. The weak and disjointed Germany of
.a century ago was the home of Goethe and Schiller, Kant
and Fichte. “We know what the old Germany gave the
world,” says Mr., Dawson in a book published several years
before the war, “and for that gift the world will ever be
grateful; we do not kmow what modern Germany, the
Germany of the overflowing barns and the full argosies, has to
offer, beyond its materialistic science and its merchandise. . . .
The German systems of education, which are incomparable
so far as their purpose is the production of scholars and
teachers, or of officials and functionaries, to move the cranks,
turn the screws, gear the pulleys, and oil the wheels of the
complicated national machine, are far from being equally
successfu! in the making of character or individuality.”' In
short, the attention of the German people was so com-
centrated on the idea of learning to do that they did not
care, as in former times, for learning to de. Nor does Germany
stand alone before this charge; as witness the following
description of modern England written by an Englishman from
the standpoint of an Oriental spectator. “ By your works
you may be known. Your triumphs in the mechanical arts
are the obverse of your failure in all that calls for spiritual
Y The Evolution of Modern Germany, pp. 15-16.
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insight. Machines of every kind you can make and use
to perfection; but you cannot build a house, or write a
poem, or paint a picture; still less can you worship or
agpire. . . . Your outer man as well as your inner is
dead; you are blind and deaf Ratiocination has taken
the place of perception; and your whole life is an infinite
syllogism from premises you have not examined to conclusions
you have not anticipated or willed Everywhere means,
nowhere an end. Society a huge engine and that engine
itself out of gear. Such is the picture your civilisation
presents to my imagination.”'! There is, of course, exaggeration
in this indictment; but there is also truth. At all events it
brings out vividly the point which is here at issne; that efforts
devoted to the production of people who are good instruments
may involve a failure to produce people who are good men.
;’* § 8. The possibility of conflict between the effects of economie
| causes upon economic welfare and upon welfare in general, which
L!;}}ese considerations emphasise, is easily explained. The only
aspects of conscious life which can, as a rule, be brought into
relation with a money measure, and which, therefore, fall
within economic welfare, are a certain limited group of satis-
Jactions and dissatisfactions. But conscious life is a complex
of many elements, and includes, not only these satisfactions
and dissatisfactions, but also other satisfactions and dis-
satisfactions, and along with them, cognitions, emotions and
desires. Environmental causes operating to change economic
satisfactions may, therefore, either in the same act or as a
consequence of it, alter some of these other elements. The
ways in which they do this may be distinguished for purposes
of illustration into two principal groups.

- First, non-economic welfare is liable to be modified by the
mannper in which income.is earned,. For the surroundings of
work react upon the quality of life. Ethical quality is affected
by the occupations—menial service, agricultural labour, artistic
creation, independent as against subordinate cconomic positions,?

3 Dickinson, Letiers of Jokn Chinaman, pp. 25-6,

? Thus, it is important to notice that machinery, as it comes to be more
claborate and expensive, makes it, pro tento, more dificult for small men, alike

in industry and agriculture, to start independent businesses of their own. Cf.
Quaintance, Farm Machinery, p. 58.

——
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monotonous repetition of the same operation,' and so on—into
which the desires of consumers impel the people who work to
satisfy them. It is affected, too, by the influence which these
people exert on others with whom they may be brought into
personal contact. The social aspect of Chinese labour in the
Transvaal and of the attempt by Australian pastoralists to
maintain the conviet system, as a source of labour supply,?
have relevance to welfare. So, too, have the unity of interest
and occupation which characterise the farm family as dis-
tinguished from the town-dwelling family.® In the Indian
village “the collaboration of the fawily members not oniy
economises expenses, but sweetens labour. Culture and
refinement come easily to the artisan through his work amidst
his kith and kin.”* Thus, the industrial revolution, when it
led the cottager from his home into the factory, had an effect
on other things besides production. In like manner, increased
efficiency in output was not the only result which the
agricultural revolution, with its enclosures and large-scale
farming, brought about. There was also a social change in
the destruction of the old yeoman class. The human relations
that arise out of industrial relations are also relevant. Io the
great co-operative movement, for example, there is a non-
economic side at least as important as the economic. WWhereas
in the organisation of ordinary competitive industry opposi-
tion of interest, both as between competing sellers and as
between sellers and buyers, necessarily stands in the fore-
front, and results at times in trickery and a sense of mutual
suspicion, in 2 co-operative organisation unity of interest

1 Munsterberg writes *“ that the feeling of monotony depends much less npon
the particalar kind of work than upon the special disposition of the individual *
(Prychology and Tndustrial Eficiency, p. 195). Bat, of course, the adhiveal effect
of monotony must be distinguished from the unpleasantness of it. This etfect
is not measured adequately by the money offered as wages. Jarshall maintains
that monotony of life is the important thing, and argues that variety of life is
compatible with monotony of occupation, in so far as machines take over strain-
ing forms of work, with the resnlt that *‘ nervous (orce is not very mvch exbaunsted
by the ordinary work of a factory ” {Principles of Ecoromics, p. 263). On the
other hand, as Smart observes, * the work of the majority is not only toilsome,
monotonous, undeveloping, but takes np the better part of the day, and leaves
little energy for other pursuits ™ (Second TAoughts of an Economid, p. 107).

2 Cf. V. S, Clark, The Labour Jforeirent in Austvalia, p. 32.

3 Cf. Proceedings of the American Economie Association, vol. x. pp. 234-5,
5§ CL Muockergee, The Foundations of Indian Economics, p. 326.
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is paramount, This circumstance has its influence on the
general tone of life. “ As a member of a society with interests
in common with others, the individual consciously and un-
consciously develops the social virtues. Monesty becomes
imperative, and is enforced by the whole group on the in-
dividual, loyalty to the whole group is made an essential for
the better development of individual powers. To cheat the
society is to injure a neighbour.”! In the relations between
employers and workpeople in ordinary industry the non-economic
element is fully as significant. The esprit de corps and interest
in the fortunes of the firm, which animate the workpeople in
establishments where the personal intercourse of employers and
employed is cordial, besides leading to increased production of
wealth, s in itself an addition to welfare. As large-scale
industry extended during the eighteenth and nineteenth
centuries, employers and employed became more distant in
station, and their opportunities of meeting one another
diminished. In the wake of this inevitable physical separa-
tion there followed a moral separation—*the personal aliena-
tion of the employer from his fellow-men whom he engages to
work for him in large numbers”? This spirit of hostility
was an obvious negative element brought about in non-economic
welfare by an economic cause; and the partial suppression of
it through Boards of Conciliation and Copartnership arrange-
ments is an equally obvious positive element. Nor is this all.
It is more and more coming to be recognised that, if one root
of “labour unrest ” has been dissatisfaction with rates of wages,
a second root, also of great importance, has been dissatisfaction
with the general siatus of wage-labour—the feeling that the
industrial system, as it is to-day, deprives the workpeople of
the liberties and responsibilities proper to free men, and renders

1 Smith-Gordon and Staples, Rural Reconstruction in Ireland, ., 240. Cf.
the enthusiastic picture which Wolll draws of the gonersl social benefits of
roral co-operation on the Raiffeisen plan : *“ How it croates a desire and readiness
to receive and assimilate instruction, technical and general, how it helps to raise
the character of the people united by it, making for sobricty, striet honesty,
good family life, and good living generally.” 1t has been seem, he says, to
produce these effects * among the comparatively educated peasantry of Germany,
the illiterate country folk of Italy, the primitive cultivators of Serbis, and it is
beginning to have something the same cffect among the ryots of India” (The
Future of Agricullure, p. 481).

% Gilman, 4 Dividend to Labour, p, 165.
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them mere tools to be used or dispensed with at the convenience
of others: the sense, in short, as Mazzini put it long ago, that
capital is the despot of labour.! Changes in industrial organisa-
tion that tend to give greater control over their own lives to
workpeople, whether through workmen’s councils to overlook
matters of discipline and workshop organisation in conjunction
with the employer, or through a democratically elected Parlia-
ment directly responsible for nationalised industries, or, if this
should prove feasible, through some form of State-recognised
and State-controlled national guilds® might increase welfare
as a whole, even though they were to leave unchanged, or
actually to damage, economic welfare.

Secondly, non-economic welfare is liable to be modified by
the Wanner In which income 18 spent,  OI different acts of
consumption that yield equal satisfactions, one may exercise
a debasing, and another an elevating, influence. The refiex
effect upon people’s characters of public musenms, or even of
municipal baths® is very different from the reflex effect of
equal satisfactions in a public bar. The coarsening and
brutalising influence of bad bousing accommodation is an
incident not less important than the direct dissatisfaction
involved in it. Instances of the same kind could be multiplied.
The point that they would illustrate is obviously of large
practical importance. Imagine, for example, that a statesman
is considering how far inequality in the distribution of wealth
influences welfare as a whole, and not merely in its economic
aspects. He will reflect that the satisfaction of some of the
desires of the rich, such as gambling excitement or luxurious
sensual enjoyment, or perbaps, in Eastern countries, opium-
eating, involves reactions on character ethically inferior to
those involved in the satisfaction of primary physical needs,

1 Cf. Mazzini, TAe Duties of Manr, p. 99.

2 Cf. The Meaning of National Guilds, by Beckhover and Reckitt, passim.
“ The essence of Labour’s demand for responsibility is that it should be tecognised
as responsible to the community, not to the capitalist” (p. 100). The goal of
National Guilds «“is the control of production by self-governing Guilds of workers
sharing with the State the control of the produce of their labour” (p. 285).
The fact that schemes of industrial reorgarisation on these lines are exposed to
serious practical difficulties, which their authors do not as yet seem folly o
have faced, does not render any less admirable the spiri¢ of this ideal.

3 Of. Darwin, Municipal Trade, p. 75,

c
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to the securing of which the capital and labour controlled by
the demand of the rich would, if transferred to the poor,
probably be devoted. On the other hand, he will reflect that
other satisfactions purchased by the rich—those, for example,
connected with literature and art’—involve reactions that are
ethically superior to those connected with the primary needs,
and still more to those derived from excessive indulgence in
stimulants, These very real elements in welfare will, indeed,
enter into relation with the measuring rod of money, and so
be counted in economic welfare, in so far as ome group of
people devote income to purchasing things for other people.
When they do this, they are likely to take account of the
total effect, and not merely of the effect on the satisfactions
of those people—especially if the said people are their own
children. For, as Sidgwick acutely observes: “ A genuine
regard for our neighbour, when not hampered by the tyranny
of custom, prompts us to give him what we think really good
for him, whereas natural self-regard prompts us to give our-
selves what we like.”* In these special circumstances, there-
fore, the gap between the effect on economic welfare and the
effect on total welfare is partially bridged. Generally, however,
it is not so bridged.

§ 9. There is one further consideration, of the great
importance of which recent events can leave no doubt. It
has to do with the possible conflict, long ago emphasised
by Adam Smith, between opulence and defence.  Lack of
security against successful hostile attack may involve * dis-
satisfactions” of a very terrible kind, These things lie
outside the economic sphere, but thie risk of them may easily
be affected by economic policy. It is true, no doubt, that
between economic strength and capacity for war there is a
certain rough agreement. As Adam Smith wrote: *“The

! Sidgwick, for example, observes after a eareful discussion : * Thero seems,

thereforo, to be a serious danger that a thorough-going equalisation of wealth

J f among the members of a modern civilised community would have & tondency to
cheok t)he growth of culture in the community ” (Principles of Political Keonomy,
p. 523).

2 Practical Fihics, p. 20. Cf. Elfertz: “Ce que los intéressés savent
généralement micux que les non-intéressés, co sout les moyens propros & réaliser
oe qu'ila croient étre leur intérét. Mais, dans la détermination de I'intérét le
noa-intéressé voit généralement plus elair ' (Antagonismes & iques, pp. 237-8).
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nation which, from the annual produce of its domestic
industry, from the annual revenue arising out of its lands,
labours and consumable stock, has wherewithal to purchase
those consumable goods in distant countries can maintain
foreign wars there”! But agreement between economic
and military strength is ultimate and general, not immediate
and detailed. It must, therefore, be clearly recognised that
the effect upon economic welfare of the policy which a
State adopts towards agriculture, shipping and industries
producing war material is often 2 very subordinate part of its
whole effect. Injury to_economic welfare may_need_to be
accepted_for_the sake of defensive strategy. Economically it
is probably to the advantage of this country to purchase
the greater part of its food supplies from abroad in exchange
for manufactured goods, and to keep more than two-thirds
of its cultivated land under grass—-in which state compara-
tively little capital and labour is employed upon it and
correspondingly little human food produced’ In a world of
perpetual peace this policy would also probably be advan-
tageous on the whole; for a small proportion of the population
engaged in agriculture does not necessarily imply a small
proportion living under rural conditions. But, when account
is taken of the possibility that imports may be cut off by
blockade in war, that inference need not follow. There can
be little doubt that Germany’s policy of conserving and
developing agriculture for many years at an economic loss
enabled her to resist the British blockade in the Great War
for a much longer period than would otherwise have been
possible ; and, though there are, of course, alternative means
of defence, such as the establishment of large national grain
stores, it is, from a general political point of view, a debat-
able question whether in this country some form of artificial
encouragement should be given to agriculture as a partial
insurance against the danger of food difficulties in the
event of war. This issue, and the kindred issue concerning
materials and industries essential for the conduct of war,

! Wealth of Nations, p. 333.
 Cf. The Recent Development of German Agriculture [Cd. 8305], 1916,
p. 42 and gassim,
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cannot be decided by reference to economic considerations
alone.

§ 10. The preceding discussion makes it plain that any
rigid inference from effects on economic welfare to effects
on total welfare is out of the question, In some fields the
divergence between the two effects will be insignificant, but
in others it wiil be very wide. Nevertheless, I submit that,
in the absence of special knowledge, there is room for a
Jjudgment of probability. When we have ascertained the
effect of any cause on economic welfare, we may, unless, of
course, there is specific evidence to the contrary, regard
- this effect as probadly equivalent in direction, though not
in magnitude, to the effect on total welfare; and, when we
have ascertained that the effect of one cause is more favour-
able than that of another cause to economic welfare, we
may, on the same terms, conciude that the effect of this cause
on total welfare ia probably more favourable. In short,
there is a presumption—what Professor Edgeworth calls
an ‘“unverified probability "—that qualitative conclusions
about the effect of an economic cause upon economic welfare
will hold good also of the effect on total welfare. This
presumption is especially strong when experience suggests
that the non-economic effects produced are likely to be
small. But in all circumstances the burden of proof lies
upon those who hold that the presumption should be
overruled.

§ 11. The above result suggests prima facic that
economic science, when it shall have come to full develop-
ment, is likely to furnish a powerful guide to practice.
Against this suggestion there remains, however, one consider-
able obstacle. When the conclusion set out in the preceding
section is admitted to be valid, a question may still be raised
as to its practical utility. Granted, it may be said, that the
effects produced by economic causes upon economic welfare are
probably, in some measure, representative of those produced
on total welfare, we have really gained nothing, For the effects
produced upon economic welfare itself cannot, the argument
runs, be ascertained beforehand by those partial and limited
investigations which alone fall within the scope of economic
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science.  The reason for this is that the effects upon
economic welfare produced by any economic cause are likely
to be modified by the non-economic conditions, which, in one
form or another, are always present, but which economic science
i not adapted to investigate. The difficulty is stated very
clearly by J. 8. Mill in his Zogic. The study of a part of things,
he points out, cannot in any circumstances be expected to yield
more than approximate results: “Whatever affects, in an
appreciable degree, any one element of the social state, affects
through it all the other elements. . . . We can never either
understand in theory or command in practice the condition of
a society in any one respect, without taking into consideration
its condition in all other respects. There is no social
phenomenon which is not more or less influenced by every
other part of the condifion of the same society, and, therefore,
by every cause which is influencing any other of the con-
temporaneous social phenomena.”! In other words, the
effects of economic causes are certain to be partially dependent
on non-economic circumstances, in such wise that the same
cause will produce somewhat different economic effects accord-
ing to the general character of, say, the political or religious
conditions that prevail. So far as this kind of dependence
exists, it is obvious that causal propositions in economics can
only be laid down subject to the condition that things outside
the economic sphere either remain constant or, at least, do
not vary beyond certain defined limits. Does this condi-
tion destroy the practical utility of our science ? I hold that,
among nations with a stable general culture like those
inhabiting Western Europe, the condition is fulfilled nearly
enough to render the results reached by economic inquiry
reasonably good approximations to truth. This is the view
taken by Mill. While fully recognising “the paramount
ascendancy which -the general state of civilisation and social
progress in any given society must exercise over all the
pertial and subordinate phenomens,” he concludes that the
portion of social phenomena, in which the immediately
determining causes are principally those that act through
the desire for wealth, “ do mainly depend, at least in the first

v Logie, il. p, 488.

\
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resort, on one class of circumstances only.” He adds that,
“even when other circumstances interfere, the ascertainment
of the effect due to the oue class of circumstances alone is a
sufficiently intricate and difficult business to make it ex-
pedient to perform it once for all, and then allow for the
effect of the modifying circumstances; especially as certain
fixed combinations of the former are apt to recur often, in
conjunction with ever varying circumstances of the latter
class”? I have nothing to add to this statement. If it is
accepted, the difficulty discussed in this section need no
longer give us pause. It is not necessarily impracticable to
ascertain by means of economic science the approximate effects
of economi¢ causes upon economic welfare. The bridge that
has been built in earlier sections between economic welfare
and total welfare need not, therefore, rust unused.

U Logic, il pp. 490-91.



CHAPTER 1L
DESIBES AND SATISFACTIONS

, § 1. In the preceding chapter economic welfare was take
broadly to consist in that group of satisfactions and dissatisfac- d‘(J
tions which can be brought into relation with a money measu
We have now to observe that this relation is not a direct one,
but is mediated through desires and aversions. That is to
say, the money which 2 person-is_prepared to offer for a thing
measures directly, not the satisfaction he will get from the thing,™”

it. '

but_the intensity of Bis desite for it. | This distinction,
obvious when stated, has been somewha ured for English-
speaking students by the employment of the term utility—
which paturally carries an association with satisfaction—to
represent desiredness, Thus, when one thing is desired by a
person more keenly than another, it is said to possess a greater
utility to that person. Several writers have endeavoured to
get rid of the confusion which this use of words generates by
substituting for “ utility ” in the above sense some other term,
such, for example, as Professor Pareto’s  ophelimity,” , It ma '
be suggested that, in English writing, © dﬂﬁimﬂnesgl’ \voul% (‘0{
equally effective and much more readily intelligible. I shall
myself employ that term. The verbal issue is, however, a
subordinate one. The substantial point is that we are entitled
to use the comparative amounts of money whick a person is
prepared to offer for two different things as a test of the com-
parative satisfactions which these things will yield to him, only
on condition that the ratio between the intensities of desire
that he feels for the two is equal to the ratio between the
amounts of satisfaction which their possession will yield to him. |
This condition, however, is not zlways fulfilled. We are not,
23
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of course, here concerned with the obvious fact that people’s
expectations as to the satisfaction they will derive from
different commodities are often erroneous. The point is that,
even apart from this, the condition sometimes breaks down.
Thuas, Sidgwick observes: “I do not judge pleasures [and the
same thing obviously holds of satisfactions other than pleasures)
to be greater and less exactly in proportion as they exercise
more or less influence in stimulating the will to actions tending
to sustain or produce them”:! and again, “I do not think it
ought to be assumed that intensity of immediate gratification
is always in proportion to intensity of pre-existing desire.”?
This consideration obviously has great theoretical importance.
When it is recollected that all comparisons between different
taxes and different monopolies, which proceed by an analysis of
their effecta upon consumer’s surplus, tacitly assume that demand
price (the money measure of desire) is also the money measure
of satisfaction, it is apparent that it may have great practical
importance also. The question_whether_it has in actual fact
great practical importance has, therefore, to be examined.

§2. In a broa_t_iﬂgeneral way we may, I think, safely
answer_ gz_lgg_ question in the negative. It is fair to suppose
that most commodities, especlally those of wide consumption
that are required, as articles of food and clothing are, for direct
personal use, will be wanted as a means to satisfaction, and
will, consequently, be desired with intensities proportioned to
the satisfactions they are expected to yield® For the most
general purpeses of economic analysis, therefore, not much
herm is likely to be done by the current practice of regarding

. [money dema.nd pnce mdlﬁ'erently as the measure of a desire

and as the measure of the satisfaction felt when the desired thing
is obtained. To this general conclusion, however, there is one
very important exception.

§ 3. This exception has to do with people’s attitude toward
the future. Generally speakmg, everybody prefers present
pleasures or satisfactions of given magnitude to future pleasures
or _sa s"“tlsfactlons of ¢ equal magnitude, even when the latter are

U Methods of Ethies, p. 126,
2 The Ethies of T, H. Grecen, ete,, p. 340,
3 Cf. my ** Some Remarks on Utility,"” Eeonomic Journal, 1908, p. 58 e seq.
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perfectly certain to occur. But this preference for present
pleasures does mot—the idea is self-contradictory—imply that
a present pleasure of given magnitude is any greater than a
future pleasure of the same magnitude. It implies only that
our telescopic faculty is” defective, and that we, therefore, see
future pleasures, as it were, on a diminished scale. That this
is the right explanation is proved by the fact that exactly the
same diminution is experienced when, apart from our tendency
to forget ungratifying incidents, we contemplate the past.
Hence, the existence of preference for present- over equally
certain future pleasures does mot imply that any economic
dissatisfaction would be suffered if future pleasures were
substituted at full value for present omes./ The non-satis-
faction this year of a man’s preference to consune this year
rather than next year is balanced by the satisfaction -of
his preference next year to consume next year rather than
to have consumed this year. Hence, there is mothing to
set against the fact that, if we set out a series of exactly
equal _satisfactions — setisfaglions, not objects that yield
satisfactions—all of them absolutely certain %o occur over
a series “of years beginning now, the desires which a man
will entertain for these several satisfactions will not be
equal, but will be represented by a scele of magnitudes con-
tinually diminishking as the years to which the satisfactions
are allocated become more remote. This rveveals a far-
reaching economic disharmony. _For it_implies that people
distribute their resources between the present, the near future,
and the remote_future on the basis of a wholly irrational
preference. When ‘they have a choice between two satisfactions,
they will not necessarily choose the larger of the two, but will
often devote themselves to producing or obtaining a small one
now in preference to a much larger one some years hence
The inevitable result is that efforts directed towards the remote
future are starved relatively to those directed to the near future,
while these in turn .are starved relatively_to efforts directed
towards the present. Suppose, for example, that a person’s
telescopic faculty is such that he discounts future satisfactions,
which are perfectly certain to occur, at the rate of 5 per cent
per anoum. Then, instead of being ready to work for next
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year, or a year ten years hence, so long as a given increment
of effort will yield as much satisfaction as an equal increment
devoted to work for the present, he will only work for next
year so long as the yield of an increment of effort employed
for that year is 1'05 times, and for ten years hence so long
a8 it is (1°05)" times, the yield of an increment employed for
the present. It follows that the aggregate amount of economic
satlsfactmn Whlch people m fact..enjoy.is much less than

) ‘equal’ (certam) setisfactions were dealred with equal 1ntenslty
whatever the period at which they are destined to emerge.

§ 4. This, however, is not_ all Since bwman life is
lumted i‘i&h fruits of work or saving as accrme after a

eﬂ'orts they are_due. This means that the satisfaction with
which his desire is connected is not his own satisfaction,
but the satisfaction of somebody else, possibly an immediate
suceessor whose interest he regards as nearly equivalent to his
own, possibly somebody quite remote in blood or in time about
whom he scarcely cares at all. Tt follows that, even though
our desires .for equal _satisfactions. of our éiwn occurring
“at.different times were equal, our desire for future satisfaction
would often be less intense than for present satisfaction,
because t 1s very likely that the future satisfaction will
nob, be‘ our own. .-This_diserepancy. will be more important
the more distant is the time at which the source of future
satisfaction is llkely to come into being; for every addition
to the interval increases the chance of death, not merely
to oneself, but also to childrer and near relatives and friends
in whom one’s interest is likely to be most keen! No doubt,
¥ If & be the fraction of importance that I attach to & pound in the hands of
my heirs aa compared with myself, and ¢() the probability that I shall be alive
¢ years from now, a certain pound #o me or my hefrs then atiracts me now cqutxlly
with a certain pound mmltiplied by {g(t)+#(1 - 9(¢))} fo me then. This is
obviously increased by anything that increases either ¢(f) or .
If, through an anticipated change of fortune or temperament, one pound after
s is oxpected to be equivalent to (I —a) times one pound now, s certain
¢(t)+k(1 - ¢(¢))} pounds of the then prevailing sort to me then attracts me
equally with (1 - a){¢($)+k(l ¢(£))} pounds, of the now prevailing sort, to me
then. Therefore, a certain pound to my heirs will be as persuasive to call out

inveatment now asthe above sum would be if I were certain to live for ever, and
always to be equally well off and the same in temperament.
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this obstacle to investment for distant returns is partly ever-
come by stock-exchange devices. If £100 invested now is
expected to reappear after 50 years expanded at, say, 5 per
cent compound interest, the man who originally provides the
£100 may be able, after a year, to sell his title in the eventual
fruit for £105; the man who buys from him may be able
similarly to oet. his capital of £105 back with 3 per cent
interest after one year, and so on. In these circumstances the
fact that any one man would require a higher rate of interest
per annum to induce him to lock up £100 for 50 years than
he would to induce him to lock up the same sum for one year
makes no difference. Bat, of course, in actual life this device
is of very narrow application. As regards investmeats, such
as planting a forest or undertaking drainage development on
one’s owa estate, which can only be accomplished privately, it
is not applicable at all; and, even when investment is under-
taken by a company, investors cannot seriously expect to find
a smooth and continuous market for non-dividend paying

rities,
S?ﬂ§ 5. The practical way in which these diserepancies !
between desire and satisfection work themselves out to the:
injury of economic welfare is by checking the creation of»‘
new capital and encouraging people to use up existing capital
to such a degree that larger future advantages are sacrificed
for smeller present omes. Always the chief effect is felt
when the interval of time between action and consequence
is long. Thus, of the check to investment, Giffen wrote:
“ Probably there are no works more beneficial to a community
in the long run than those, like a tunne! between Ireland
and Great Britain, which open an entirely new means of
communication of strategical as well as of commercial value,
but are not likely to pay the individual enterpriser in any
short period of time” A number of other large under-
takings, such as works of afforestation or water supply,
the return to which is distant, are similarly bandicapped
by the slackness of desire towards distant satisfactions.! The

! In this connection the (ollowing passage from Enoop’s Principles and
Methods of Municipal Trade is of interest: * To secure an additional supply
of water to a town, ten or more years of continnous work may essily be
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same slackness is responsible for that over-hasty exploitation
of stored gifts of nature, which must make it harder for future
generations to obtain supplies of important commodities.
Resources devoted to the development of high-speed vessels
that, in order to secure a slightly shortened passage, consume
enormous extra quantities of coal; the reckless cutting down
of forests; fishing operations so conducted as to disregard
breeding seasons, thus threatening certain species of fish with
extinction ;* farming operations so conducted. as, to.exhaust
the_fertility._of the.land, are all lustances in point. As a
patliative of these tendencies it is natural to suggest Govern-
ment intervention. Nobody, of course, holds that the State
should force its citizens to act as though so much objective
wealth now and in the future were of exactly equal import-
ance. In view of the uncertainty of productive developments,
to say nothing of the mortality of nations and eventually of
the human race itself, this would not, even in extremest theory,
be sound policy. But there is wide agreement that the State
should protect the interests of the future in some degree. The
whole movement for “conservation” in the United States is
based on this conviction. It is the clear duty of Government
to watch over, and, if need be, by legislative enactment, to
defend, the exhaustible natural resources of the country. How
far it should itself, either out of taxes, or out of State loans, or
by the device of guaranteed interest, press resources into under-
takings from which the business community, if left to itself,
would hold aloof, is a more difficult problem. The idea, to
which a hasty reader of the preceding discussion might perhaps
be led, that it should push them all up to the point at which
the marginal £ invested yields no inferest, is plainly illusory.
For though, no doubt, a part of the resources which it would

required. This means that for scveral years a large amount of capital will
be unproductive, thus seriously affecting the profits of the undertaking and mok-
ing boords of directors very chary about entering upon any large scheme. . . .
It is almost inconceivable that o water company would have undertaken the
great schemes by which Manchester draws jts aupply of water from Lake
Thirlmers in Cumberland, a distance of some 96 miles ; Liverpoel its supply {rom
Lake Vyrnwy in North Wales, a distance of some 78 miles ; and Birmingham
its sapply from the Elan Valley in Mid Wales, a distanco of some 80 miles”
(loc. cit. p. 38).
1 Cf, Sidgwick, Principles of Political Economy, p. 410,
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thus turn to its purposes would otherwise bave been devoted
to unproductive consurption, another part would have been
employed by the owners in occupations yielding the normai
return of interest. On_the whole, we may conclude that.
special State stimulation, based on the class of consideration
advanced here, should be confined to undertakings which
promise a commercial profit, but only after an interval too
long to attract private capital in the ordinary way of business




CHAPTER 1II
THE NATIONAL DIVIDEND

§ 1. GENERALLY speaking, economic causes act upon the
economic welfare of any country, not directly, but through the
earning and spending of that objective counterpart of economic
welfare which economists call the national dividend or
national income. Just as economic welfare is that part of
total welfare which can be brought directly or indirectly into
relation with a money measure, so the national dividend—
the concept has not.hmg to do wnth the dividends pald by
joint stock companies—is that that pggt of the ol_)jecuve income
of the oommumty that can can be measured in money. The
two concepts ¢conomic welfare and _the national dividend, are,.
thus_co-ordinafe, in such wise that any description of the
content of one of them implies a corresponding description
of the content of the other. In the preceding chapter, it
was shown that the concept of economic welfare is essentially
elastic. The same measure of elasticity belongs to the
concept of the pational dividend. It is only possible to
define thiz concept precisely by introducing an arbitrary
line into the contionum presented by nature. It is entirely
plain that the national dividend is composed in the last
resort of a number of objective services, some of which
are rendered through commodities while others are rendered
direct. These things may be described at will either as
goods and services or as services simply, the choico between
the two terms being a matter, not, as Professor Fisher
appears to suggest, of principle! but of convenience. It
. 1 The Naturc of Capilal and Income, pp. 105-6,
30
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is not, however, entirely plain whick part of the stream of
services, or goods and services, that flows annually into being
can usefully be included under the title of the national
dividend. That is the question which has now to be discussed.
§ 2. The answer which first suggests itself is that those
goods_ and services should be included (double- counting,
of course, being avoided), and oaly those, that are actually
sold for money. This® plan, it would seem, must place us
in the Dest possible position for making use of the monetary
measuring rod. Unfortunately, however, for the symmetry
of this arrangement, some of the services which would be
excluded under it are intimately connected, and even inter-
woven, with some of the included services. The bought and
the unbought kinds do not differ from one another in any
fundamental respect, and frequently ar unbought service is
transformed into a bought one, and 2ice versa. This leads
to a number of violent paradoxes. Thus, if a man hires
a house and furniture belonging to somebody else, the
services he 6btaing from them enter into the nationzl dividend,
as we are here provisionally defining it, but, if he receives
the house and furniture as a gift and continues to occupy
it, they do so no longer. Again, if a farmer sells the produce
of his farm aud buys the {6od e teeds for his family in the
mm considerable amount of produce enters into the national
dividend which would cease to enter into it if, instead of
buying things in the market, he held back part of his own
e b
meat and vegetables and consumed them on_the farm. Again,
the phl]a.nthropxc work dome by u.npaxd organisers, church
workers and Sunday school teachers, the scientific work of
disinterested experimenters, and the political work of many
among the leisured classes, which at present do not enter,
or, when there is a nominal payment, enter at much less than
their real worth, into the national dividend, would enter
into it if those people undertook to pay salaries to one
another. Thus, for example, the Act providing for the pay-
ment of members of Parliament, increased the national dividend
by some £250,000 worth. Yet again, the services rendered
by women enter into the dividend when they are rendered
in exchange for wages, whether in the factory or in the
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home, but do not enter into it when they are rendered by
mothers and wives gratuitously to their own families. Thus,
if a_man _marries his_housekeeper-.or<his cook,.the. national
dividend is diminished. These things are paradoxes. Itisa
paradox also that, when Poor Law or Factory Regulations
divert women workers from factory work or paid home-work
to unpaid home-work, in attendance on their children, pre-
paration of the family meals, repair of the family clothes,
thoughtful expenditure of housekeeping money, and so on,
the national dividend on our definition appears to suffer a
loss against which there is to be set no compensating gain.!
And it is a paradox, lastly, that the frequent desolation
of beautiful scenery through the hunt for coal or gold, the
desecration widely wrought by uncontrolled smoke from
factories and the injury dome to natural beanty by public
advertisements must, on our definition, leave the national
dividend intact, though if it had been practicable, as it is
in some exceptional circumstances, to make a charge for
viewing splendid scenery, it would not have done so.®

§ 3. Reflection upon these objections makes it plain that
they are of a type that could be urged in some degree against
any definition of the national dividend except one that coincided
in rapge with the whole annual flow of goods and services.
But to adopt a definition so wide as that would be tantamount
to abandoning dependence upon the measuring rod of money.
We are bound, therefore, either to dispense altogether with
any formal definition or to fall back upon a compromise,

! It would be wrong to infer from the above that the large entry of women
into industry during the war was associated with an approximately equal loss
of worlk outside industry. For, first, & gveat deal of war work was undertaken
by women who previously did little work of any kind ; secondly, the place of
women who entered industry was taken largely by other women who had previously
done little—for oxample, many mistresses in servant-keeping houses themselves
took the place of a servant—and, thirdly, owing to the absence of hushands
and sons at the war, the domestic work which women would have had to do
if they had not gone into industry would have been much less than in normal
times,

2 The Advertisement Regulation Act, 1907, allowa local authoritics to frame
by-laws designed to prevent open-air advertising from affecting prejudicially
the natural beauty of & landscape or the amenities of a public park or pleasuro
promenade. It is not, we may note in this connection, a decisive argument
against underground, and in favour of overhead, systems of tramway power wires

that they are more expensive. The London County Council deliberatoly chose
the mote ¢xpensive underground variety.
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The former policy, though there is more to be said for it than
is sometimes allowed, would certainly arouse distrust, even
though it led to no confusion. The latter, therefore, seems on
the whole to be preferable. The method I propose to adopt
is as follows. First, in_accordance with the precedent sefi by
Dr Marshall I shall take, as the standard meaning of the
Term national dividend, that suggested by the practice of the
British Income Tax Commissioners. I therefore include
everything that people buy with money income, together with
the services that a man obtains from a house owned and
inhabited by himsell. But “the services which a person
rena‘mm and those which he renders gratunitously
to members of his family or friends; the benefits which he
derives from using his own personal goods {such as furniture
and clothes], or public property such as toll-free bridges, are
not reckoned as parts of the national dividend, but are left to
be accounted for separately.”! Secondly, while constructing
in this way my standard definition of the mnational duldend
1 reserve full liberty, with proper warning, to use the term in
a wider sense on all occasions when the discussion of any
problem would be impeded or injured by a pedantic adherence
to the standard use. There is, no doubt, a good deal that is
unsatisfactory about this compromise. Unfortunately, however,
the conditions are such that nothing better appears to be
available.

§ 4. The above conclusion does not complete the soiution
of our problem. Given the general class of things which are
relevant to the national dividend, a further issue has to be
faced. For the dividend may be conceived in two sharply
contrasted ways: as the flow of goods and services which is
produced during the year, or as the flow which is consumed
during the year. Dr. Marshall adopts the former of these
alternatives. He writes: “The labour and capital of the
country, acting on its natural resources, produce anmually a
certain net aggregate of commodities, material and immaterial,
including services of all kinds. This is the true net annual
income or revenue of the country, or the national dividend”?

1 Marshall, Pnnuyladtwnmw, P 524,
% Ibid, p. 523.
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Naturally, since in every year plant and equipmenb wear oub
and decay, what is produced must mean what is produced, on
the whole v when allowance has_been madé for this_process of
at.tnnon. “To make this clear, Dr. Marshall adds elsewhere :
“If we look chiefly at the income of a country, we must
allow for the depreciation of the sources from which it is
derived.”' In concrete terms, his conception of the dividend
includes an inventory of all the new things that are made,
accompanied, as a negative element, by an inveutory of all the
decay and demolition of old things. Professor Fisher, on the
& other hand, placing in the forefront of his argument the

(proposmon that savings are in no circumstances income,

claims uvnequivocally to identify the national dividend with
] those services, and those only, that enter directly into con-
\ surnption. According to him, Dr. Marshall’s national dividend
represents, not the dividend that actually 4s realised, but the
dividend that would be realised if the country’s capital were
maintained and no more than maintained. Ina stationary state,
where the creation of new machinery and plant in any
industry exactly balances, and no more than balances, loss by
wear and tear, these two things would be materiaily equivalent.
The dividend on either definition would consist simply of the
flow of goods and services entering into final consumption;
for all new materials at earlier stages in the productive process
. that came into factories and shops would be exactly balanced
by the corresponding materials that left them in worked-up
products ; and all newly created machinery and plant would
exactly take the place, and no more than take the place, of
corresponding machinery and plant that became worn out
during the year. In practice, however, the industry of a
country is hardly ever in this kind of stationary state. Hence,
it is extremely rare for the two versions of the national
dividend to be materially equivalent, and it is impossible for
them to be analytically equivalent. The question how the
choice between them should fall is, therefore, an important
one.
§ 5. The answer to it, as I conceive the matter, turns
upon the purpose for which we intend the conception to be

1 Marshall, Principles of Economics, p. 80.
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used. If we are interested in the comparative amounts of
economic welfare which a community obtains over a long
series of years, and are looking for an objective index with
which this series of amounts car be suitably correlated, then,
no doubt, Professor Fisher's conception is the proper one. It
is also much more relevant than the other when we are
considering how much a country is able to provide over a
limited number of years for the conduct of a war; because,
for this purpose we want to know what is the utmost
amount that can be squeezed out and “consumed,” and we
do not premise that capital must be maintained intact.
The majoy part of this volume, however, ig_concered, not
withWar, but with peace,{ and not 'with !measurement,
but with causation. The general form of our questions will
Be: “What effect on economic welfare as a whole is pro-
duced by such and such a cause operating on the economic
circumstances of 1920?” Now, it is agreed that the cause
operates through the dividend, and that direct statements
of its effects must refer to the dividend. Let us consider,
therefore, the results that follow from the adoption of
Professor Fisher’s and Dr. Marshall's conceptions respectively.
On Professor Fisher’s plan, we have to set down the difference
made by the cause to the dividend, nof merely of 1920, but of
every year following 1920; for, if the cause induces new
savings, it is only through a statement covering all subsequent
years that its effect on the dividend, as conceived by Professor
Fisher, can be properly estimated. Thus, on his showing, if a
large new factory is built in 1920, not the capital value of
that factory, but only the value of the services rendered by it
in 1920, should be reckoned in the dividend of 1920; and
the aggregate effects of the creation of the factory cannot be
measured without reference to the national dividend of a long
series of years. On Dr. Marshall’s plan this inconvenient
elaboration is dispensed with. When we have stated the
efiect produced on the dividend, in his sense, for the year
1920, we have implicitly included the effects, so far as they
can be anticipated, on the consumption both of 1920 and of
all subsequent years; for these effects are reflected in the
capital value originally possessed by the factory. The immediate
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effect on consumption is measured by the alteration in the
1920 dividend as conceived by Professor Fisher. But it is
through total consumption, and not through immediate
consumption, that economic welfare and economic causes are
linked together. Consequently, Dr. Marshall’s deﬁmtlon of
the national gividend m?hkel)/ on the whole, |to Prove more
useful than the other, and I propese in what follows to adopt
it.  The euntity—also, of course, an important ove—which
Professor Fisher calls by that name, I shall speak of as the
national income of consumable goods,! or, wnore briefly, consumable
income.

§ 6. We have thus achieved a definition which, unsatis-
factory as it is, is still reasonably precise, of the concrete
content of the national dividend. This definition -carries
with it certain plain implications as to the way in which
that dividend must be evaluated. The first and most obvious
of these is that, when the value of a finished product is
counted, the value of materials employed in making that
product must not be counted also. In the Britésh Census
of Production of 1907 this form of double counting was
carefully avoided. The Director described his method as
follows: The result of deducting the total cost of materials
used, and the amount paid to other firms for work given
out, from the value of the gross output for any one industry
or group of industries is to give a figure which may, for
convenience, be called the “net output” of the industry
or the group. This figure “expresses completely and without
duplication the total amount by which the value (at works) of
the products of the industry or the group, taken as a whole,
exceeded the value (at works) of the materials purchased from
outside, ¢.c. it represents the value added to the materials in
the course of manufacture. This sum constitutes for any
industry the fund from which wages, salaries, rent, royalties,
rates, taxes, depreciation, and all other similar charges, have

1 For a somewhat different line of criticisin, vide an article by Professor
Flux in the Quarterly Journal of Ecomomics for Febrnary 1909, to which
Professor Fisher roplied in the May issue of the same journal. The problem
of how to distribute charges between incomo and capital account from the
standpoint of an individual business is well discussed in Cole's Accounts,

chapter xiii.
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to be defrayed, as well as profits.”' When, however, it
is desired to evaluate the national dividend as a whole,
these allowances are not sullicient. There is no real differ-
ence between the flour which is used up in making bread,
and bread-making machinery which is used up and worn out
in the process of effecting the conversion. If adding together
the flour and the bread in summing the national dividend
involves double counting, so also does adding together the
machinery and the bread. “Logically,” as Dr. Marshall
observes, “we ought to deduct the looms which a weaving
factory buys as well as its yarn. Again, if the factory itself
was reckoned as a product of the building trade, its value
should be deducted from the output (over a term of years)
of the weaving trade. Similarly with regard to faym build-
ings. Farm houses ought certainly not to be counted,
nor for some purposes any houses nsed in trade.”* At first
sight it might seem that these considerations could be taken
quite fully into account by simply subtracting from the
sum of the values of the net products of various industries,
as deﬁnegl in the Census of Production, the value of the
annual depreciation, and, therefore, the annual renewal of
all kinds of machinery and plant’ Thus, if a particular
sort of machinery wears out in ten years— Professor
Taussig’s estimate for the average life of machivery in a
cotton mill “—it is obvious that the value of the national
dividend over ten years falls short of the value of the
aggregated net product by the value of this machinery®

1 [Cd. 6320], p. 8.

? Marshal), Principles of Economics, p. 614 =,

3 CL Flux, Statistieal Journal, 1913, p. 559.

1 Quarterly Journal of Economies, 1908, p. 342. The report of the Census
of Production sanctions the view that an average life of ten years may reason-
ably be asaigned to buildings and plant in genersl {feport, p. 35).

5 In industries where Iarge individual items of assets need replacement at
fairly long intervals, it is usual to meet this need by the accumalation of
a depreciation fund built op by sonoual instalments during the life of the
wasting asset. For machinery which wears out in about equal quantities
every year, Professor Young argues that, provided the remewals and
repaits required every year are duly farnished, capital will be maintained
intact by that fact alome, and no depreciation fund is necessary (Quarierly
Journal of Eeonomics, 1914, pp. 630 «f seq.). 1t is true that by this method,

when the plant has been runming for some time, the capital is maintained
in ome year at the level at which it stood iv the preceding year. But
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Again, in so far as any sort of crop wastes the productive
powers of the soil, the value of the dividend falls short of
the value of the aggregated mnet product by the cost of
returning to the soil those chemical ingredients that it
removes.! Yet again, when minerals are dug out of the
ground, a deduction should be made equal to the excess of
the value which the minerals used during the year had in
their original situation (theoretically represented by the
royalties paid on their working), over the value which what-
ever is left of them possesses to the country after they have
been used, If “using” means exporting in exchange for
imports that are not used as capital, this latter value is zero.
If, on the other hand, it means allowing Nature miraculously
to transmute the mineral into something possessing greater
value than it had in the mine, fthen, in order to obtain
the value of the national dividend from the value of the
aggregated net product, we shall need to add, and not to
subtract, something. All this iz simple enough. But in
fact the problem of evaluating the national dividend is
more delicate than this. The concrete content of the dividend
is, indeed, unambiguous—the " inventory of things made
and ~ (duble "¢ounting being eliminated) services rendered,
minus, as_a negative..element,. the inventory of things worn

Professor Young himself shows that, in static conditions, when a plant has
been established for some time, it will normally- be about hslf worn out
(loc. cit. p. 632). If half-worn-out plant, that is to say, plant hall-way
through its normal life—is technicslly of the same efficiency as mew plant,
this fact does mot injure his conclusion. But, in so far ss the efficiency
of plant dimirishes with age, the case is otherwise. If the capital is to
be maintained at the level at which it stood when first Znvested, it is necessary,
not merely to provide remewals and repsirs as needed, but slso to maintain
a permanent depreciation fund, to balance the difference betwecn the values
of a wholly new plant and of one the constituents of which are on the average
balf-way through their effective life. (Cf, also a discussion between Professor
Young and Mr. J. S, Davis under the title ‘/ Depreciation and Rate Control ” in
the Quarterly Journal of Economics, Feb, 1915),

1 Professor Carver rites of the United States: ‘ Taking the country over,
it is probable that, other things equal, if the farmers had been compelled to
buy fertilisers to maintain the fertility of their soil without depletion, the whole
industry would have become bankrupt, . . . The average farmer had never
{up to about 1887) counted the partial exhaustion of the soil as a part of the
cost of hia crop”™ (Sketch of American Agriculture, p. 70). Agsinst this
t:;pi:al dloss, however, must be set the capital gain dus to the settlement of

e land.
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out during the year. But how are we to zalue this negative
element ?  For example, if a machine originally costing £1000
wears out a2nd, owing to & rise in the general price level, can
only be replaced at a cost of £1500, is £1000 or £1500 the
proper allowance? Nor is this the only, or, indeed, the prin-
cipal difficulty. For depreciation is not measured merely by
the physical process of wearing out, and capital is not there-
fore mzaintained intact when provision has been made to replace
what is thus worn ont. Machinery that has become obsolete
because of the development of improved forms is not really
left intact, however excellent its physical condition; and
the same thing is true of machinery for whose products
popular taste has declined. If, however, in deference
to these considerations, we decide to make an allowance
for obsolescence, this concession implies that the value, aund
not the physical efficiency, of instrummental goods is the
object to be maintained intact. But, it is then urged, the
value of instrumental goods, being the present value of
the services which they are expected to render in the
future, pecessarily varies with variations in the rate of
interest. Is it really a rational procedure to evaluate the
pational dividend by 2 method which makes its value in
relation to that of the aggregated net product of the country’s
industry depend on an incident of that kind? If that
method is adopted, and a great war, by raising the rate
of interest, depreciates greatly the value of existing capital,
we shall probably be compelled to put, for the value of the
nationgl dividend in the first year of that war, a very large
negative figure. This absurdity must be avoided at all
costs, and we are therefore compelled, when we are engaged
in valuing the national dividend, to leave out of account
any change in the value of the country’s capital equip-
ment that may have been brought about by broad general
causes. This decision is arbitrary and unsatisfactory,
but it is one which it is impossible to avoid. During
the period of the war 2 similar difficulty was ecreated
by the general rise, for many businesses, in the value
of the normal and necessary holding of materials and stocks,
which was associated with the general rise of prices.
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On our priuciples this increase of value ought not to
be reckoned as an addition to the income of the firms
affected, or, consequently, to the value of the national
dividend.?

7. It remains to consider the relation between the
pational dividend as thus evaluated—an addition, of course,
being made for the value of income received from abroad—
and the money income accruing to the community. On the
face of things we should expect these two sums to be sub-
stantially equal, just as we should expect a man’s receipts
and his expenditure (including investments) to be equal. With
proper account-keeping this clearly ought to be so. In order
that it may be so, however, it is necessary for the money
income of the community to be so defined as to exclude all
income that is obtained by one person as a gift against which
no service entering into the evaluation of the national dividend
is rendered—all allowances, for example, received by children
from their parents. This point is, of course, well understood.
But certain further implications are less fully realised. Thus,
the iucome of all old-age pensioners must be excluded, or,
alternatively, that part of the income of tax-payers which is
paid to the State to provide these pensions. So also must
income received by native creditors of the State in interest
on loans that have been employed “ unproductively,” z.e. in such
a way that they do not, as loans to buy railways would do,
themselves “ produce ” money with which to pay the interest
due on them. This means that the income received as interest
on War loan—or the income paid to the State to provide this
interest—ought to be excluded. Nor is it possible to over-
throw this conclusion by suggesting that the money spent on
the war has really been “productive,” because it indirectly
prevented invasion aud the destruction of material capital that
is now producing goods sold for money ; for whatever product
war expenditure may have been responsible for in this way
is alveady counted in the income earned by the material
capital.  Finally, it would seem that income obtained by
force or fraud, against which no real service has been

' For a discussion of this question in its bearing on the Excess Profits Duty,
c¢f. Report of the Committee on Excess Profita.
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rendered, ought not to be counted. When the nominal
money income of the country has been “corrected” in
these various ways, what is left should approximate fairly
closely to the value of the national dividend (inclusive
of incomes from abroad) estimated on the plan set out
above.



CHAPTER IV

THE RELATION OF ECONOMIC WELFARE TO THE NATIONAL
DIVIDEND

4 § 1. THE national dividend, as it flows into being in any year,
is the fruit of the activities of the people workmg in conjunc-
tion with the accumulated” results of past activities and with
the materials gnd forcesf provided by nature. It consists of
an indefinite pumber of. parts which are distributed in various
proportions gmong different groups and individuals. Further-
more, both the magnitude of the whole and the magnitude of
the separate parts are variable quantities, oscillating about,
perhaps a fixed, but more probably a changing average, and
differing, therefore, from one year to another. An entity of
this kind is far too complex to be handled in its concrete
actuality by any scientific machinery of which we are at
present possessed. If, therefore, the relation of economic
welfare to the national dividend is to be examined with any
prospect of success, it is necessary to construct some artificially
simplified picture of the dividend, which will leave detail on
one side and focus attention on 2 small number of dominant
characteristics. In this book I shall make use of the follow-
ing “model ”_conception, _First, over_any period of, say, a_
decade, covering 3 cycle of good and bad years together, the
national dividend_will_ possess_some definite average volume.
Secondly, over this_period the portion of the dividend aceruing
to_poor_persons—the precise definition of what we mean by a
poor person need not trouble us—will constitute some definite
proportion of the whole. Thlrdly, both (¢) the dividend as a
_whole, and (b) the part of it accruing to poor persons will vary

42 ¢
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aboul dis_average level by o definite srerage. amounteThe—

purpose of the present chapter is to exhibit in a general way
the relations between economic welfare and each of these several
characteristic features of the national dividend. It is evident
that these relations are never direct, but are always mediated
tbrough the income of consumers’ goods. Under each head,
it will be necessary to bear this fact in mind.

§ 2. Let us begin with the relation between economic
welfare and the average volume of the national dividend.
Here the necessary mediation through consumable income
raises no difficulties. In general, anything that increases or
diminishes the average volume of the national dividend will
affect the average volume of the national consumable income
in the same sense. We need pot, therefore, trouble to maintain
the distinction between them, but may treat national dividend
and consumable income._as, for _this_purpose—not, of course,
for all purposes—practically equivalent terms. For economy
of language I shall, in fact, adopt this plan. With this under-
standing it is tempting to maintain that any cause which
increases the volume of the dividend, provided that it neither
injures its distribution nor increases its variability, will in-
crease economic welfere. But this proposition is not valid.
The quantity of economic welfare associated with any volume
of the dividend depends, not only on the satisfaction yielded
by consumption, but also on the dissatisfaction involved in
production. There must, therefore, be some point after which
an addition to_the_ resources expended._in.prednction, while
still adding something to the dividend, would involve a direct
loss of satisfaction greater than the indirect gein. Suppose,
for éxample, that the whole community was compelled by law
to work for eighteen hours a day, and—which is in fact
improbable—that this policy made the national dividend
larger. It is practically certain that the satisfaction yielded
by the extra product would be enormously less than the
dissatisfaction caused by the extra labour. And the same
thing is true if extra work is done, not under compulsion, but
becanse some workpeople have formed an erroneous estimate of
their own interests,. No doubt, in the modern world, apart
from military conscription, we have to do, not with forced,

|
l
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but with yoluntary labour. No doubt too, hours of labour
cannot be carried fzr beyond the point to which the work-
people’s interests, rightly interpreted, would lead them, without
causing a diminution, instead of an increase, in the national
dividend. Heuee, it _is unhLely that we shall often meet in
practice with any conslderable expansions of the national
dividend ™ that_are. injurious_to. economic welfare. Still the
mere fact that injurions expansions are possub]e invalidates
the proposition suggested above.

. § 3. Nor is the somewhat obvious disharmony just displayed
“ the only one that may arise. 1t is fairly plain that, if two
regions, between which capital or labour have hitherto been
unable to move, with the result that a unit of capital or
labour in one of them is producing a considerably larger
output than a similar unit in the other, are brought into
" communication, economic welfare is bound to be increased.
For hereafter labour (or capital) will be so distributed between
the two regions that nothing could be gained by movement,
and the amount of labour exercised (or capital created) will
be such that the exercise (or creation) of any additional unit
would destroy more satisfaction than the product for which_it
might be responsible could yield. If, therefore, there is to be
harmony, it is necessary that the opening up of communication
between the two regions shall also cause the national dividend
to increase. It can be shown, however, that this need not
happen. Working along the lines of an argument developed
by Cournot in his chapter on “The Competition of Markets,” -
we perceive that the abolition of obstacles between the two
regions may cause the aggregate quantity of labour exercised,
or capital created, to be smaller than it was before. Suppose,
for example, that one group of workpeople is assembled at A
and another at B; that the marginal hour’s work at A
yields a much smaller return than the marginal hour’s work
of similar quality yields at B; and that at both places the
return yielded per hour’s work is smaller the greater is the
quantity of work that is done therc. The removal of an
obstacle which has hitherto prevented workmen at A from

v Mathenutical Theory of Wealth, ¢h. xi, ; ef. Bowley, “The Mobility of
Labour,” Eeonomic Journal, 1912, pp. 46 et scq.
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going to B at once causes a migration. Since, after the
change, an hour’s work both at B and at A yields more return
than an hour’s work at A formerly yielded, the men who were
originally at A may be led to provide more hours’ work than
they provided before. But the men originally at B, finding
that an hour’s work there now yields a less return than it
used to yield, may be led to provide fewer hours’ work than
they provided before. It is evident that conditions of demand
and supply at A and B may be such that the diminution in the ;
amount of work provided by the natives of B will be greater than
the increase in that provided by the natives of A ; in such wise
that the quantity of labour forthcoming in both regions
together is made smaller by the removal of the obstacle
between them. Suppose again that in agricultural districts
the capital employed is yielding a low return, while in
manufacturing districts isolated from them it is yielding a
high return; that the demand is elastic in the agricultural
districts and very inelastic in the rpanufacturing districts; and
that the supply is about equally elastic in the two sets of
districts. . On these suppositions, after the removal of the
obstacles that separated them,say, by the development of banking,
the amount of capital made available in manufacturing districts
would remain practically unchanged ; but the amount made
available in agricultural districts would, on account of the
increase in cost, be greatly diminished. On balance, therefore,
there would be a smaller aggregate of capital than before in
-the two sets of districts taken together, These examples show
that the abolition of obstacles to movement between two
districts may diminish the aggregate quantity of resources
available for _production _in the two “together.  Further, |
mathematical analysis e enables us. to, ,conclude_that, when an |
obstacle selected at random js removed, an increase and a
decrease in the quantlt) of productive resources that come
into being are about equally probadle, or, if we prefer to put
it so, will occur about equally often’ This result does

! When there is ne communication between two fields in which productive
resources are employed, let the demands for these resources be

$i(m) and ¢y(py)
and the supplies £i{py) and fof po)
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\ not, of course, imply that an increase and a decrease in the
1 magnitude of the national dividend are about equally probable.
For, whether or not the aggregate quantity of resources
available for work is dimiunished, such resources as are available
are necessarily employed, on the average, under conditions
more favourable to production. Thus, in our example of the
two groups of workpeople assembled at A and B, let us suppose
that, before the obstacle was removed, = hours’ work was
forthcoming at A and y hours’ work at B, and that, after it
is removed, (z+ y — %) hours’ work are performed at B and no
hours’ work at A. Then each one of the (x—A) hours now
added to’ the work done at B necessarily yields a larger

Then we have the equations

Pip)=/1(m) . . (1.}
Bolp) =/oD2) . . (I

When communication is introduced, we have the equation
$1(2s) + P ps) =/ (2s) + /05 . (1L.)

Let thekroot of (1) be a, of (I.) 3, of (IIL) ¢+%, where % iz such that
a+k+h=d
Let it be assumed that all the {unctions involved are linear, so that all dif-
ferentials beyond the first are equal to zero,
Then it is easily proved that
A= (b—a](¢ll _.fl')
R e i
Henee, USROG oS
enee BT XY Y X
a value intermediate between a« and . A
It is also easily proved that the increase in the amount of the factor in
question, when communication is opencd up,
= g.,ga-;}c)+ja(a+k)} - {hetSdatk+h)}
=&y — 82
b=-a te a7
YT T =
Ty A AL
This may be either pasitive or negative. In order that it may be negative,
(4’9’ - /2'¢y'} must be positive,

.y
T, == 2
. g
f the elasticities of supply of and demand for productive resources in the two

tields respectively are written e, 7, ¢ %, this eondition becomes ;—:>%; or, in

other words, the elasticity of supply must bear a higher ratio to the elasticity
of demand in the market where, before communication, price was lower, than
in tho other market. There is, obviously, no reason for thinking that this
condition is either more or less likely than not to bo fulfilled. Nor would our
ignorance be in any way lightened, if the assumption that all the functions
involved are linear was abandoned.
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product than it would have yielded had it continued to be
performed at A. The addition that is made in this way
to the efficiency of productive resources will bring about an
enhanced product, not only on all occasions when the aggregate
quantity of resources is increased, but also on some occasions
when it is diminished. Hence, more often than not the
removal of an obstacle to movement between two Tegions will
increase the national dividend. It 13 easy to show, however,
that sometimes 1t will diminish it. Suppose, for example,
that in the region, where; before the obstacle is removed,
production per unit of labour or capital is larger than in the
other, there is not room to employ more than a few further
units except at a greatly reduced return, In these circum-
stances, when the obstacle is removed, the output as well as
the capital and labour employed there, will be practically
the same (if the demand is perfectly inelastic, exactly the
same) as before ; while capital and labour baving been with-
drawn from the other region in order to take the place of those
umits that it is no longer worth while to provide in the first, the
output in the other region will be smaller than before. This
proves that the removal of the obstacle may lessen the
pational dividend. Since, therefore, it must increase economie
welfare, there may, or in other words, sometimes will, be
disharmony. Some causes that injure the national dividend
will increase economic welfare, and vice versa.

§ 4. The qualification set out in the preceding section
is probably of small importance otherwise than academically.
That set out in § 2, however, is obviously of very great
importance.  For practical purposes it will be sufficient
to modify our statement of the relation between economie
welfare and the average volume of the national dividend
with reference to it alone. Broadly and generally then
we may lay down the following proposition: Any cawse
which, without the exvercise of compulsion or pressure wupon
people to make them work more than_their wishes and interests
dictate, vacreases producme ¢fficiency, and, therewith, the average
volume of the national dividend, provided that it neither injures
the distribution nor augments the variability of the country's

R S T e T T . .
consumable income, will,"in general, inereqse economic welfare.

&
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§5 'l’hls proposmon it w111 be observed, is purely

addlt.lons to econonuc w'elfme.,= To remedy this deﬁclency
completely is, of _course, impossible. It is mnot impossible,
however, to throw some further light on the matter. To
this end we may begin by leaving out of account the reactions
that may be produced by the fact of consumption upon
capacity for deriving enjoyment from consumption. When
this is done, the familiar “law of diminishing utility ” instructs
us that a—-fﬁven expansion  of of the national dividend is
hkely to be accompamed by a Jess than proportionate increase
in economi¢ walfafe. ~ This co conclusnon 1s, moreover, reinforced

by.a further consideration. The satisfaction_y which a man

btains from‘ his economic environment is, in great part,
erived, not from the absolute, but from thc comparative,
agnitude of —liig"income.  Mill wrote: “Men do not
desire to be 7i¢ch, but to be richer than other men. The
avaricious or covetous rean would find little or no satisfaction
in the possession of any amount of wealth, if he were the
poorest amongst all his neighbours or fellow-countrymen.”!
More elaborately, Signor Rignano writes: “ As for the needs
which vanity creates, they can be satisfied equally well by a
small as by a large expenditure of energy. It is only the
existence of great riches, which makes necessary for such
satisfaction a very large, instead of a very small, expenditure.
In reality a man’s desire to appear ‘worth’ double what
another man is worth, that is to say, to possess goods (jewels,
clothes, horses, parks, luxuries, houses, etc.) twice as valuable
as those possessed by amother man, is satisfied just as fully, if
the first has ten things and the second five, as it would be if
the first had a hundred and the second fifty.”® Moreover,
it is not merely rivalry that is in gquestion. DBesides the
desire for a good relative position among people, which im-
provement benefiting all people similarly obviously does
nothing to satisfy, there is the nobler desire for excellence for

! Posthumons Essay on Social Freedom, Oxford and Cambridge Review,
Jan. 1907.
2 Di un socialismo in accordo colla doitrina economica liberale, p. 285.
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its own sake. *“We needs must love the highest when we see
it ”; we desire, in a measure, that what we bave shall be the
best of its kind. This desire obviously receives no fuller
satisfaction, or, in other words, economic welfare gains nothing,
when improvements create a new “best” superior to the
old one. Considerations of this order are much more
important than is sometimes recognised. An ordinarv man’s
satisfaction _does not, of course,_depsnd_entirely__upon . his l
comparative, but partly at least upon hjs_ absolute, income.
It cannot be maintained sertously that an increase in the latter
will add nothing whatever to the satisfactions which constitute
his economic welfare’ But there is good reason to believe |
that it will add considerably less to these satisfactions than |
might have been thought probable at a first careless glance.

§ 6. It remains to take account of the reactions which
the fact of consumption may produce on taste. Prima facte
it would seem that those reactions may enable a given
expansion in the average volume of the dividend to augment
economic welfare more largely by indirect means than it is
able to do directly. Obviously, the amount of economic satis-
faction that a community obtains Irom a given economic environ-

e - -

ment depends, not only on the environment, but also, in an at
least equal degree, upon the mentality of the people concerned. i
Jevons observed long ago that a small change in wants and 1
tastes might often by itself lead to a very great increase in
economic welfare.” And he addeéd™a characteristic illustration :
“While the great Irish famine was at its worst, abundance of |
salmon and other fish could have been had for the trouble of |
catching ; scarcely any of the starving peasantry would consent I
to touch it”* A similar thought underlies the late Canon
Barnett's observation : “ Children should be prepared for leisure
with as much care as they are prepared for work. Great pains
are taken that boys should learn some skill and that girls

! Lassalle’s view, as quoted by Leroy-Beaulieu, that ¢“la situation de chaque
classe a toujours pour unique mesure Ja situstion des antres classes dsns Je
méme temps* (Répertition des vichesses, p. 43), is clearly an extravagance,
but there may be literal trath in Professor Carver's epigram, ‘“ We all spend
more in trying to live like our neigbbours than in trying to live comfortably ™
(Essays on Social Justice, p. 379). Veblen's Theory of the Leisured Class contains

a number of acute, if somewhat one-sided, observations upon this matter,
* Principles of Ecoromics, p. 32.

_,..-f'-“'
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should do needlework, but surely as great pains should be
taken that they may develop powers of self-amusement
and others’ amusement.”' It follows that, if a cause, which
directly increases. the output.of any of the goods or services
contained in the national dividend, thereby indirectly increases
peoplé’s capacity for~deriving satislaction from these goods
and™~service] it~ will, to that.extent, make an important
indirect comtribution..to -economic welfare. And in fact
it can be shown that this frequently happens. For in the
econoniic world “infant,” or undeveloped, demands are to
be found equally with “infant,” or undeveloped, industries.
People may be given a taste for a particular thing, or
the keenness of their desire for it may be permanently
increased, through the temporary use of, or acquaintance with,
it When machines are sent out on trial, or articles presented
in sample-packets;of pictures exhibited free to the public, the
popular taste for these objects tends to be augmented. When
public-houses, or lotteries, or libraries are easily accessible,
the taste for drink, or gambling, or literature is not merely
gratified, but is also stimulated. When cleanliness, or light,?
or model dwellings, or model plots of agricultural land
are set up, though it is only to be seen, and mot owned,
by the neighbours, the object lesson may still succeed and
make plain superiorities hitherto unrecognised.® Thus, “free
libraries are engines for creating the habitual power of
enjoying high-class literature,” and a savings bank, if confined
to the poor, is an “engine for teaching thrift.”* In like

! Towards Social Reform, p. 302 ; cf. Fisher, The Nature of Capital
and Income, p. 176.

2 Cf. Walpole's account of the way in which the introduction of street lamps
led to an increased demand for illuminaunts witkin the neighbouring houses
(History of England, i 86). An elaborate method of advertising electric light
is quoted in Whyte'a Electrical Industry (p. 57). A company undertakes to
instal six lamps in a house free of al) charge for & six months’ rial, the house.
holder paying only for the current that he uges. After the six months, the com-
pany undertakes to remove the whole arrangement if the customer so desires.

3 Cf. Miss Octavia Hill's practice of insisting on the cleanliness of the stair-
cases of her houses, and Sir H. Plunkett’s account of the Cork Exhibition,
1902 (freland in the New Cenlury, pp. 285-7).

4 Jevons, Mcthods of Social Reform, p. 82. It should be noted, however,
that Dr. Marshall thinks this order of consideration ia of relatively small
range. He writes: *“Those demands, which show high clasticity in the long
run, show s high elusticity almost at once; 3o that, subject to a few exeep-
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manner the policy of many German cities, in subsidising
theatres and opera-houses and in providing symphony concerts
two or three evenings a week at a very small admission
fee, is an educational policy that bears fruit in increased
capacity for enjoyment' No doubt sometimes the incfease
in taste for one thing is associated with a substantially
equivalent decline in taste for another thing that fulfils
the Same-purpose, =g wool 4s against cotton,—and does not,
therefore, lead to any appreciable increase in aggregate welfare,
But, frequently, as mw
will show, there is a genuine creation or development of a
new taste. The Mwhmh are thus_conferred
upon economic welfare by an increase in the dividend have
the ‘firther characteristic that they may be permanent, even
though the increase in any parf of the dividend is itself only
temporary. For, peoples’ tastes being altered in an enduring
manper, they will continue to obtain more satisfaction than ) ?
they did before, if and when the supply of the commodity
they have become trained to like falls again to its original
amount. -

§ 7. This line of reasoning is, however, subject to an im-
_portant.qualification. It is true that experience of a particular ;/
thing will often enable people to get increased satisfaction out ['SEy
of it. But it is at [east arguable that, after a point, as growing
wealth gives a man command over more and more luxuries,
the satisfaction that™he gains from each new one is, as it
were, tafenovut—of-Teélaxed interest in _the others, so that
the economic satisfaction which Be achieves on the whole is
not substantiam. He maQe conceived, in short,
as a vessel able, according to his tempeérament, to Tcontain ”
a certain limited amount of economic satisfaction. When
satiety point is reached, further new satisfactions can only
be admitted at the cost of driving out an equivalent volume
of other”satistactions. There can be no doubt that this
conception embodies a large element of truth. It need not

tions, we may speak of the demsad for & commodity as being of high or low
elasticlty withont specifying how far we are looking ahesd”™ (Principles of
Economies, p. 456),

1 Cf. Howe, European Citics at Work, pp. 147-50,
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be denied that a rich man accustomed to a yacht would be
much hurt at the time by having to do without his yacht:
but, when he had got accustomed to a new and lower standard
of living, provided that it still remained fairly high, it might
well be that he would be no less happy than before. Per
contra, a man accustomed to a standard of living represented,
say, by £3000 a year, may well get quite as much satisfaction
out of life as another man of similar temperament with
£300,000 a year and accustomed to the standard which that
income implies. These considerations tions suggest that the re-
actions_ which _take place _| betweeir con consumption and taste
way, on the whole, lessen rather than augmenf the beneficial
effects which a gwen ‘expangion “of the dividend is likely to
have ‘ﬁ‘p"é'ﬁ"’é'conomlc welfare, It must be noted, however,
that they are relevant to a change from riches to greater

.’riches, rather than to ome from poverty to less poverty;
. and, looked at as a whole, every modern nation, when its

real income is balanced against its population, is still very
poor. Hence, as things actually are, I am inclined, to think
that the reactions which occur between consnmptlon and
taste_are likély, on the whole, T0 make the benefit_to economic
welfare resulting from @ given expansion of the dividend
a little larger than it would be if there were no reactions.
| But this conclusion in the present state of economic science,
]Iis, of course, little better than a guess.

§8 We now_turn to the relation between economic
welfare and _the p'opormon “of the pational dividend aceruing

poor persons. Here the distinction between totel income
anH’ESil?ﬁ'med income is more important, because, generally
‘speaking, the richer a man is, the larger proportion of his
;income he is likely to save, so that, if his total income is,
say, twenty times as large, his consumed ircome may be
only, say, five times as ]arge. Nevertheless, it is evident
that any transference of income from 2 relatively rich man
to a relat"f"é'ly— poor man of similar temperament, since it
enables more intense wants to be satisfied at the expense
jof less intense wants, must increase the aggregate sum of
isatisfaction. The old “law of diminishing utilify” thus
leads securely to a second main proposition, which may be

— i
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stated as follows: .dny cause which tncreases the proportiop of |-
the national dividend ¥etétved by poor persons, provided that it { ,
doés nol lead 10 a coniraction qf.me.diridmd.a__mﬂo;_imri-
ously affect s varability, will, in general, increase ecomomsic’
welfare. This conclusion is further fortified by the fact that,

of the satisfaction yielded by the incomes of rich people, a
specially large proportion comes from their relative rather than
their abselute amount, and, therefore, will not be destroyed if
the incomes of all rich people are diminished together.!

§ 9. It must be conceded, of course, that, if the richand ™ |
the poor were two races with different mental constitutions,
such that the rich were inherently capable of securing a
greater amount of economic satisfaction from awy given
income than the poor, the possibility of increasing welfare
by this type of change would be seriously doubtful. Further-
more, even without any assumption about inherent racial
difference, it may be maintained that a rich man, from
the pature of his upbringing and training, is capable of |
obtaining considerably more satisfaction from a given income
—say a thousand pounds—than a poor man would be,
For, if anybody accustomed to a given standard of living
suddenly finds his income enlarged, he is apt to dissipate
the extra income in forms of exciting pleasure, which,
when their indirect, as well as their direct, effects are taken
into account, may even lead to a positive loss of satisfaction.
To this argument, however, there is a sufficient answer. It
is true that at any given moment the tastes and temperament
of persons who have long been poor are more or less adjusted
to their environment, and that a sudden and sharp rise of
income is likely to be‘mtawed-—gywal%mmh
expenditure, which involves little or no addition to economic
welfare. If, however, the higher income is maintained for

any length of time, this_phase will s_;_whereas, if the
ims—gfﬁmﬁnues_an_iwch a |
way as not to be directly perceived—through a fall in prices, |
for example—the period of foolishness need not occur at all.
In any case, to contend that the folly of poor persons is so
great that a rise of income among them will not promote

V Cf. Rignano, Di un socialismo, p. 289,
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economic welfare in any degree, is to press paradox beyond
the polnt up to which discussion cen reasonably be celled
upon fo follow. The true view, as I coneceive if, is ad-
mirably stated by Messrs. Prningle and Jackson in their
special report to the Poor Law Commissioners: “It is in
the unskilled and least educated part of the population that
drink continués To hold its ground; as greater regularity of
employment and-higher wages are achieved by sections of the
working-classes, the men rise in respectability and character.
That the drink bill is diminishing, while wages are rising
throughout the country, is one of the most hopeful indications
of progress we possess.”'! The root of the matter is that,
even when, _}_lhnder existing conditions, the mental constitution
of poor persons is such that an enlarged “iccome will at
the moment, yield them litfle benefit, yet, after a time—more
especially if the time is long enoungh to allow a new generation
to grow up—the possession of such an income will mako
possible the development in them, through edication and
otherwise, of capacities and faculties adapted for the enjoy-
ment of the enlarged income.  Thus, in the long run differ-
ences of temperament and taste between rich and poor are
overcome by the very fact of a shifting of income between them.
Plainly, therefore, they cannot be used as an argument to
disprove the benefits of a transference.’

§ 10. After all, however, general reasoning of the above
type, though perhaps necessary to provide formal justification
for our thesis, is not necessary to convince us practically that
it is valid. For that purpose it is sufficient to reflect on the
way in which, in this country, income is in fact distributed, or
rather, since more recent information is not available, was
distributed before the war. There are not sufficient data to
enable this to be calculated with any degree of accuracy.
On the basis, however, of work done by Dr. Bowley, we may

5 Cd. 4795, p. 46,

2 Similarly, of conrse, when we are taking a long view, the argument that
a reduction in the veal income of the rich inflicts a special injury, because it
forces them to abandon habits to which they have grown accustomed, loses
most of its force, ?

3 Quarterly Journal of Economics, Teb, 1914, p, 261 ; and The Division of
the Product of Industry defore the War, 1918, pp, 11 and 14.
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bazard the following rough estimate for the peried immediately
prior to the war. The 12,000 richest families in the country
received about one-fifteenth of the total national imcome; the
richest fiftieth of the population received about one-querter,
and the richest nintk of the population received nearly one-
half of that total income, The remainder of it, a little more
than a half, was left to be shared among small independent
workers and salary-receivers earning less than £160 a year
and practically the whole body of wage-carners. The table
below, giving Dr. Bowley’s estimmate of distribution among a
portion of this last group in 1911, carries the matter a little
further,

WEEKLY MONEY WaGES OF ApuLT WOREMEX IN ORDINVARY
FoLL WoRrk

{ENCLUDING VALUATION FOR PAYMENT IN EIND)1

Wage. Number of en. Pe;.h“;f :(’f
Under 15/- . . 320,000 (mainly agriculture) 1
16/- t0 20/- . . 640,000 8
20/-t0 25/- . .| 1,600,000 20
25/- to 30{- . .| 1,680,000 21
30 t0 35/- . .| 1,680,000 21
35/-to 40/~ . .| 1,040,000 13
40/- to 45{- . . 560,000 . 7
45f- and over . 480,000 6

What these figures meant in the concrete is brought out
very clearly in the same author's study of the conditions of
life in four industrial towns. Together these towns embrace
“about 2150 working - class households and 9720 persons.
Of these households 293 or 134 per cent, of these persons
1567 or 16 per cent, are living in a condition of primary
poverty,” i.e. with incomes so low that, even if expended with
perfect wisdom, they could not have provided an adequate
subsistence. “ Qut of 3287 children who appear in our tables,

1 From the Contemporary Review, Oct. 1911, p. 1.
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879, or 27 per cent, are living in families which fail to reach
the low standard taken as necessary for healthy existence.”!
Of course since the war the whole scale of money incomes
has altered. But the scale of money prices has altered
also; and the general forces that produced the state
of things depicted above are still at work. In con-
sidering how far that state of things is susceptible of
remedy by an alteration in the distribution of income,
it is essential to recollect that the dominant part of the

be provlded out of the larger incomes, Moreover, estimates
of money income tend to exaggerate the relative real income
“of wealthy persons, because these persons are often charged
higher prices than poor persons pay for the same services. A
number of London shops, for example, discriminate against
“good addresses,” and hotel charges are also often discrimina-
tory. 1t has even been suggested that as much as 25 per
cent of the money income of the rlch as spent “by_them,
‘represents no eqluvarnt in_real income? 1In like manuer,
esl;lmates of money income sometimes make it appear that

e Y By

are, by ignoring dlscrlmmat.lons in’ their favour. Thus Dr.
Bowley points out: “A buicher can” perhaps raise his prices
to his day customers without much affecting the sale, but
not to those in the evening. In this case the working
class would suffer a smaller rise than the richer class. This
consideration applies especially to the very large volume of
purchases made late on Saturday night.” But, when all

qualifications have been made, the figures cited above leave
i no room for doubt that, so long as the dividend as a whole
is not_diminished, any mcrme limits, in the
real “income enjoyed by the poorer classes, at the expense
of an equal decrease in that enjoyed by the richer classes,

! Livelihood and Poverty, pp. 46-7. The reason for the excess in the
proportion of children in poverty ia the twofold one, that poor families are apt
to be larger than others, and that a large family is itsel a cause of life in poverty.
Cf. Bowley, The Measurement of Social Phenomena, p. 187.

? Urwick, Luxury and the Waste of Life, pp. 87 and 90.
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is practically certain to involve an addition to eccmomic\
welfare.’ o

§ 11. It should be noticed that the conclusion set out
above is not exactly equivalent to the proposition that economic
welfare will ingggased by anything that, ceteris paribus,
renders the national dividend less unequal. If the community
consisted of two members only, it would, indeed, coincide with

} It should be observed, in passing, that = change in the proportions of real
income received by the rich and the poor implies s ¢hange in the nature of the
commodities that are purchased, and, therefore, produced. Expensive luxuries
give place to more necesssry articles, rare wines to meat and bresd, private
parks to grazing gronnds or wheat fields, new machines and factories to clothes
aod improved dwellings. Furthermore, among the things in which the poor are
likely to take out their increased income is the quasi.commodity, leisure, It is
well established that the high-wage countries and industries are generslly alsa both
the short-bour countries and industries and the countries and industries in which
the wage-earning work required from women and children in supplement of the
family budget is the smallest. The former point is illustrated by some statistics
of the wage rate and hours of labonr of carpenters in the United States, Great
Britain, France, Germany, sod Belgium, published in No. 54 of the Bulletin of
the U.S. Burean of Labour (p. 1125). In illustration of the latter point,
Professor Chapman notes the assertion that, whereas the German collier finds
only 65-8 per cent of his family’s earnings, the wealthier American collier finds
775 per cent (Work and Wages, i. p. 17); Mr. Rowntree's interesting table
for York points, when properly analysed, in the sasme direction (Porerty, p. 171) 5
and Miss Vessellitsky shows that low.paid home-work among women is found
prineipally in those districts, ¢.g. East Anglis, ** where the bad conditions of
male lsbour make it almost indispensable for the wife to supplement the husband’s
earnings,” whereas, in distriets where men’s wages are good, women only work
st industry if they themselves can obtain well-paid jobs ( The Home-worker, p. 4).
Again, reference may be made to the familiar correlation found in recent English
bistory between rising wages and falling hours. Yet again, a study of the rates
of wages and hours of labour in diferent districts in England would, I
suspect, reveal a correlation of the same type. It does so for the wages and
hours statistics of bricklayers as given in the Abstract of Labour Statistics for
1908 (pp. 42, etc.).  Leisure, however, i3 not reckoned in the nationsl dividend,
when the manner of book-keeping explained in the preceding chapter is adopted.
Hence, on that manner of book.keeping s fransference of resources to the poor,
may appear to be accompanied by a reduction in the volume of the national
dividend as 3 whole when in reality there is no reduction. (Cf. Chapter IIL,
§ 2.} Finslly, even when the redistributed dividend is equal to the old
dividend, in the sense of being the product of equal quantities of labour and
capital, the money measure of it may be changed in consequence of the changes
that have occurred in its constituent elementa, As Dr. Bowley writes: ‘The
values included in incomes are values in exchange, which are dependent, not
only on the goods or services in guestion, but also on the whole complex of the
income and purchases of the whole of a society. . . . The numerical measure-
meni of totsl national income is thus dependent on the distribution of income
and would alter with it.” (The Measurement of Social Phenomena, pp. 207-8.)
'Ihis4 . go2itlat is also taken by Dr. Stamp, British Incomes and Property,
pp. 420.21.
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members, the meaning of “ rendénﬁ'g"fhe distribution of the
dividend less unequal is ambiguous.  Professor Pareto
measures inequality of distribution by dividing the logarithm
of the number of incomes in excess of any amount x into the
logarithm of z.  This measure is very difficult to apply unless
we accept Pareto’s view that in any given income distribu-
tion the ratio between bis two logarithms is approximately
the same for all values of x; and, even so, it is a matter of
dispute whether the reciprocal of his measure,—which of
course would indicate less equality when the measure itself
indicates greater equality,—is not to be preferred to that
measure.! The other measures of equality in common use
are all likely to be roughly accordant with the mean square
deviation from the mean. With that criterion it can be
proved that, assuming similarity of temperament among the
members of the community, a diminution in the inequality of
distribution probably, though™ not “necessarily, increases the
aggregate sum of satisfiction.®
. § 12. So far we have said nothing about possible reactions
on the numbers of the population. This omission must now
be remedied. To both the broad propositions set out above,
relating respectively to the volume and to the distribution
| of the national dividend, it may be objected that an in-
crease in the income per head _enjoyed by amy group causes
\ popu]ataon to mcrease untal that income xs agam reduced to the

Lthm. But, in a commumty consisting of more than two

In pra.ct.lce t.hls s.rgument is most often used about the eﬁ‘ects

1 Cf. Gini, Fariadilita ¢ mutabilitd, p. 72.

2 If A be the mesn income, and a,, a, . . . deviations from the mean,
aggrogate satisfaction, on our assumption,
=tfA+ @ kagt. . ) 45 (a Patt . . )f"+—(a.’+a,3+ NS TS
But we know that{s, +a,+ . . .}=0.
We know nothing to suggest whether the sum of the terms boyond the third
is positive or negative, Butitis ccrtain that Q{al’-i-az' ’ i negative.
If, therefore, the fourth and following terma are small mvely to tbe third term,

it is certain, and in general it is probable, that aggregate satisfaction is larger,
the smaller is (> + a2+ . . .). This latter sum, of course, vams in the same

aense as the mean square deviation or standard deviation ,\/ },‘;
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of an increase in the income of manual workers; and it is,
of course, much more plausible in this field than in any
other. It will, therefore, be enough to examioe this aspect
of it. I shall consider it first from the point of view
of the whole world, or of a single country imagined, for
the purposes of the argument, to be isolated, and after-
wards shall enquire how far the results achieved peed
to be modified for a single country constituting one
among the associated family of modern nations. In the
argument to be developed under these two beads it must
be understood that the additions to the income of wage-
earners that we have in mind do not include additions
brought about by the offer, on behalf of the State, of deliberate
and overt bonnties upon the acquisition of large families.
Under the old Poor Law in the United Kingdom bounties were,
in effect, given; our present income-tax law acts in a slight
degree in the same sense’; and in a law passed in France'
shortly before the war a similar policy was adopted. This
class of addition to the income of the poor has, of course, a
strong tendency to augment population, and, in some practical
problems, the point is of importance. For the present,
however, we are concerned with additions that do not
offer a special differential inducement to the begetting of
children,

§ 13. If we provisionally ignore the deeper-seated reactions
which increased income may exert upon wants and tastes,
our discussion Vittually resolves itsélf into an enquiry into
the validity of the_celebrated ifon Jaw of wages™ Accord-
ing to this “law,” expanding numbers continually press
the earnings of the workpeople down “to subsistence level,”
thus waking it impossible for their real income per head
in any circumstances to increase. It should be noted in
passing that, even if there really were such —a_Iaw;, the
proposition that better fortune for " the workerg _increases
economic welfare would not be definitely disproved. For
it might still be urged that, provided the average working
family attains i ‘the whole period of life amy surplus of
satisfaction over dissatisfaction, an increase of numbers

1 Economie Journal, Deec. 1913, p. 641.

-

\
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implies by itself an addition to economic welfare! But,
for my present purpose, there is no need to press this
doubtful point. Population does not tend to expand in
such a manner as to hdrd-’aowrmoomb per head to a
predetermmed “subsistence level.” It is true, no doubt,
that the direct and immediate result of an increase in
the dividend aceruing to auny group is likely to be some
increase of population. It is well known that the English
marriage rate was negatively correlated with wheat prices
in the earlier part of the nineteenth century, and was
positively correlated with exports, clearing-house returns
and so on in the latter part:® and that the rate of mortality
falls with growing wealth, and vice versa. But it is contrary
to experience to assert that increased income stimulates
population to so large an extent that the individual earnings
of workpeople are brought down again to the level they
occupied before the improvement. There are two ways in
which the manual workers can use th&r incre claims
over material things, namely, an increase in population
and an increase in the standard of comfort, 'The distinction
between these two ways is well illistrated by the following
contrasted passages from Malthus's Principles of Political
Economy. On the one hand, he found that the greater
wealth resulting from the introduction of the potato into
Ireland in the eighteenth century was “spent almost

. exclusively in the maintenance of large and frequent

families” On the other hand, when the price of corn in
England fell between 1660 and 1720, a considerable portion
of the workpeople’s “increased real wages was expended
in 2 marked improvement of the quality of the food consumed,
and a decided elevation in the standard of their comforts
and conveniences,” * It is not possible to prophesy a priori
the precise proportion in which increased resources will be

! But cf. Sidgwicks observation: ‘It seems ai least highly doubtful
whether a mere increase in the number of human beings living a3 an average
unskilled labourer lives in England can be regarded as involving a material
increase in the quantum of human happiness " (Principles of Political Eeonomy,
p. 522, note).

2 Cf. Pareto, Cours d'dconomie politique, pp. 88 et seg. Cf. also Marshall,

Principles of Economics, pp. 189-90.
3 Principles of Political Economy, pp. 252 and 254.
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devoted to these two uses—The proportion will vary at
different times and in different places. Leroy-Beaulien, for
example, suggests that the population use has been pre-
dominantly followed in recent times in Belgium and Germany,
and the standard-of-comfort use in other European countries.!
But-—and this is the point—it is practically certain thaj

the populanon use will not be allowed to absorb the whole
fruits ‘of Iicreased command over nature.

§ 14. The preceding argument, as was indicated at the
outset, leaves out of account the deeper-seated reactions
that may be set up by expanded earnings. An important
school of writers, headed by Professor Brentano, admits
that the direct and immediate effect of enhanced material
prosperity in any class will, in general, be to increase the
marriage rate and, therewith, the birth rate. They maintain,
however, that the enhanced prosperity will in the long run
bring about the development of a higher spiritual and
cultural level, in which more forethought is exercised about
children, and more satisfactions rival to that of having
children come to the front. Hence, they urge in—the-long

run_an.increase.in. the income of any. class 15 likely—to—lead.
to. no increase ab.all,..but actually to a decrease, In.their.
birth _rate and their numbers.? us, Professor Brentano

declares that a permanent improvement in wealth and
culture, “as a comparison of different ranks, as well as
of the same ranks and the same people at different stages
of development has shown wus, results in a diminution
of births. . . . As prosperity increases, so do the pleasures
which compete with marriage, while the feeling towards
children takes on a new character of refinement, and both
these facts tend to diminish the desire to beget and to bear
children.”®* Those persons, for instance, who have something
to leave to their children are more affected by the fact that,
if their family is large, what is left at their death must
be divided into a pumber of small parts, than those who
have nothing to leave and act apart from economic motives.

1 Lo Répartition des richesses, p. 489.

2 Cf. Mombert, Archiv fiir Socialwissenschaft, vol. xxxiv. p. 817, Cf. also
Aftalion, Les Crises périodigues de surproduction, vol. i. pp. 208.9.

3 Economic Journal, 1910, p. 385.
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Detailed confirnation of this view is afforded by Dr. Heron’s
statistical study of London. In certain selected districts
he found the correlation co-efficients between the number
of births per 100 wives and various indices of social status.
The indices chosen were the proportion of occupied males
engaged in professional occupations, the number of female
domestic servants per 100 families, the number of general
labourers per 1000 males, the proportion of the population
living more than two in a room, and the number of paupers
and of lunatics per 1000 of the population. A low index
of prosperity and a high birth rate were found to go together.
Apgainst this result there had to be set the fact that a low
index of prosperity was also accompanied by a high rate
of infant mortality. = Investigation, however, showed that
the excess of mortality was mnot sufficient to balance the
excess of births; and the conclusion emerged, that the
wives in the districts of least prosperity and culture (and
of course these poor wives were married to poor husbands)
have the largest families.”! Furthermore, a comparison
between the conditions of 1851 and 1901 brought out
the startling fact “that the intensity of this relationship
has almost doubled in the last fifty years.”? The inferences
suggested by these statistical comparisons are, indeed, less
firmly based than they appear to be at first sight. The
correlation between high prosperity and low birth rate may
be partly due to the fact that a man with a small family
is in a better position to accumulate a fortune, and that
between rich districts and low birth rate may be partly
due to the accumulation of domestic servants and other

\ The Relation of Fertility in Man to Social Status, pp. 15 and 19.
M. Bertillon has shown that, in genersl, a high birth rate and s high
death tate are correlated (La Dépopulation de la France, pp. 68 ¢t seg.).
This correlation is partly due to the fact that the death of children induces
porents to get more, and partly to the fact that a high birth rate often means
many children born in poor circumstances and so likely to die.  Thus,
Dr. Newsholme suggests that the observed correlation ‘“is probably due in

part to the fact that large families are commion among the poorest
classes, and these classes are specially exposed to influences producing excessive
infant mortality* (Second Report on Infant Mortality [Cd. 6908] p. 57).
A similar conclusion as regards the North of England is reached in Elderton's
{ on the English Birth-rate, Part L
2 The Relation of Fertility in Man to Social Status, pp. 15 and 19,
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dependants—a particularly infertile class—in these districts.!
Moreover, probably a part of the correlation between wealth
and small families is due to the fact that physiologically
infertile stocks, having their property divided among fewer
persons on ioheritance, tend, on the average, to be more
than ordinarily rich? But these considerations, important
as they are, do mnot, there is reason to believe, com-
pletely account for the observed facts. What has been
said of the deeper-seated reactions of prosperity appre-
ciably strengthens our conclusion that an improvement
in the fortunes of the poor is not likely, in am “isolated
community, to cancel itself’ by causing a large expansion of
population.

§ 15. When account is taken of the fact that, in the
modern world, no country is isolated from the rest, the issue
becomes less plain.  Of course, if the real income of the manual
working class anywhere is increased because the average level
of efficiency among that class has been raised, no inducement
is thereby offered to immigration from elsewhere. But, if
their real income has been increased through some discovery,
or invention, or stroke of policy, that improves the economic
position of one country considerably more than it improves
that of others, an inducement is offered. The same thing
happens if legislative or other measures bring about a trans-
ference of income from the richer to the poorer members of
some one community—provided, of course, that poor persons
who have immigrated are not excluded from the benefits of

! Cf, Leroy-Beaulien’s argument: Il se trouve dans les quartiers riches
une plus forte proportion de ménages 8gés, de gens retraités, de domestiques,
classe particuliérement stérile, et personnes qui ne passent qu'une pertie de
I'année 3 la ville ; Ia natalité euregistrée doit done y étre plus faible, sans
qu'en puisse rien en inférer. On qualifie le XVIe arrondissement qui compte
135,000 habitants comme un arrondisscment riche et le VIII* également qui,
de son cbte, compte 104,000 habitants, Or, il est manifeste que les gens
vraiment riches me représentent pas la dixiéme partie, peut-étre pas méme la
vingtiéme partie, de 1a population de ces arrondissements dits riches ; les gens
opulents ne se comptent pas, méme A Paris, par centsines de mille; le groa
de la population de ces arrondissements est composé de domestiques, de
concierges, de petits boutiquiers et d'ouvriers d'élite. Les conclusions que I'on
tire de la natalité daus les quertiers dits riches de Paris sont done sana valeur,”
(La Question de la popwlation, p. 399.)

2 Of. Darwin, ** Bugenics in Relation to Economics and Statistics,” Journal
of the Royal Statistical Society, 1919, p. 7.
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these measures! These considerations arc very important;
for they show that many causes tending to increase the real
income per head of the wage-earners in a single country will
ultimately exercise a smaller influence in that direction than
they appear likely to do at first sight. It should uot be
forgotten, however, that that very immigration, which lessens
their effect at the point of primary iimpact, involves indirectly
an improvement in the fortunes of labour elsewhere. Hence,
in any event, the beneficial influence of the changed conditions
is not destroyed, but is merely spread over a wider area. In
the country primarily affected some addition to economic
welfare is necessarily secured.
,\ § 16. The above discussion disproves the suggestion that
an increase in the real income of any group will be neiitralised
by an’ expansmn sion_of populatlon For the defence of our
proposition about the relation between economic welfare and
the average volume of the national dividend, this is all that
is wanted. But the proposition about the effect_on economic
welfare of transferences of income from the rich to the poor is
less secure. For, in order to cancel the direct benefit of these
transferénces, it is not necessary that the gain of economic
welfare to the poor should be destroyed—-only that it should
be made smaller than the loss of economic welfare to the
rich. It cannot be denied that this might happen. But, in
a country where the distribution of wealth is as uneven as it
is in the United Kingdom, and where, therefore, there are many
high incomes which could be largely cut down with very little
injury to economic welfare, the chance that it will happen
may reasonably be regarded as small.
§ 17. We come next to the relation between economic
\ welfare and the vanablhty of the national dividend as a whole.
Here, since it is possible by deliberate action greatly to
diminish~ the ™ variability of ~the community’s cohsamable
inconie, while ile Teaving that of the national dividend unc) unchanged,
the distinction between national dividend and consumable
income “has muc¢h grealer importance than it had in any

! The inducement to immigration offered by old-age pensions might be ket
very small by a rule requiring previous residence of, say, 20 years as a condition
of qualification ; for & far-ofl benefit affects action but slightly, the more 0 if,
as in this case, the possibility of death makes it uncertsin as well as distant.
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previous portion of this discussion. This fact makes the
argument a complicated one.

i
The first step is as follows. In § 11 it was shown that, if }j -

a given quantity of resources is consum 0 Sunilar mes, /
econqmmi?ifir? 1S Ia_l_'gg?-.__the mote_evenly this_quantity is
sllmw%n. When the number of our imaginaryl\) "
group ‘was-Mcreased from two similar men to meny similar
men, it was shown that economic welfare ¢s likely to be larger,
the more evenly consumption i8 divided among them—the
degree of evenness of distribution being measured by the
standard, or mean square, deviation. It is obvious that the
result thus achieved is equally applicable when, for many
similar men at one moment, we substitute one man at many
similar moments. When the aggregate consumption of a
individual, whose tastes and needs over a series of years are
constant, is given, economic welfare is likely to be larger
the more evenly that consu BT _these years.’
From this proposition we proceed to the further proposition,
f..at the economic welfare of a group of individuals is likely!
to be larger the more evenly the consumption” of th
represenlalive or average member of that group is distribu
through time. "By an extension of the reasoning of the note
to § 11 above it is readily shown that this latter proposi-
tion' has equal validity with that just enunciated, when the
evenness of the distribution through time of the representative
member’s consumption is measured by the arithmetical average
of the standard, or mean square, deviations of the several
members. .

The second step of the argument has to do with the
relation between the variability of the snmption of the
representative member and the variability of the a te
consumption of the whole community. When the variability

of the community’s consumption is given, the va of
the representative man’s consumption will partly .depend_on

! Of course, il the individual’s needs vary—they are likely to be greater in
the period when he has a family to support than they are either before he marries
or after his children become self-supporting-—welfare will be greater, the more
closely variations in consumption are adapted to variations in needs. For a
good account of the way ip which a normal working man's needs vary in different
periods of his life, cf. Leroy-Beaulien, Répartition des richesses, pp. 452.3.

F
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how far mutual insurance arrangements provide, in effect, that
those who are  temporarily prosperous shall assist the temporarily
unforbunate.  Let us suppose, however, that the state of these
arrangements is given, Then, if people were perfectly mobile
between different places and occupations; anything that made
the whole community’s ¢chsumption less variable would
necessarily also make the reptesentative man’s less variable.
When perfect mobility does not eXist this need not happen;

i for the consumption of the communrity as an aggregate might

be made steadier by a cause which made less steady the
consumption of each several part of it. It is plain, however,
thet the generality of economic causes affecting the vanablhty
of consumption will ot act mm One reason 1s that
they are b%m"i?a“n's‘e? “rafidom in the technical sense” from
the present point of view and "a ‘cause which diminishes
variability in one patt of a group is most unlikely, nnless it is
specially selected for that end, so to react on variability in
other parts that it increases the vanTﬁit’f"T the whole. A
second reason is that by far "the most important of these causes,
those, namely, that act through the bounty of Nature or
through business confidence, impinge directly npon the whole,
without being specialised to any part. When these causes are
at work, the variability of the representative man’s consumption
necessarily rises and falls with that of consumption in the
community as a whole.

The third step concerns the relation between the variability

- of the aggregate consumption of the comfunity and the

' vanablhty of the “tncome of consumable goods—or "consumable

income —accruing to 1t. Lhese two variabilifiés will be
different if people“in good times store up consumable goods
in warchouses and shops against the bad times that may
follow. But, though they may be different, it is obvious that
the two are correlated. Other things being equal, the variability
of consumption is certain to be greater the greater is the
variability of the consumable income.

The fourth and final step in the argument concerns the
relation between the variability of the consumable income of
the community and “thiat of the aggregate“amdend accruing to
it. It is plain that the former variability will, in general be
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considerably smaller than the latter, because many people
invest in producers’ goods, not a constant proportion of their
income, but the surplus that is left to them after living up to
their normal standard of life. This means that the quantity
of resources invested in producers’ goods will in bad Gimes be
diminisbed much more Than the national dividend, and in good
times eSpanded Wuch more than the national dividend. Hence,
the part of the dividend that constitutes consumable income
must vary less than the whole dividend varies. This is certain.
But it is also certain that, other things being equal, the varia-
bility of the consumable income of the community will be
greater the greater is the variability of the aggregate dividend
accruing to it

There results from the above analysis my third main pro-
position: Adny cause which diminishes the variability of the
national dividend, provided that @& neher_diminishes iis volume
nor injures is distribution, will, in gemeral, incrcase economic
welfare.

§ 18. There remains the last of the four attributes of the
national dividend that were distinguished in § 1, namely the
variability of that part of it which accrues to the poorer
members of the community. Here, as in the preceding
section, we must study first the relation between economie
welfare and the variability of consumption. Experience shows
that the rate, at which the “ desiredness ” of consumable income
to an individual diminishes, itself diminishes as the magnitude
of his consumption increases! It follows that the difference
between the economic satisfaction yielded by a constant
consumption z and a consumption the average volume of which
is z, but which oscillates from (z 4 %) to (2 — &), is greater the
smaller is z. Hence, other things being equal, a given absolute

variability in the consumption of a poor man, or_a_group of
poor men, is more detrimental to economic welfare than av equal

abgmiability in the consumption of a yich man, gr 3 rich
group-— Thi§ ¢oficlusion is emphasised by the reflection that,
among poor persons;variability ol consutption ofen involves,

I That is to say, in geometrical terms, the curve representing the desired-
ness of sucressive increments of consumable income to an individaal is convex

when looked at from the origin. Cf. my Prirciples and Methods of Industrial
Peace, p. 70.
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not merely loss of satisfaction at the moment, but also physicat,
and perhaps moral, damage injurious to their productive power
in the future T whil€ Ziiiong Tich"people there are not likely to be
any significant reactions 6f—this~kind""Tt follows that the
economic welfare of rich 2and poor jointly will be increased by
any system of transfgrences. which, while leaving the average
consumption of each group unaltered, makes the consumption
of the poor 188 Variable at the cost of making that of the rich
in a corresponding degree more variable. It is, of course,
conceivable that, by means of elaborate systems of borrowing,
poor persons might establish for themselves a perfectly stable
consumption in spite of their income being unstable ; so that no
advantage could be got by stabilising their income at the cost
of rendering unstable the income of better-to-do persons. In
practice, however, it is quite certain that they will not succeed
in doing this. Consequently, from what has been said it is
legitimate to infer a fourth main proposition: Any cause
whick " diminishes the variability of the part of the national
dividend acerwing lo the poor, even though o increases R Corre-
sponding measure the variability of the part acoruing lo the
rich, wAll; BthET things being equal, wnerease economic welfare.
For analytic completeness, it is worth while to set out this
proposition. But, when we come in Part VI. to discuss
variability in detail, it will be found that practical interest is
confined to causes which affect in the same sense the variability
of the aggregate national dividend and of the part of it accru-
ing to the poor; and that nothing will need to be said of the
type of cause contemplated in this section.

LN



CHAPTER V

THE MEASUREMENT OF CHANGES IN THE MAGNITUDE OF THE
\{ NATIONAL DIVIDEND AND TITS PARTS

1. IN the preceding chapter it was tacitly assumed that
the conception of an increase or decrease in the national
dividend as a whole, or in the share of it accrving to any
group of persons, is definite and unambiguous. If the
dividend consisted of a single sort of commodity only, such
as wheat, this condition would, of course, be fulfilled. In
fact, however, what the community as a whole, or any group
within the community, receives from time to time as dividend
is not onme large parcel of one single thing, but a number
of small parcels of different things. The sizes of these
different parcels vary independently, so that their increases
or decreases are generally in different proportions, and not
infrequently some are growing larger at the same time that
others are growing smaller. In these circumstances the
conception of an increase or decrease in the gquantity of
dividend or real income accruing to any group is not
unambiguous. On the contrary, it can be defined in any .
one of several different ways, Between these it is impossible
to make a choice on grounds of absolute rightness. The
only sort of rightness that is relevant is suitability for
the purpose in hand. That purpose is as follows. It has
been shown that, if the dividend was homogeneous, any canse
(operating otherwise than through compulsion to work or
through certain exceptional . obstacles to movement) which
increases the productive efficiency, and, tberewith, the real
earnings of any group, would, in general, increase the economic
welfare or satisfaction enjoyed by that group. The object

69
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of a large part of this volume being to develop the practical
implications of that proposition, it is obviously desirable
80 to define our terms that the above proposition shall also
hold good of the keterogeneous dividend which emerges in
actual life, Therefore, I ne a change in the dividend
or real income, of a group as follows. .dpart from the
introduction of compulsion to work or of the exceptional obstacles
to movement referred to in the last chapter, this quantity is larger
or smaller in period A than in period B, according as the amount
of economic salisfaction derived from it (including the dis-
counted future yield due to the machinery included in it),
by a representative member of the group—in so far as the
tastes and temperament of the group have not been changed
by external causes (i.e. otherunse than as an indirect cffect
of their changed purchasesy—is larger or smaller) The quali-
fication set out in the last part of this sentence js obviously
necessary ; for, unless it was made, we should have to
say the

t the dividend necessanly increases if people come

to get more enjoyment out of it, even though its agtual
maferid] content has remained unaltered. This is para-

doxical and 15 WOt Yequired in order to make our definition
fit in with the main propositions of the preceding chapter.?
It will be noticed that the definition does nof rule out

of account changes in tastes that come about as a Tesult

“~1n this definition and the discussion €hat follows it the distinetion

between the measure of dosire for a thing and the measure of satisfaction
obtained from the possession of a desired thing, to which attention was drawn
in Chapter II., is left out of account as not being of great practical importance.
For theoretical completeness, of course, allowance would need to be made for it.

2 The autonomous changes in tastes and temperament, whose effects on
satisfaction are thus ruled out as irrelevant to the magnitude of the national
dividend, may be distinguished into two groups: (1) changes in the intensity
of desire generally, and (2) changes in the desire for some things as compared with
others, This distinction can be illustrated most easily from different places
instead of different times, Thus, if we contrsst social classes, we may some-
times be able to say that the more cultured class A has a keener appreciation
of, and derives more saiisfaction from, practically all objects than the less
cultured class B does. On the other hand, if we contrast the same social
class in different countries, say English and German workmen, we may expect
to find gencral temperaments to be much the same, but particular tastes to
be different. To put the point more preciscly, in case (1) we should expect
£100 to yieldd more satisfaction in either environment to the more cultnred
class than to other classes ; whereas in case (2) we should expect the aggregate
satisfaction obtained by a German workman, from spending £100 this year
in Germany and £100 pext year in England, to be about the same as that
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of chauges in_purchases. This is _am—important point. If
certain commodities become scarce and others abundant,
people, though at first perhaps getting less satisfaction
out of the new purchases than out of the old, may after
a time get accustomed to them and prefer them to the old.
It might, therefore, happen that am enforced change from,
6ay, a meal diet to a Hsh diet would lessen sausfaction
for the moment, and that, if, alter a year or so, there were
an_enforced return to the original meat diet, this change
also would lessen satisfaction for the moment. This fuidity
and adaptability of tastes cannot nghtly be left out of
account in a definition of the national dividend framed
for the purpose here indicated. That purpose being avowedly
selected in an arbitrary manner, it would be idle to canvas
the general merits of the definition. Its merit here is
that it, and it alome, is fitted for the purpose which I wish
to carry out.

2. So far as the main thesis of my book is concerned,
it would be legitimate to stop at this point, and thoese who
are not interested in techmical problems would do well to
adopt that course. I propose, however, to go a step further.
Given the above definition of a change in the volume

of the dividend enjoyed by a group, it _is desirable to devise
WMSMH conform o that definition.

The search for that measure comprises three parts: first,

derived by an English workman from a like proceeding, but the £100 spent
in Germany to yield more to the German, and the £100 spent in England
more to the English workman. Differences of the first type, i.e. in the general
level of tastes, can never be revealed by statistics. But differences in the
relative level of various tastes can sometimes be revesled by them. For
example, Germana before the war wonld not eat mutton though it was a penny
cheaper than pork, while Englishmen eat it readily (Cd. 4082, pp. xlviii and xlix),
Again Germans eat rye bread, whereas English people eat white bread. We
know that this is not due merely to the fact that rye bread is relatively cheap
ip Germany and that Germans are poorer than Englishmen, because, if it were
cheapness alone that was responsible for the consemption of rye in Germany,
there wounld presamably be a higher consumption of white bread among
better-to-do Germans. This, however, is not found. Hence, we may legitimately
infer that Germans bave a taste for rye bread, as against wheaten bread,
different from the English taste. When either of the two types of difference,
or change, of taste thus distinguished is present, the measnre constructed in the
texl;m cannot safely be used as an index of changes or dilferences in economic
we



72 ECONOMICS OF WELFARE PT. 1

o~ @& general enquiry as to what measure would satisfy the

»

condition if all relevant information were accessible ; secondly,
a mathematical enquiry as to what practicable measure
built up from the sample information that we can in fact
obtain would approximate most closely to this ideal measure ;
thirdly, a mixed general and mathematical enquiry as to
how reliable the practicable measure is likely to be.

§ 3. The root fact confronting us is that in the first
period our group expends its purchasing power upon one
collection of commodities, and in the second period it
expends it on a second and different collection. Each
collection must, of course, be so estimated that the same
thing is not counted twice over, that is to say, it must
be taken.to include direct services rendered to consumers—
eg. the services of doctors, finished consumable articles,
and a portion of the finished durable machines produced
during the year,! but not the raw materials or the services
of labour that are embodied in these things, and not, of
course, “securities.” Let us ignore the fact that in one
of the collections there may be some newly invented kinds
of commodity which are not represented at all in the other,
The first collection, which we may ecall 01, then embraces
%, ¥» % - « . units of various commodities; and the second
collection, C,, embraces Dyy Yor %y o o o units of the same
commodities. Lot the prices per unit of these several
commodities be, in the first period, a, bl, ¢, .. .; and in
the second period, @, b, ¢, . . . Let the aggregate money
income of our group, in the first period, be I,, in the second
I, The following propositions result:

1. If our group in the second period purchased the several
commodities in the same proportion in which it purchased

.them in the first period, that is to say, if it purchased in both

periods a collection of the general form C,, its purchase of

1 This ia necessary in order to conform to the definition of the national
dividend given in Chap. I1I. Had we defined the dividend so that it included
only what is actually consumed during the year, no machines would come into
it.  On our definition we ought strictly to include all new machinery and plant
over and above what i3 required to maintain capilal intact, minus an allowance
for that part of the value of this machinery aud plant that is used up in
producing consumable goods during the year itself. In practice, of course, these
subtletics must bo iguored.
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each commodity in the second period would be equal to its
purchase of each commodity in the first period multiplied by
the fraction
L 2, +yb +26+ -
I, ze,+y b+ e +
2. If our group in the first period purchased the several
commodities in the same proportion in which it purchased
them in the second period, that is to say, if it purchased in
both periods a collection of the general form C,, its purchase
of each commeodity in the second period would be equal to its
purchase of each commodity in the first period multiplied by
the fraction

L, 20, +yd + 26+ .
L, 28, +yb, + 200+ . . .
On the basis of these propositions the problem which we
have set ourselves can be solved.
§ 4. First, it sometimes happens that both the fractions
distinguished above lie upon the same side of unity; they are
either both greater than unity or both less than unity., If

they are both gveater thap unitv, this means that our group,

[ ™

if 1t wishes

than in the first, whether its purchases are arranced in the

form of collection C, or_in that of collection G, Hence, the
fact that in the gecond period 1t chooses the form C, proves
that What it purchases in this form yields it more satisfaction
than it could get from a collection of the form C, larger than
the-collection of that form which it purchased in the first
period.! 4 fortiori, therefore, its purchase in the second
period yields it more satisfaction than 1t did get from the
actual collection of the form C, which it did purchase in the
first period. Hence iT both our fractions are greater than
unity, it necescarily follows—provided that the tastes and
temperament of the representative man are not changed through
external causes—that the ecopomic satisfaction enjoyed by the

! This proposition and the results based mpon it depend on the condition
that our group is able to buy at the ruling price the quantity of any commodity
which it wisbes to buy at that price. When official maximum prices have been
fized, and people’s purchases at those prices are restricted, either by a process of
rationing or by the fact that at those prices there is not enongh of the commodity
to satisfy the demand, this condition is, of course, not satisfied.




74 ECONOMICS OF WELFARE PT. 1

group in the second period is greater than it was in_the first
period. By analogous reasoning—again provided that the
testes and temperament of the representative man are not
changed through external causes—it can be shown that, if
both fractions are less than unity, the economic satisfaction”

enjoyed by the group in the irst period 15 greater than it 1s
in the second period. In these circumstances, therefore, either
of the two fractions

L ao +b +26 . . . or I, 20, + 9.5 + 20 +
I, na,+yb,+ 20, .. I Tylp + Yoby + 2ol + . . .’

or any mean between them, will satisfy the condition that our
measure is required to .fulfil as a criterion of changes in the
volume of the dividend.

§ 5. In the above circumstances, therefore, the condition we
have laid down does not determine the choice of a measure,
but merely fixes the limits within which that choice must
lic. The width of these limits depends upon the extent to
which the two fractions differ from one another. In some
conditions there exists between them a relation of approximate
equality. In recent years, as regards the United Kingdom,
this relation seems to have prevailed. Half a century ago, no
doubt, man’s power in different directions was increasing very
unevenly. Of late, however, the dominant factor in the
Englishman’s increased capacity to obtain almost every im-
portant commodity is one and the same, namely, improved
transport ; for a main part of what improvements in manu-
facture now accomplish is to cheapen means of transport. In
other conditions the difference between the two fractions is
considerable,  Illustrations that would be directly applic-
able could easily be found. I prefer, however, to make use
of one drawn, not from an inter-temporary comparison of
two states of the same group, but from a contemporary
comparison of the states of two groups. This illustration is
provided in the Board of Trade’s Report on the Cost of Living
in German Towns. The Report shows that, at the time when
it was made, what an English workman customarily consumed
cost about one-fifth more in Germany than in England, while
what a German workman customarily consumed cost about



ca.v MEASUREMENT OF NATIONAL DIVIDEND 75

one-tenth more in Germany than in England.! If we assume
—what 1s, of course, not t{rue—that Eoglish and Germarn
workmen's incomes and tastes are equivalent, and that their
consumption differs only on account of price differences, and,
if the collection z,, ete., is the German consumption and the
collection z,, ete., the English consumption, this result can
be expmsed in the form:

+¢d +2 %4-34:!_;14-::&

z,az+ylbg+zlc, 120‘ z,,a,‘t-y,bz-bz,cz2 110

§ 6. Though our condition, in the class of problem so far con-
sidered, only fixes these two limits within which the measure
of dividend changes should lie, considerations of convenience
suggest even here the wisdom of selecting, though it be in an °
arbitrary manner, some one among the indefinite number of
possible measures. 'When we proceed from this class of
problem to another more difficult class, the need for purely
arbitrary choice is narrower in range. It sometimes happens
that one of the above two fractions is greater than unity and
the other less than unity. Then it is clear that both of them
cannot indicate the direction in which the economic satisfaction
enjoyed by the group has changed. In the second period, let
us suppose, the representative man’s later money income
commands 2 larger amount of the collection of form C, than
his earlier income commanded; but it commands 2 smaller
amount of the collection of form C, than his earlier income
commanded. In these circumstances common sense suggests
that, if the fraction

L za+yd+yg+ .
I, zla2+y1b + 76+
falls short of unity by a large proportion, while the fraction

I 2 v yh rznt

L 28y + by + 2503+
exceeds unity only by a small proportion, the economic
satisfaction emjoyed by the representative member of our
group has probably diminished; and that, if conditions of an
opposite character are realised, it has probably increased.

! [Cd. 4032), pp. ¥ii and x¥,
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This prima facie conclusion can be confirmed by direct
analysis as follows, 1If

L za,+9b,+26+ . . .
I, @, +yd+ 26+ . ..

is less than unity by a large fraction, this means that, were
our representative man to purchase in the second year a
collection of the form C,, his purchases of each item would be
less by-a large percentage than they were in the first year,
and therefore—tastes and temperament being unchanged—he
would probably enjoy an amount of satisfaction less than in
the first year by a large amount, say by K. Therefore, the
fact that, instead of doing this, he purchases in the second
year a collection of the form C, proves only that the satisfac-
tion yielded by his purchase of this collection in the second
year does not fall short of that yielded by his purchase of the
other collection in the first year by more than K. In like
manner if

L o +yb +an+ . ..
L @+ yaby+ztg+ - .«

is greater than unity by only a small fraction, this means
that, were our representative man to purchase a collection
of the forms C, in the first year, his purchases of each
item would be less by only a small percentage than they
are in the second year, and—tastes and temperament being
unchanged—he would probably enjoy an amount of satis-
faction less than in the second year by only a small amount,
say K, Hence, we know that the satisfaction yielded by
the collection actually purchased in the second year does not
exceed that of the collection actually purchased in the first
year by more than K, Since, therefore, in view of the
largeness of K, relatively to K, there are more ways in which
the satisfaction from the second year’s purchase can be less,
than there are ways in which it can be more, than the satis-
faction from the first year's purchase, and since, further, the
probability of any one of these different ways is prima facie
cqual to that of any other, it is probable that the satisfaction
from the second year's purchase is less than that from the
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first. This argument, as stated thus far, depends on the
assumption that temperament and tastes are unchanged.
When account is taken of tbe fact, referred to at the end
of § 1, that tastes tend to adapt themselves to what they
feed on, it must be recognised that both K and K, will
prove in fact to be smaller than they would have been on
the assumption of fixed tastes. But this gives mo reason
to suppose that their relative magnitude will be significantly
affected; and all that our argument essentially needs is
that K, shall be large relatively to K,. Hence the argument
remains valid; and we may conclude that the satisfaction
obtained by the representative man in our group probably
decreases or increases in the second period according as
either

!2,“1“1"’911’1“'"’1“1 v XIJ,%+bel+zzcl+ .

I, za,+ybp+zea+ . . . I, 2y +ybo+200+ . .

or

L zmrybraay L amiybteacs

L e +ybtae+ L ap b +ans’
or any power of either of these expressions, is greater or less
than unity. Any fraction constructed on any of the above
plans will, therefore, probadly satisfy the conditions required
of our measure.!

1 Tt may be thought at first sight that the formulse of the text will often
fail to yield a correct indication of changea in economic wellare, because they
psy no attention to the fact that, of two commodities costing equal amounts of
money, one may, nevertheless, carry a much greater quantity of * satisfaction ”
than the other, Thus Pierson writes: ‘“The price of an article, though it
expresses the ntility of the last increment of that article, affords po indication
whatever of each of the preceding increments. With respect to this two things
are possible ; the value attached to them may be only slightly greater than that
attached to the last increment, or the difference in value may be very great”
(Prineiples of Beonomics, vol. ii. pp. 33-4). It follows from this that, if we start
with two articles, equal alike in quantity and in price, a halving of the supply of the
one may affect economic welfare very much more than a halving of the sopply
of the other. That is, of course, perfectly true. Baut it is an ervor to suppose
that this fact is not taken into account by our formulse It is taken into
account, because a given contraction in the supply of a commodity of inelastic
dewand is necessarily associated with a mnch larger rise of price than an equal
contraction in the supply of & commodity of elastic demand. Thus, if the
commodity of which 2, units is purchased in the first period and z, (say half
of z,{“iu the second is of inelastic demand, this implies that a; will be
very large relatively to 4, and, therefore, that our formulae are much more
likely to work ont at a figure less than unity, thus indicsting diminished
economic welfare, than they would have been if the demand for this commodity
had been elastie,
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§ 7. The results thus obtained fix these limits within
which the choice of an appropriate measure must lie. Since,
however, they still exhibit an indefinite number of possible
measures, any one of which would satisfy the fundamental
condition that has been laid down, they do not defermine
the choice of that measure. We have, therefore, to take
a further step and to choose among many eligible forms
the one we deem most eligible. In this matter our procedure
must necessarily be more or less arbltrary Simplicity and
convenience, on the whole, point to the square root of the
product of the proportionate change in the purchasable
amount of a collection of the form C, and of the proportionate
change in the purchasable amount of a collection of the
form C,. In other words, they point to the formula

I_z\/zmmbﬁ%’ru Ty + Yhy 20 ¥
Ty + Y 0o+ 200+ . L zzaz+y2b,+zzcz+
as the measure of change most satisfactory for our purpose.

Obviously the portion of this expression to the right of %3 is
the reciprocal of an index of the change that has taken pllnce
in general prices.

§ 8. The successful employment of the above formula
depends, it will be observed, upon the assumption that no com-
modities are included in either of the collections C, and C,
which are not included in both. If, therefore, a2 commodity is
available for purchagse in one of the two years but not in
the other, the satisfaction yielded by this commodity in
the year in which it is purchased is wholly ignored by our
measure. So far then as “ new commodities ” are introduced
between two periods which are being compared, that measure
is imperfect. This matter is important, because new com-
modities, in the sense here relevant, embrace, not merely
commodities that are new physically, but also old commodities
that have become obtainable at new times or places, such
as strawberries in December, or the wheat which railways
have introduced into parts of India where it was formerly
unknown. Obviously, we must not count December straw-
berries along with ordinary strawberries, and so make inven-
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tious for strawberry forcing raise the price of strawberries, .but
must reckon December strawberries as a new and distinet
commodity. Since, however, new commodities seldom play
an important part in the consumption of any group till some
little while after they are first introduced, the imperfection
due to this is much less serious for comparisons between two
successive years than for comparisons between years separated
by a long interval’ This consideration suggests that com-
parisons betsveen distant years are best made, not directly,
but by year to year steps. This can be dome by means
of the chain method devised by Dr. Marshall? On this
method direct comparisons are made only between each year
and its immediate predecessor and successor, and the year
1860 is compared with 1890, not directly, but through a
chaiv of successive comparisons. Thus, we may suppose
prices in 1861 to be 95 per cent of what they were in
1860 : those in 1862 to be 82 per cent of those in 1861,

and so on. Then prices in 1890 will be 100.{ L.

W X ﬁ)—o' X,
per cent of prices in 1860.

9. We now turn to the second main problem of this
chapter. The formula set out above is accepted as the ideally
best measure for our purpose. But it cannot be employed
in practice because, in order to construct it, a great deal of
information would be necessary which is never in fact
available. It is therefore necessary to construct, from such
information as we can obtain, a model, or representative,
measure that shall approximate to it as closely as possible.

Our ideal measure, apart from its multiplier %’ representing
. 1

change of income, is built up of two parts: the reciprocal
of the price change of the collection C, (contsining quantities
of different commodities equal to Z, ¥y %, - - -)» and the
reciprocal of the price change of the collection C, (containing
quantities equal to x, %, z, . . .). Our approximate measure

! Similar considerations suggest that the existence of “ new commodities,”
or rather, in this case, different commodities, is a more serious obstacle in the
way of comparing two distant than two peighbouring places, because it-s much
more likely that one of the two distant places, than it is that one of the two
neighbouring places, will purchase commodities that are not known in the other.

? Cf, Marshsll, Contemporary Review, March 1887, p. 371 ef seq.
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will, therefore, also be built up of two parts constituting
approximations to the price change of G, and of C, respectively.
By what use of the method of sampling can these approxima-
tions best be made ?

§ 10. With whatever collection of commodities we are
concerned, whether it be that purchased at any time by
people in general, or by the manual workers, or by any other
body of persons, it is likely to contain commodities drawn
from several different groups, the broad characteristics of
whose price movements are different. It is obvious that a
good sample collection should contain representatives of all
the groups with different characteristics that enter into the
national dividend, or that part of it which we are trying to
measure!  Unfortunately, however, practical considerations
make it impossible that this requirement should be satisfied,
and even make it necessary that resort should be had to
commoditics that do not themseclves enter into the purchases
of ordinary people, but are, like wheat and barley, raw materials
of commodities that do. TFor the range of things whose prices
we are able to observe and bringinto our collection of samples
is limited in two directions.

First, except for certain articles of large popular consump-
tion, the retail prices charged to consumers are diffienlt to
ageertain. Giffen once went so far as to say: “ Practically it
is found that only the prices of leading commodities capable of
being dealt with in large wholesale markets can be made use of.”
This statement must now be qualified, in view of recent studies
of retail prices of food that have been made by the Board of
Trade and Ministry of Food, but it still holds good over a con-
siderable field. Even, however, when the difficulty of ascertain-
ing retail prices can be overcome, these prices are unsuitable
for comparison over a series of years, because the thing priced

1 Professor Mitchell writes: *¢ The sluggish movement of manufactured goods
and of consumers’ commodities in particular, the capricions jumping of farm
products, the rapidly increasing dearness of lumber, cte., are all part and parcel
of the fluctuations which the price level is actually undergoing. . . . Every
restriction in the scope of the data implies a limitation in the significanco
of the results” (Bulletin of the U.8. 4, Bureaw of Labour Statistics, No, 178,

p. 66-7). This is quite correct as it stands, but it must not be interpreted to
imply that both finished products and ihe raw materials embodied #n those sasne
finished products should be included.
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is apt to contain a different proportion of the services of the
retailer and of the transporter, and, thevefore, to be a different
thing at one time from what it is at another. “When fresh
sea fish could be had only at the seaside, its average price
was low, Now that railways enable it to be sold inland, its
average retail price includes much higher charges for distribu-
tion than it used to do. The simplest plan for dealing with
this difficulty is to take, as a rule, the wholesale price of a
thing at its place of production, and to allow full weight to
the cheapening of the transport of goods, of persons, and of
news as separate and most weighty items.”?

Secondly, it is very difficult to take account even of the
wholesale prices of manufactured articles, because, while still
called by the same name, they are continually undergoing
changes in character and quality. Stilton cheese, once a
double-cream, is now a single-cream cheese, Clarets of
different vintages are not equivalent. A third-class seat in a
railway carriage is not the same thing now as it was twenty
years ago. “An average ten-roomed house is, perbaps, twice
as large in volume as it used to be; and a great part of its
cost goes for water, gas, and other appliances which were not
in the older house.”* *“During the past twelve years, owing
to more scientific methods of thawing and freezing, the quality
of the foreign mutton sold in this country bas steadily improved ;
on the other haud, that of foreign beef has gone down, owing
to the fact that the supply from North America has practically
ceased, and its place has been taken by a poorer quality
coming from the Argentine.”® The same class of difficulty is
met with in attempts to evaluate many direct services—the
services of doctors, for example, which, as Pareto pointedly
observes, absorb more expenditure than the cotton industry *—
for these, while retaining their name, often vary their nature.

It would thus seem that the principal things available for
observation—though it must be admitted that the official
Cavadian Index Number and more than one index number
employed in the United States have attempted a wider survey

V Cf. Marshall, Contemporary Revizc, March 1887, p. 874.
* Ibid, p. 375.

3 Mra, Wood, Economic Journal, 1918, pp. 622-3.

4 Cours d'&onomie poliltique, p. 281.
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—aore raw materials in the wholesale markets, particularly in
the large world markets. These things—apart, of course, from
the war—have probably of late years fallen in price relatively
to minor articles, in which the cost of transport generally plays
a smaller part; they have certainly fallen relatively to personal
services ; and they have probably risen relatively to manufac-
tured articles, because the actual processes of manufacture
have been improving. The probable tendency to mutual com-
pensation in the movements of items omitted from our samples
makes the omission a less serious evil than it would otherwise
be. But, of course, the approximation to a true measure is pro
tanto worsened ; and it is almost certain, since the value of raw
materials is often only a small proportion of the value of
finished produets, so that a 50 per cent change in the former
might involve only a 5 per cent change in the latter, that it
will give an exaggerated impression of the fluctuations that
occur,

Nor does what has just been said exhaust the list of our
disabilities. For the sawples wanted to represent the several
“collections” is a list, not merely of prices, but of prices
multiplied by quantities purchased: and our information
about quantities is in general even more limited than our
information about prices. There are very few records of
annual cutput—still less of annual purchases—of comemodities
produced at home., Quantities of imports are, indeed, recorded,
but there are not very many important things that are wholly
obtained by importation. The difficulty can, indeed, be turned,
for some purposes, by resort to typical budgets of expenditure.
These make it possible to get a rough idea of the average
purchases of certain principal articles that are made by
particular classes of people. But this method can scarcely
as yet provide more than rough averages. It will seldom
enable us to distinguish between the qunantities of various
things that are embodied in the collections representative of
different years fairly close together.

§ 11. Let us next suppose that these difficultics have been
so far overcome that a sample embracing both prices and
quantities at all relevant periods is available. The next
problem is to determine the way in which the prices ought
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to be “ weighted” At first sight it seems natural that the
weights should be proportioned to the quantities of the several
commodities that are contained in the collection from which
the sample is drawn. But, in theory at all events, it is
possible to improve upon this arrangement. For some of
the commodities about whick we bave information may be
connected with some excluded commodities in such a way
that their prices generally vary in the same sense. These
commodities, being representative of the others as well as of
themselves, may properly be given weights in excess of what
they are entitled to in their own right. Thus, ideally, if we
had statistics for a few commodities, each drawn from a different
broad group of commodities with similar characteristics, it
would be proper to “weight” the prices of our several
sample commodities in proportion, not to their own importance,
but to that of the groups which they represent. This, however,
is scarcely practicable. There may be certain commodities
whose representative character is so obvious that exceptional
weight may rightly be given to them, but we shall seldom have
enough knowledge to attempt this kind of discrimination.
A system of weighting based on the quantities of the several
commodities that are contained in our sample is,.in general,
the best that is practically available! Hence, the ideal
measure of the price change of the collection C, being

20+ Yot 3Gt . .
20+ by + 26 +
the best available approximation to this will be

b4

za, + b+ . . .
20, +yb+ . ..

]

L This proposition can be proved by means of the principle of inverse
probability. There are more ways in which a sample that will change in &
given degree can be drawn from a complete collection which changes in that
degree than there are ways in which such s sample could be drawn from a
collection that changed in s different degree, Therefore any given sample
that has been taken withont bias from any collection is more likely to represent
that collection correctly as it stands than it wonld do after being subjected to
any kind of doctoring, It must be confessed, however, that the question,
whether a commodity whose price has moved very differently from the main
part of our sample ought to be included, is a delieats one. The omission of
“‘extreme observations’ is sometimes deemed desirable in the calculation of
physical measurements, What should be done in this matter depends om
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where the terms are limited to the number of sample articles
available, It follows that the best approximation to the full
ideal measure of dividend change set out at the end of § 7 is

L Jrevyd+ x”z“f".'/zbl"'
LV Tylg + Yhp + - Tyfly + Yoby +
When the available statistics do not make it possible to
distinguish the quantities purchased by our group in the two
periods that are being compared, and we have to put up with
mere rough quantities representing the average purchases of
the group in the two periods taken together—quantities that
may be symbolised by =, ¥, ete.—this formula necessarily
yields place to the much inferior expression
L watobt. .
I, za,+yd+ . ..
But this is 2 pis aller. The other formula is the one that
must be aimed at.!
§ 12. There remains the third portion of our inquiry,
namely, a study of the circumstances upon which the reliability

whether or not e prior: expectations, coupled with the general form of owr
sample, show that the original distribution, from which the sample is taken,
obeys some ascertoined law of crror.  Whether they do this or not will often be
hard to decide. It should be added that the practical effect of omitting extreme
observations is only likely to be important when the number of cummoditics
included in our sample ia small ; and that it is just when this number is small
that adequate grounds for exclusion are most difficult to come by.

! In the majority of index nnmbers purporting to provide an approximate
measure of the price change of a collection, some year or average of years is
taken as base ; for this base year, or base period, each of tho prices included in
the index number is represented by 100 ; for all other years by a number bear-
ing the same ratio to 100 that the price then bears to the prico in tho base
period, It is often supposed that this process gives the same result as the
last formula given in the text and diifers from it merely in being arithmetically
more convenient. Tbat is o mistake. If p, and p, represent ““the general
price level” in the first and second period respectively, the text formula implies

Po_%eta bt . .

n motyh . .
The formula of the ordinary weighted index number, which purports to be
identical with this, is, if the first year is taken as base,

% b
&_“'(mal) +1007) _ @)y (g,
M 2(100)+y(100) T (xeb)ay + yea)by

If the scoond year is taken as base, it is

Py_ @)yt (yeglbn
# (daa + (yaglhy
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of the above measure, as an index of changes (in the sense
defined in § 1) in the volume of the dividend or real income
of any group, depends. This reliability is a complex of

If the average of the two years is taken as base, it is

Pa_ {eddy + 50 ag + {ylay +ag)}be
7 {adlh+daen + {yde + )},

It is evident from these formulae that the ordinary weighted index number
surreptitiously assigns different weights to the various commodities included
in it according to the period that is chosen as base. Consequently, the same
facts represented in the formuls appropriate to one bate may indicate a rise in
price, and represented in that appropriate to amother base they may indicate
s fall. An excellent practical illustration of this discrepancy is afforded by
certain tables in the Board of Trede publications concerning the cost of living
in English and German towns respectively. In the Blue-%ook desling with
England the real wages of London, the Midlands, and Ireland are calculated by
means of index mumbers, in which London (corresponding in onr time index,
say, to the year 1890) is taken as base, and the price of consumables and the
rents prevailing there are both represented by 100. On this plan, prices of
consumables and rents heing given weights of 4 and 1 respectively, the Board of
Trade found real wages in London to be equal to those of the Midlands, and
3 per cent higher than those of Ireland, 1f, however, Ireland had been taken
as base, real wages would have appeared—in London 98, in the Midlands 104,
in Ireland 100, A similar difficulty emerges in the Blue-book on German towns.
The Board of Trede, taking Berlin as base, found real wages higher in that city
than in any place save one on their list {Cd. 4032, p. xxxiv). ““If the North
Sea ports, instead of Berlin, had been taken as base, Berlin would have appeared
fourth on the list instead of second, and the order of the other districts would
have been changed ; and, by taking Central Germany as base, even greater
changes in the order would have been effected” (J. 1. Keynes, Economic
Journal, 1908, p. 473). It is true, no doubt, that large discrepancies of this
sort are not likely to occur, except when there are large differences, or, a9 between
different times, large fluctuations in the prices of commodities that are heavily
weighted. But it is practically certain that there will be some discrepancy.
Since the choice between different base periods is obviously s matter of more or less
arbitrary choice, this circumstance is in itself sufficiently disturbing. It is not,
however, tho main objection to the method of percentages. This is that, what.
ever base period is chosen, the weights employed are almost necessarily different
from those set out in our text formula and are, therefore, almost necessarily
wrong. A formula built up on the percentage plan, though it purports to be
identical with the text formula, is only in fact identical with it if our units of
quantity are so selected that the weights applied to all the spveral prices in the
period chosen as base are equal. In general, the a’s and b’s being absolute
quantities and the percentage numbers ratics, the latter cannot be substituted
for the former without substantially altering the result. It follows that, in the
construction of an approximate measure for the purpose contemplated in this
discussion, price statistics shonld be employed in their raw form and not in
the form of percentages. 1t may be added that, if expenditures, instead of
quantities, are employed as weights, the resultant formula

o _(za)at (bt t . . .
n am+yb+ . ..
isagain equivalent to the text formula only if the base year weights are made equal,
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two elements, the reliability of our ideal measure as an
index of dividend changes and the reliability of our approxi-
mate measure as a representative of the ideal measure.
The reliability of the approximate measure as an index of
dividend changes will evidently be diminished {or increased)
by anything that diminishes (or increases) either of these
subordinate reliabilities.  These two subordinate reliabilities
depend, however, on quite different sets of eircumstances, and
ust, therefore, be examined separately.

\‘iﬂ § 13. In § 6 it was shown that our ideal measure will,
on certain conditions, probebly vary in the same sense as
the satisfaction derived from his purchases by the representa-
tive man of our group. This probability may, however, be
of a high degree or of a low degree. In other words, the
ideal measure may be very much more likely than not to
gpeak the truth, or it may be only a little more likely
than not to do this. Evidently it is more likely to indicate
rightly the direction in which the national dividend has
changed when it shows a large movement in either direction
than when it shows a small movement, because then a
larger error is needed to make it point wrongly. The follow-
ing ore special considerations may be added.

First, it will be remembered that, on our definition, the
national dividend is not altered when people’s tastes change
otherwise than as a result of changed purchases. But, when
this happens, our measure may be changed. Suppose, for
instance, that people come to have a greater affection for
some commodity which is being produced under conditions
of diminishing returns. The price of that commodity will
go up, and our measure of the national dividend may, in
consequence, go down, though the dividend itself is by defini-
tion unchanged. If the measure employed had been simply
the price of the collection consumed in either of the two
periods, it would be necessary that this misrepresentation
of the facts should occur. The failure of our measure does
not, however, go so far as this. Whether the misrepresenta-
tion will in fact occur depends, among other things, upon
the elasticity of the supply of the commodity for which
taste has changed. The more elastic the supply is, or, in
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other words, the less sharply diminishing returns act, the
smaller is the probability of misrepresentation!  Still, a
considerable chance of this form of error in the measure
exists, No doubt, it could be obviated analytically, if
a, b, elc, were taken to represent, not the actual prices
prevailing in the second period, but the supply prices of the
nth unit (» being the number of units consumed in the
first period). In practice, however, the available statistics
do not perwit of this device, and our measure cannot be thus
emended. Here, therefore, is a source of error, the serious-
ness of which it is not feasible accurately to gauge.

Secondly, a high degree of confidence in our measure
cannot be warranted unless our group is more or less homo--
geneous, and is mot made up of two parts coutaining,
respectively, very rich people and very poor people, whose
standards of living are widely divergent. For in groups
made up in that way the relation between the amount
of aggregate satisfaction purchasable with the representative
man’s sovereign at two different times—and it is in reference
to this that the dividend is here defined—will be largely
determined by the distribution of the price movements which
have taken place among things chiefly consumed by the rich
or by the poor; and no account of this distribution is, or
could be, taken in our analysis.?* Furthermore, the proportion
in which the income of the group as a whole is shared
among differently constituted parts of it may change. This

1 This can be proved as follows. 1f the representative man's money income
is supposed to be constant, ,a)+ b, =2, + 1.5y, and our measure, as given

in§7, reduces to , / ©1%¥ ¥t - - - where the a's and ¥s represent prices
s AN za tydy+ i
and the 2's and ¥'s quaantities.

Suppose that, under the influence of enbanced taste, z, becomes equal
to (x,+4%) and a, to (@, +£),

Then our measure bocomes ,/ 1%+l +k5)

7oy +ygdy +hey'

\WWhen the values of xa, and (x,+ANe,+k) are given, it is plain that
this fraction i more likely to be less than unity, in which case the represents-
tion given is a true one, the smaller I is relatively to A : that is to say, the
smaller i3 the change in the position of the demand curve that cails out a
given change in production ; that is to say, the more elastic is the snpply
of the commoadity.

? The importance of this point is made apparent by Pareto's observation :
* f1 convient A un riche anglais de venir vivre en Itslie ; il convient également
3 un ouvrier italien de s'établir 3 Londres.”
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will involve a change in the collection of things purchased,
the meaning of which, from the standpoint of economic
welfare and the national dividend, will be entirely different
according as the gain of income has accrued to the richer
or to the poorer part of the group. For this reason the large

\transference of money available for immediate expenditure,

which took place from the middle class to the artisan class
during the course of the great war, practically destroys the
value of general index numbers for making comparisons in the
volume of the national dividend, as defined above, between
different parts of that period either with one another or
with any other period.

§ 14. In conclusion, we have to consider the reliability of our
approximate measure as a representative of the ideal measure.
Upon this matter four general observations may be made.
First, when the sample is drawn from most of the principal
sets of commodities, included in the collection, which have
characteristic price movements, the probable error of our
measure will be less than it is when a less representative
field is covered. Secondly, when the sample is large, in
the sense that the expenditure upon the items included
in it comprises a large part of the aggregate expenditure
of the group upon the whole collection, the probable error
is less than it is when the sample is small. With random
sampling in the strict technical sense, the reliability increases
as the square root of the number of items contained in the
sample. Thirdly, when each of the items constituting the total
collection absorbs individually a small part of the aggregate
expenditure upon that collection, the probable error is less
than when some of the items absorb individually a large part
of the total expenditure. The mathematical considerations
upon which the two latter of these propositions rest have
been worked out by Professor Edgeworth in his Report to
the Brisish Association in 1889. On the strength of them
it has sometimes been argued that any reasonably constructed
index number—and, of course, our measure is only an
elaborated index number'—is fairly certain to have only

1 It is a question of convenionce whether the term index number should
be applied to all tables exhibiting variations of price, or should be confined to
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a small probable error. Attempts to confute these arguments
by citing particular years for which index numbers framed
on different principles have given widely different results
are not really to the point. For, as Professor Edgeworth
has pointed out, it may be very improbable that a given
series of index pumbers will seriously misrepresent the
price movement of any specified year, and yet not at all
improbable that it will seriously misrepresent the movement
of some unspecified year)! None the less, the confidence
generated by a purely abstract treatment of this matter
should never be more than a restricted confidence. For
it would be difficult to prove that the assumptions, upon
which the mathematical defence of such existing index
numbers as those of Sauerbeck and the ZEconomist rest, are
realised in fact as fully as theoretical statisticians are some-
times ioclined to assume’ Lastly, the magnitude of the
error to which our index numbers are liable is greater—apart
altogether from the difficulty of “new commodities” referred
to in § 8-—as between distant years than as between years
that are close together. The reason for this is that,
as Professor Mitchell, on the basis of a wide survey of
facts, has shown, the distribution of the variations in whole-
sale prices as between one year and the next is highly con.

those which indicate changes in respect of one object by recording changes
in respect of some other related object. On the whole, it seems linguistically
fitter, as well as more consonant with authority, to reserve the term for the
latter meaning only {cf Bowley, Elements of Statisties, p. 217). I do not,
therefore, speak of a list of wheat prices, worked out as percentages of the
price at some given point, as an index number of the price of wheat ; whereas
1 might speak of it as an index number, though a very bad one, of the price
of a bushel of wheat, plus & pound of beef, pit:s a pound and a half of bacon,
In like manaer, [ might regard a table of wholesale price changes as an index
number of retail price changes, and the index would be a good one, if T bad
reason to believe that the relation between wholesale and retail prices had
remained fairly constant. Or, finally, [ might regard a table giving the output
of coal or iren, or, in this age of electricity, of copper (cf. Watkins's The
Growth of Large Fortumes, p. 91), ss an index number of the outpur of
business in general,

1 Journal of Royal Statistieal Sociely, Jan, 1913, p. 176.

® Thus it may be noted that, unless we know both (1) that the eollection
from which samples are taken is distribnted in accordance with the normasl
law of error, and (2% that the sampling is not subject to any bias or ¢ systematic
error,” it i3 impossible to calculate the absolnte magnitude of the probable error
(cf. Poincaré, Seience and Hypothesis, p. 209),
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centrated—more concentrated than the distribution proper
to the normal law of error; but the distribution of variations
as between one year and a somewhat distant year is
highly scattered. “With some commodities the trend of
successive price changes contivues distinctly upwards for years
at a time; with other commodities there is a constant
downward trend; with still others no definite long period
trend appears”’! This proves the statement made above:
sampling will provide a much more reliable approximation
to our ideal measure when the comparison attempted is
between successive years than when it is between widely
separated years. This is true whether the comparison
between the distant years is made directly or by means
of a chain index number.?

1 U.8. Bulletin of Labour, No. 178, p. 23.

¢ As Professor Edgeworth has pointed out, the further inference which
Profeasor Mitchell seoks to draw from his data, that—apart altogether from new
commodities—comparisons made by the‘chain method between years a givea
distance apart are more roliable than comparisons made by the direct method

betwaen these same years, docs not soem io be justified. Cf. “Tho Doctrine
of Index Numbers,” Eeonomic Journal, 1918, p. 181 ef seq.



CHAPTER VI
THE NATIONAL DIVIDEND AND THE QUALITY OF THE PEOPLE

§ 1. THE general conclusions of the fourth chapter might,
until quite recently, have been stated as they are there stated,
without evoking quarrel or dispute. But of late years a
great advance has occurred in biological kmowledge In
former times economists had, indeed, to take some account
of the reactions of economic causes upon the quantity of
the population, and upon its quality so .far as that was
determined by environment : but questions about the reaction
of economic causes upon the quality of the population as
determined by fundamental biological attributes were pot
raised. Now, the situation is different. Biometricians and
Mendelians alike have turned their attention to sociology,
and are insisting wpon the fundamental importance for our
science of a proper understanding of the laws of heredity.
Economists, it is said, in discussing, as I have dope, the
direct effect of the state of the national dividend upon welfare,
are wasting their emergies. The direct effect is of no
significance; it is only the indirect effect on the size of
the families of good and bad stocks respectively that really
matters. For, every form of welfare depends ultimately on
something much more fundamental than economic arrange-
ments, nawmely, the general forces governing biological
selection, I have intentionally stated these claims in a
somewhat indefinite form, because I am anxious to investigate
the problem thus raised in a constructive rather than in
a critical spirit. I shall endeavour, in the following sections,
to indicate, as precisely as possible, how far the recent
advance in biological knowledge really affects our science.
9



92 ECONOMICS OF WELFARE PT. 1

To this end, I shall distinguish, first, certain results of that
knowledge, which, though of great value, are not strictly’
relevant to economics; secondly, the general claim that
the method of economic study indicated in the preceding
chapters is rendered by the new knowledge trivial and un-
important; and, thirdly, certain points, in respect of which
the new knowledge comes directly into contact with the
problems I have undertaken to investigate, and makes it
necessary to qualify the conclusions that have been reached.
§ 2. By far the most important contribution of modern
biological study to sociology is the assurance, which it
affords, of the definite heritable character of certain inborn
defects. Whatever view be taken of the physiological
Uwchanism of inheritance, the practical result is the same.
e know that persons with congenital defects are likely,
if they marry, to hand down a defective organisation to
some of their children. We do not possess this definite
knowledge with regard to general desirable qualities, par-
ticularly on the mental side. Professor Bateson issues a
wise caution when he writes: “ Whereas our experience of
what constitutes the extremes of wunfitness is fairly reliable
and definite, we have little to puide ws in estimating the
qualities for which society has or may have a use, or the
numerical proportions in which they may be required. . . .
There is as yet nothing in the descent of the higher mental
qualities to suggest that they follow any simple system of
transmission. It is likely that both they and the more
marked developments of physical powers result rather from
the coincidence of numerous factors than from the possession
of any one genetic element.”! -Again, Mr. and Mrs. Whetham
rightly observe that desirable qualities, such as ability, moral
character, good health, physical strength and grace, beauty
and charm, “are, from the point of view of heredity,
essentially different from some of the bad 'qualities hitherto
considered, in that they depend on the conjunction of a
great many factors. Such a conjunction must be very hard
to trace in the hereditary process, where possibly each
character may descend independently, or different characters
v Mendel's Principles of Heredity, p. 305,



cH. ¥1 THE QUALITY OF THE PEQPLE 93

may be linked together, or be incompatible, in far more
complicated ways than we have traced in the qualities of
plants and animals. Qur present knowledge is quite in-
sufficient to enable us to predict how a complex combination
of factors, making up the personality of an able or charming
man or woman, will reappear in their offspring”! We are,
in fact, iu this region, surrounded by so much ignorance
that the utmost caution is essential.  Dr. Doncaster has
well observed: “ In this direction empirical rules and common
sense must still be followed, until the time shall come when
science can speak with no uncertain voice.”* More recently,
the late Sir Francis Galton lent the weight of his authority
to this opinion: “Enough is already known to those who
have studied the question to leave no doubt in their minds
about the general results, but not enmough is quantitatively
known to justify legislation or other action, except in extreme
cases.”® It is well not to forget that Beethoven’s father was
an habitnal drunkard and that his mother died of con-
sumption.* About definite defects our ignorance is much
less profound. These are the extreme cases of which Galton
was thinking. Not 2 few medical men have long been
urging that authoritatively to prevent propagation among
those afflicted with imbecility, idiocy, syphilis, or tuberculosis
would mean the cutting off at its source of a long stream
of defective humanity. This matter is especially urgent
among the mentally defective, on account of the exceptionally
high rate at which, if left to themselves, they tend to produce
children. Thus, before the Royal Commission on the Feeble-
Minded, “Dr. Tredgold, an especially experienced witness,
pointed out that the average number of children in the
families which now use the public elementary schools is about
four ; whereas, in the degenerate families, whose children are
passed over to the special schools, there is an average of
7:3 childrer, not including those still-born”® Further-t"

)V The Family and the Nation, p. 74.

* Independent Review, May 1906, p. 183,

3 Probability the Basis of Eugenics, p. 29.

4 Cf. Bateson, Presidential Address to the British Association, Nalxre,
Ang. 1914, p. 677,

5 The Family and the Naticn, p. 71.
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more, feeble-minded women often begin child-bearing at
an exceptionally early age; and it must be remembered that,
even if the size of families is unafiected, early marriage is
not a matter of indifference; for, when the normal age
of marriage in any group is reduced, “generations succeed
one another with greater rapidity,” so that the proportion
of the whole population embraced among the descendants
of the original members of that group is incrcased.! The
mentally defective are not, however, the only class among
which propagation might with advantage be restrained
Some writers suggest that certain forms of criminality and
certain qualities conducive to pauperism might be eradicated
from the race in the same way. Professor Karl Pearson
makes a suggestion, which, if correet, strengthens considerably
the probability that this sort of policy would reach its goal.
He thinks that imperfections of quite different kinds are
correlated, and that “there is something akin to germinal
degeneracy, which may show itself in different defects of
the same organ or in defects of different organs.”? Professor
Bateson, to the same practical, though not to the same
theoretical, effect, speaks of the existence of “indications that,
in the extreme cases, unfitness is comparatively definite in its
genetic cansation, and can, not unfrequently, be recognised
as due to the presence of a simple genetic factor.”® 1In sum,
as the last quoted writer states, there is little doubt that
“some serious physical and mental defects, almost certainly
also some morbid diatheses, and some of the forms of vice
and criminality could be eradicated if society so determined.”*
This is a conclusion of extreme importance. It is one, too,
that seems prima facte susceptible, without great difficulty,
of some measure of practical application. Occasions frequently
arise when tainted persons, whether on account of ecrime
or dementia, are compulsorily passed into governmental
institutions. 'When this happens, propagation might be
prevented, after careful inquiry bad been made, either by
permanent segregation, or possibly, as is authorised by law

1 Haycraft, Darwinism and Race Progress, p. 144,

t The Scope and Importance of National Fugenics, p. 38.
¥ Mendel's Principles of Heredity, p. 305,

4 Iiid. p. 306.
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in certain American States, by surgical means! The know-
ledge we possess seems clearly sufficient to warrant us in
taking some cautious steps in this direction. There can be
no doubt that such a policy would redound both to the
general, and to the economic, welfare of the community. For
this conclusion, and for the great step forward which it is
hoped may follow from it, we are indebted to modern biology.
The conclusion, however, is outside the sphere of economics,
and does not in any way disturb the results that were attained
in our fourth chapter.

§ 3. I pass therefore, to something of whose relevance at
all events there can be no doubt, the view, namely, that
biological science proves all such inquiries as we are pursuing
here to be trivial and misdirected. Put broadly, the charge
is this. Economic changes, such as alterations in the size,
the distribution, or the steadiness of the national dividend,
affect environment only; and environment is of no importance,
because improvements in it canuot react on the quality of the
children born to those who enjoy the improvements. This
view was crystallised by Professor Punnett, when he declared
that hygiene, education and so on are but “fleeting palliatives
at best, which, in postponing, but angment the difficulties they
profess to solve. . . . Permanent progress is a question of
breeding rather than of pedagogics; a matter of gametes, not
of training.”? DMr. Lock ? is even more emphatic in the same
sense. The opinions of these writers on the practical side are
substantially in agreement with those of Professor Karl Pearson.

The scientific foundation on which all such views rest is,
of course, the thesis that acquired characters, which arise

' According to Dr. Rentoul, sterilisation can be effected in either sex by a
simple operation that carries few incidental ill-effeets (Race Culture and Race
Suicide, chap. xx.). Sterilisation by this or some other method has been
legalised to prevent the procreation of the imbecile, insane, and criminal in
eight of the American States, including Indiana (1907}, California (1909),
Connecticut (1909), New Jersey (1911), and New York (1912) (Quarterly
Journal of Eeonomics, November 1911, p. 46) It would seem, however,
that the constitutionality of these laws is somewhat in donbt, and scarcely any
practical application of them has hitherto been made (Report of the American
Dreeders’ Association, Problems fn Eugenics, pp. 460 et seg. )

2 Jendelism (second edition), pp. 80-81,

R ;1 C[l';x Iiocmz Progress in the Study of Variatior, Heredity ard Erolutivn, by
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out of the influence of environment, are not inherited. It is
held, at least as regards the more complicated multicellular
organisms, that the germ-cells, which will ultimately form the
offspring of a living being, are distinct at the outset from
those which will form the body of that being. Thus, Mr.
Wilson writes: “It is a reversal of the true point of view to
regard inheritance as taking place from the body of the
parent to that of the child. The child inherits from the
parent germ-cell, not from the parent body, and the germ-cell
owes its characteristics, not to the body which bears it, but
to its descent from a pre-existing germ-cell of the same kind.
Thus, the body is, as it were, an offshoot from the germ-cell.
As far as inheritance is concerned, the body is merely the
carrier of the germ-cells, which are held in trust for coming
generations.”?  Dr. Doncaster takes up substantially the
same position: “In the earlier theories of heredity it was
assumed that the germ-cells were produced by the body, and
that they must, therefore, be supposed either to contain
samples of all parts of it, or at least some kind of units
derived from those parts and able to cause their development
in the next generation. Gradually, as the study of heredity
and of the actual origin of the germ-cells has progressed,
biologists have given up this view in favour of a belief in
germinal continuity, that is, that the germ - substance is
derived from previous germ-substance, the body being a kind
of offshoot from it. The child is, thus, like its parent, not
because it is produced from the parent, but because both
child and parent are produced from the same stock of germ-
plasm,”?  If this view be sound, it follows that those definite
characteristics of an organism, whose appearance is determined
by the presence of definite structures or substances in -the
germ-cells, cannot be directly affected by any quality “acquired”
by an ancestor. It is only characteristics of an indefinite
quantitative kind, such as may be supposed to arise from the
intercommunication of the germ-cells with the other cells of
the body and the reception of fluid or easily soluble substances

! Wilson, The Cel in Development and Inkerilance, p. 13; quoted by
R. H. Lock, Variation, Hevedity and FEvolution, p. 68.
2 Heredity, p. 124,
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from them, that can be affected in this way. The character-
istics thus reserved are not, of course, wholly without
significance. The question whether the submission of germ-
celis to a poisonous environment reacts permanently upon
the descendants of those cells does not seem to be a closed
one. Professor J. A. Thomson writes: “There is a great
difference between a poisoning of the germ-cells along with
the body, and the influencing them in a manner so specific
that they can, when they develop, reproduce the particular
parental modification.”? The germ-cells do not lead “a
charmed life, uninfluenced by any of the accidents or incidents
of the daily life of the body which is their bearer.”? On the
contrary, there is some evidence that, not only direct poisons
like aleohol, but even injuries to the parent, may, by reacting
on the nutrition of the germ-cells, cause general weakness and
resultant bad properties in the offspring, though how far the
offspring of their offspring would be affected is doubtful. But
the general opinion among biologists appears to be that the
effect of the acquired characteristics of one generation upon
the quality of the succeeding generation is, at all events,
very small compared with the effect of the inborn character-
istics of the one generation.’ “Education is to man what
manure is to the pea. The educated are in themselves the
better for it, but their experience will alter not ome jot
the irrevocable nature of their offspring.”* And “neglect,
poverty, and parental ignorance, serious as their results are,
(do not) possess any marked hereditary effect.” ®

This biological thesis, which, since it is dominant among
experts, an outsider has no title to dispute, i3, as I have
said, the scientific foundation of the view that economic
circumstances, because they are environmental, are not, from
a long- period standpoint, of any real importance. The
biological premise I accept. To the sociological conclusion,

t J. A. Thomson, Heredity, p. 198,

t Ibid. p. 204,

? Lock, Variation and Heredity, pp. 69-71.

4 Punnett, Mendelism, p, 81.

8 Eichholz, ** Evidence to the Committee on Physical Deterioration,” Report,
p- 14. Dr. Eichholz's view appears to be formed @ posteriors, and not to be
an inference from genersl biological principles.

H
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bowever, I demur. Mr. Sidney Webb hag uttered a genial
protest against a too exclusive attention to the biological
aspect of social problems. “After all,” he writes, “it would
not be of much use to have all babies born from good stocks,
if, generation after generation, they were made to grow up
into bad men and women. A world of well-borm, but
physically and morally perverted adults is not attractive.”®
My criticism, however, goes deeper than this. Professor
Punnett and his fellow - workers would accept Mr. Webb's
plea. They freely grant that environing circumstances can
affect the persons immediately subjected to them, but they,
nevertbeless, hold that these circumstances are unimportant,
because, not being able to influence the inborn quality of
succeeding generations, fthey cannot produce any lasting
result, My reply is that the environment of one genera-
tion can produce a lasting resulf, because it can affect the
environment of future generations. Environments, in short,
as well as people, bave children. Though education and so
forth cannot influence new births in the physical world, they can
influence them in the world of ideas;? and ideas, once pro-
duced or once accepted by a particular generation, whether

1 Eugenics Review, November 1910, p, 238,

2 An interesting comparison can be made between the process of evolution
in these two worlds. In both we find three elements, the oocurrence of, pro-
pagation of, and conflict between, mutations.

In both worlds the kind of mutations that occur appear to be fortuitous,
and cannot be controlled, though in both it is sometimes suggested that the
tendency to mutate is encouraged by large changes in, and particular kinds of,
environment. For example, Rae suggested, as conditions favourable to the
emergepce of inventions, general upheavals, such as warg or migrations, and the
adoption in any art of & ncw material—such as steel in building—either for
lack of the old material or through the possession of a specially effective
new one, and he maintained that the stable agricultural districts rarely
yield inventions {The Sociological Theory of Capital, pp. 172-3). In both
worlds again, with every increase of wariadility, the chance that s **good*
mutation will oceur is increased. Hence, ceferis paribus, environments that
make for variability are a means to good. Thus, of local governments Dr.
Marshall writes: *‘All power of variation that is consistent with order and
economy of administration is an almost unmixed good.  The prospects of pro.
gress are increased by the multiplicity of parallel experiments and the inter-
communion of ideas between many people, each of whom has some opportunity
of testing practically the value of his own suggestions,” (Memorandum (o the
Royal Commission on Local Taxation, p. 128 ; cf. also Booth, Indusery, v. p.
86 ; and Hobhouse, Democracy and Reaction, pp. 121-8.)

The propagation of mutations, on the other hand, does not proceed in the
same way among ideas as among organisms. Among the latter the fertility of
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or not_they can be materialised into mechanical inventions,
may remodel from its very base the environment which
succeeding generations epjoy.! In this way a permanent
change of environment is brought about, and, since environ-
ment is admitted to bave an important influence om persons
actually sabjected to it, such a change may obviously produce
enduring consequences. Among animals, indeed, and among
the primitive races of men this point is not important. For,
there what the members of one generation have wrought in
the field of ideas is not easily communicated to their successors.
“The human race, when widely scattered and incapable of
intercommunication, makes the same discovery a hundred
times. Its efforts and its triumphs are annihilated with
the death of the individual, or of the last member of the
family in which the invention has beer passed on by oral
tradition.”* But among civilised men the arts of writing
and of printing have rendered thought mobile through time,
and bave, thus, extended to each generation power to mould
and remodel the ideal enviropment of its sucecessors. M.
Tarde grasps this point when he writes: “To facilitate
further production is the principal virtue of capital, as that
term ought to be understood. But, in what is it inherent?
In commodities or in particular kinds of commodities? Nay,
rather in those fortunate experiments of which the memory
has been preserved. Capital is tradition or social memory.

the mutated members that survive is not, but among the former it is, affectad by
their adaptation or otherwise to successful struggle. Animals that are failures
and thoss that are successes ave equally likely, if they survive, to have offspring.
Bat, among ideas, those that fail are likely to be barren and those that sncoeed
to be prolific.,

Still more marked is the difference between the character of the struggle
that takes place between mutated members in the two groups. In the physical
world the process is negative-—the failares are cot off. In the world of ideasit
is positive—sunccessfnl ideas are adopted snd imitated. Ome consequence of
this is that, in general, a successfal experiment diffuses itself much more rapidly
than a successful ** sport.”

t This consideration affords a powerfal argument for the expenditure of State
fands npon training the girls of the present generation to become competent
mothers and housewives, because, if only one generation were so taught, a family
tradition would very probably become established, and the knowledge given in
the first instamce at poblic cost wonld propagate itsell throngh suecessive
generations without any further cost to anybody. (Cf. Report of the Inter-
departmental Committee on Physical Deterioration, p. 42.)

1 Majewskd, La Science de la civilisation, p. 228,



100 ECONOMICS OF WELFARE PT. 1

It is to societies what heredity or vital memory,—enigmatical
term,—is to living beings. As for the products that have
been saved and stored up to facilitate the construction of new
copies of the models conceived by inventors, they are to these
models, which are the true social germs, what the cotyledon,
a mere store of food, is to the embryo.”? Bacon had already
exclaimed: “The introduction of new inventions seemeth to
be the very chief of all human actions. The benefits of new
inventions may extend to all mankind universally, but the
good of political activities can respect but some particular
country of men: these latter do not perdure above a few
ages, the former for ever.” Dr. Marshall writes in the same
gpirit: “The world’s material wealth would quickly be re-
placed if it were destroyed, but the ideas by which it was
made were retained. If, however, the ideas were lost, but not
the material wealth, then that would dwindle and the world
would go back to poverty. And most of our knowledge of
mere facts could quickly be recovered if it were lost, but
the constructive ideas of thought remained; while, if the
ideas perished, the world would enter aga.in on the Dark
Ages”? Nor is even this & full account of the matter. As
Dr. Marshall observes in another place: “ Any change that
awards to the workers of one generation better earnings,
together with better opportunities of developing their best
qualities, will increase the material and moral advantages
which they have the power to offer to their children; while,
by increasing their own intelligence, wisdom and forethought,
such a change will also, to some extent, increase their willing-
ness to sacrifice their own pleasures for the well-being of their
children.”?® Those children, in turn, being themselves rendered
gtronger and more intelligent, will be able, when they grow
up, to offer a better environment—and under the term en-
vironment I include the physical circumstances of the
mother before, and immediately after, child-birth —to their

1 La Logique sociale, p, 352,

2 Principles of Economies, p. 780,

3 Ibid. p. 568.

4 The importance of this point is llustrated by the obscrvation of the

London Education Committee of 1905, that the children born in a year when

tnfant mortality is low show an improved physique, and vice versa. (Cf. Wells,
New Worlds for Old, p. 218.)
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children, and so on. The effect goes on piling itself up.
Changes in ancestral environment start forces, which modify
continvously and cumulatively the conditions of succeeding
environments, and, through them, the human qualities for
which current environment is in part responsible. Hence,
Professor Punnett’s assertion is unduly sweeping'! Progress,
not merely permanent but growing, caz be brought about
by causes with which breeding and gametes have nothing to
do. There is no fundamental difference of the kind supposed
between causes operating on acquired, and causes operating on
inborn, qualities. The two are of co-ordinate importance;
and the students of neither have a right to belitile the work
of those who study the other.

v § 4. 1 proceed now to the third of the topics indicated
for discussion in the first section of this chapter, namely,
the extent to which new biological knowledge makes it
necessary for us to qualify the conclusions laid down in
the preceding chapter. These conclusions, it will be
remembered, were to the effect that, other things being
equal, a general increase in the national dividend—provided :
that it is not brought about by the exercise of umdue .
pressure upon workpeople—a change in the distribution.,?
of the dividend favourable to the poor, and a “steadying "’
of the dividend, particularly of that part of it which goes
to the poor, would all be likely to increase economic welfare
and, through economic welfare, gemeral welfare. The lasti
of these conclusions may, perhaps, in the present connection,
pass without challenge. But against the other two the
biologically trained critic urges an important caution. May
it not be, he asks, that advance along the first of these lines,
by checking the free play of natural selection and enabling
feeble children to survive, will set up a cumulative influence
making for national weakness; and that advance along the
second line, by differentiating in favour of inferior stocks,
will have a similar evil effeet? Ts there not ground for fear
that the brightness of the stream of progress is deceptive,

i

1 In later editions of his book Professor Punnett's argument is stated in a
less sweeping form and does not conflict with what has been said above. (Cf.
Mendelism, third edition, p. 167.)
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that it bears along, as it flows, seeds of disaster, and that
the changes we have pronounced to be productive of welfare
are, at the best, of doubtful import ? The two parts of this
thesis must now be examined in turn,

§ 5. The danger to national strength, that results from
a growth of wealth in general, has been emphasised by many
writers. In a softened environment children of feeble con-
stitution, who, in harder circumstances, would have died, are
enabled to survive and themselves to have children.! It has
even been suggested that in this fact may lie the secret of
the eventual decay of nations and of aristocracies which
have attained great wealth. There are, indeed, mitigating
circumstances which may be urged in extenuation of this
view. First, according to the most recent biological opinion,
the survival of weakly children, if their weakness is, as it
were, accidental, and not due to inherited defect, is not
ultimately harmful to the stock, because the children of the
weakly children are quite likely to be strong Secondly,
weakness in infancy is not necessarily a good index of
essential inborn weakuess: and Mr. Yule, after reviewing
the available statistics by mathematical methods, is led to
suggest that, perhaps, “the mortality of infancy is selective
only as regards the special dangers of infancy, and its
influence scarcely extends beyond the second year of life,
whilst the weakening effect of a sickly infancy is of greater
duration.” 2 These mitigating circumstances somewhat limit,
though they may well fail to overthrow, the thesis that
growth in wealth, unaccompanied by any safeguard, is likely
to deteriorate the inherent quality of fhe race. There is
also available a further mitigating circumsfance, which is
less fundamental though not less important. For, even if
the inherent quality of the race is somewhat injured, it does
not follow that the finished products which contain, of
course, at once inherent and environmental qualities, are so
injured. If increased wealth removes influences that make
for the elimination of the unfit, it also removes influences
that make for the weakening of the fit. The total effect

1 Cf. Haycraft, Darwinism and Race Progress, p. 68,
2 [Cd. 5263], p. 82, (1909-10).
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of this twofold action may well be beneficial rather than
jojurious. That this is in fact so is suggested by a recent
important report published by the Local Government Board
on the relation of infantile mortality to general mortality.
In that report Dr. Newsholme directly combats the view
that improvements making for & reduction of infant mortality,
by enabling more weaklings to survive, must be inimical
to the average health of the population. He finds, on the
conirary, “that the counties having high infant mortalities
continue, in genersl, to suffer somewhat excessively throughout
the first twenty years of human life, and that counties
having low infantile mortalities continue to have relatively
low death-rates in the first twenty years of life, though the
superiority is not so great at the later as at the earlier
ages, . , . It is fair to assume, in accordance with general
experience, that the amount of sickness varies approximately
with the number of deaths; and there can be no reasonable
doubt that, in the counties having a high infant death-rate,
there is—apart from migration-—more sickness and a lower
standard of bealth in youth and in adult life than in counties
in which the toll of infant mortality is less”! Dr,
Newsholme’s argument is, indeed, open to the reply that
ascertained differences between the several counties in
infantile death-rate and later death-rate may botk be due
to differences in the quality of the inhabitants of the several
counties. The argument, therefore, fails to prove that the
direct beneficial effect of better environments due to greater
wealth outweighs the indirect injurious effect of the impedi-
ment they place in the way of natural selection. It may
be that the injurious effect is really the stronger, but that
it is masked in the statistics because it is exercised upon
persons who are ad initio of better physique—as is, indeed,
suggested by their ability to earn more and so to live in
better conditions—than the average. This criticism lessens
the force of Dr. Newsholme's statistical argument.® Still

1 Report for 1909-10 [Cd. 6263, p. 17.

t Dr. Newsholme’s argument was severely ecriticised—partly under a
misapprehension of its purpose—by Professor Earl Pearson in his Cavendish

lecture, 19§2, p. 18, Dr, Newsholme replied in his second (1913) report
{Cd. 6909), pp. 46-52.
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the directly observed fact that good environment removes
influences tending to weaken the fit remains. In company
with the considerations set out earlier in this section, that
fact militates against the view that a growing dividend,
and the improvements that naturally accompary it, carry
seeds of future weakness, and so ultimately make against,
rather than in favour of, economic welfare. In any event,
the danger that they may have this effect can be readily
and completely counteracted, if the policy of segregating
the unfit, advocated in the second section, is adopted. As
Professor Thomson points out, no biological evil can result
from the preservation of weaklings, provided that they are
not allowed to have children.! There is, therefore, no need
to surrender our conclusion that causes, which make for
an expansion of the dividend, in general make for economic
and, through economic, for aggregate, welfare.

§ 6. The danger to national strength and efficiency
through an improvement in the distribution of the dividend
might seem a priort to be very important. For, improved
distribution is likely to modify the proportion in which
future generations are born from the richer and poorer classes
respectively. If, therefore, the poorer classes comprise less
efficient stocks than the richer classes—if, in fact, economic
status is anything of an index of inborn quality—improved
distribution must modify the general level of inborn quality,
and so, in the long rum, must react with cumulative force
upon the magnitude of the national dividend. Now, I do
not agree with those who hold that poverty and inbern
inefficiency are obviously and certainly correlated. Extreme
poverty is, no doubt, often the result of feckless character,
physical infirmity, and other “bad” qualities of finished
persons. But these themselves are generally correlated with
bad environment; and it is ridienlons to treat as unworthy
of argument the suggestion that the “bad” qualities are
mainly the result, not of bad original properties, but of bad
original environment.? Nevertheless, though I do not regard

Y Meredity, p. 628.
? This olass of difficulty is experienced in many statistical inveatigations
of social problems. For example, an interesting inquiry into the inheritance
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it as self-evident, I do regard it as probable, that a consider-
able measure of correlation exists between poverty and
“bad” original properties. For it is apparent that among
the relatively rich are many persons who have risen from
a poor environment, which their fellows, who have remained
poor, shared with them in childhood; and this sort of
movement is probably becoming more marked, as opportunities
of education and so forth are being brought more within the
reach of the poorer classes. In like manner, of course,
among the poor are some persons who have fallen from a
superior environment. Among the original properties of
these relatively rich there are presumably qualities making
for efficiency, which account for their rise; while, among the
original properties of ¢hese relatively poor, there are, presum-
ably, qualities of an opposite kind! Henee, it is probably
true that causes affecting the comparative rate of child-
bearing among the relatively rich and the relatively poor
respectively affect the comparative rate among those with
“better” and “worse” original properties (from the point
of view of efficiency) in the same direction. If it were true
that increased prosperity in a poor class involved a higher
rate of reproduction, it would follow that an improved dis-
tribution of the dividend would increase the number and,

of ability, as indicated by the Oxford class lists snd the school lists of Harrow
and Charterhouse; was published some years ago by 3r. Schuster, Baut, the
value of his results is in some measure—it is not possible to say in what
measure—impaired by the fact that the possession of able parents is apt to
be correlated with the reception of a good formal, snd, still more, informal,
education. Mr. Schoster argues (p. 23) that the ervor dne to this circum.
stance is not likely to be large. (Cf. also Kar] Pearson, Biometrike, vol. il
p- 136.) AL Nicefero, on the other hand, in his study of Les Classes paurres,
lays stress on the effects of environment in promoting the physical and psychical
inferiority of these classes; but he does not seem to jnstify by evidence his
conclnsion that ** tous les facteurs—en dernitre analyse—plongent leur racine
bier plus dans le milien économique de la société moderne, qne dans la
structure méme de Vindividu " (p. 332}

' Professor Pareto ignores these considerations when he srgues (Systémes
socialistes, p. 18 et s¢g.) that an increase in the relative number of children
born to the rich must make for national deterioration becanse, since the
children of the rich are subjected to a less severe atruggle than those of the
poor, feeble children, who would die if born to the poor, will, if born to the
rich, survive and, in turn, have feeble children. In view of the facts noted
in the text, this circumsiance should be regarded merely as a counteracting
force, mitigating, but not destroying, the beneficial consequences likely to result
from & relative increase in the fertility of the rich.
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therewith, the proportion, of children born from parents
of stock other than the best. Since, however, it is notorious
that propagation among the lowest class of all is practically
untrammelled by economic considerations, an iucrease in
fortune to the poor as a whole could only increase the number
of children born to sections of the poorer classes other
than the worst, It wounld not, therefore, necessarily follow
that the average quality of the population as a whole would
be lowered. It is not, however, necessary to stop at this
point.  Professor Brentano's investigations, which were
previously noticed, have suggested that increased prosperity
in a class tends, on the whole, to diminish rather than to
increase the reproduction rate of that class, and reason
has been shown for believing that this tendency is mnot
fully offset by accompanying improvemenfs in the mortality
rate.! Hence, it would seem, an improvement in the distribu-
tion of the dividend may be expected actually to diminish
the proportion of children born from inferior stocks. In
short, this biological consideration, so far from reversing the
conclusion of the fourth chapter, that improved distribution
makes for ecomomic and general welfare, lends, in present
conditions, some support to that conclusion. None of the
main results of that chapter are, therefore, reversed by
biological considerations.

1 Cf. ante, Chapter IV. § 14.



CHAPTER VII
THE METHOD OF DISCUSSION TO BE FOLLOWED

THE conclusions we have reached may now be repeated. They
are to the effect that: (1) other things being equal, an
increase in the size of the national dividend will probably
increase economic welfare; (2) other things being equal, an
increase in ‘the proportion of the national dividend accruing
to the poor will probably increase economic welfare ; (3) other
things being equal, a diminution in the variability of the
national dividend will probably increase economic welfare;
and (4) other things being equal, a diminution in the vari-
ability of the part of the national dividend accruing to the poor
at the cost of correspondingly increased variability of the part
accruing to the rich will probably increase economic welfare.
If causes affecting the size of the dividend bad no infiuence on
the absolute share of the poor or on the variability of the
dividend, and causes affecting the absolute share of the poor
and the variability of the dividend respectively were similarly
self-contained, the remaining stages of our inquiry would be
simple. Each of these groups of causes could be examined
in turn separately. As a fact, however, the same cause will
often affect at once the size, the distribution and the variability
of the dividend, and, prime facte, it is not necessary that it
should affect them all barmoriously. That this circumstance
must greatly complicate our exposition is obvious. No method
of treatment that is wholly satisfactory seems to me to be
possible,  After some hesitation I have decided to proceed as
follows. The entirely obvious general causes affecting the
magnitude of the national dividend, such as inventions and
discoveries,—including inventions in organisation, such as the
107
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banking system, limited liability and shift systems that allow
machinery to operate continuously,—ihe opening up of ex-
tensive sources of foreign demand, and the accumulation of
capital, I shall scarcely discuss at all. Leaving these things
agide, I shall examine in Parts II, IIL and IV. the way in
which three important groups of influences affect the
magnitude of the national dividend, These influences are,
respectively, those associated with the distribution of the pro-
ductive resources of the community among various uses or
occupations, those associated with the organisation of Labour,
and those associated with the collection of revenue. In Part
V. I shall inquire in whai circumstances it is possible for
causes which affect the volume of the pational dividend favour-
ably or unfavourably to affect the absolute share of the dividend
enjoyed by the poor in the opposite sense ; and, when ambiguous
causes are discovered, I shall study their net effect upon
economic welfare. Part VL will be devoted to an investigation
of the principal causes which affect the variability of the
dividend as a whole and of the share of it accruing to the
poor. This atrangement is, of course, open to numerous
objections. But, on the whole, it is more convenient than
any other that I have been able to devise.



PART H

HE MAGNITUDE OF THE NATIONAL DIVIDEND
AND THE DISTRIBUTION OF RESOURCES
AMONG DIFFERENT USES
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CHAPTER 1
INTRODUCTORY

§ 1. Tre first of the three groups of causes, whose influence
upon the average volume of the national dividend we have
agreed to investigate, consists of those that affect the distribu-
tion of the mation’s productive resources among different uses
or occupations. Thronghout this inquiry——indeed throughout
the whole of the present Part——it is assumed that no resources
of any kind are unemployed contrary to the will of their
owners. This reservation will néed to be withdrawn in later
Parts, but for the general analysis of this Part it conforms
closely enough to the facts. In this introductory chapter the
general scope of the problem before us will be indicated.

§ 2. Certain optimistic followers of the classical economists
have sometimes suggested that the “free play of self-interest,”
if only Government refrains from interference, will automatically
cause the land, capital and labour of any country to be so
distributed as to yield a larger output thar could be attained
by any arrangement other than that which comes about
“naturally.” And Adam Swith himself, while making an
exception in favour of State action in “ erecting and maintain-
ing certain public works and certain public institutions which
it can never be for the interests of any individual, or small
number of individuals, to erect and maintain,” lays it down
that “any system which endeavours, either by extraordinary
encouragements to draw towards a particular species of industry
a greater share of the capital of the society than what would
naturally go to it; or, by extraordinary restraints, to force
from a particular species of industry some share of the capital
which would otherwise be employed in it . . . retards, instead

11t
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of accelerating, the progress of the society towards real wealth
and greatness, and diminishes, instead of increasing, the real
value of the annual produce of its land and labour”! If
would, of course, be nureasonable to interpret this passage in
any abstract or universal sense. Adam Smith bhad in mind
the actual world as he knew it, with an organised system of
civilised government and contract law. He would not have
quarrelled with the dictum of a later economist that “the
activities of man are expended along two routes, the first
being directed to the production or transformation of economic
goods, the second to the appropriation of goods produced by
others”?  Activities devoted to appropriation obviounsly do
not promote production, and production would be promoted
if they were diverted into the channels of industry. We must,
therefore, understand him to assume the existence of laws
designed, and, in the main, competent, to prevent acts of
mere appropriation such as those perpetrated by highwaymen
and card-sharpers. The free play of self-interest is conceived
by him to be “confined to certain directions by our general
social institutions, especially the Family, Property, and the
territorial State.”® More generally, when one man obtains
goods from another man, he is conceived to obtain them by
the process, not of seizure, but of exchange in an open market,
where the bargainers on both sides are reasonably competent
and reasonably cognisant of the conditions. There is ground,
however, for believing that even Adam Smith had not realised
fully the extent to which the System of Natural Liberty needs
to be gqualified and guarded by special laws, before it will
promote the most productive employment of a country’s
resources. It has been said by a recent writer that “the
working of self-interest is generally beneficent, not because of
some natural coincidence between the self-interest of each and
the good of sll, but because human institutions are arranged
so0 as to compel self-interest to work in directions in which it
will be beneficent.”* The correctness of this standpoint is

v Wealth of Nations, book iv. chapter iv., third paragraph from the end.

? Pareto, Manuale di economia politica, pp. 444-5.

4 Cannan, The History of Local Rates, p. 176. CI. also Carver, Essays in

Social Justice, p. 109,
4 Capnan, Feonomie Review, July 1913, p. 833,
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well illustrated by the limitations which the laws of civilised
States impose upon the absolute powers of owmers of
property—such limitations as the Bavarian rule forbidding
owners of forests to exclude pedestrians from their land, the
French and American rules restraining a man from setting
fire to his own house, and the practice prevalent in all
countries of expropriating private owners where their expropria-
tion is obviously required in the general interest! It is
further illustrated by the attitude of the law of modem
nations towards types of contract—gambling debis, contracts
in restraint of trade, agreements for contracting-out of certain
legal obligations—which are deemed contrary to public policy
and are, therefore, treated by the courts as void.? This adjust-
ment of institutions to the end of directing self-interest into
beneficial channels has been carried out in considerable detail.
But even in the most advanced States there are failures and

imperfections. We are not here concerned with those de-

ficiencies of organisation which sometimes cause higher non-
economic interests to be sacrificed to less important economic
interests. Over and above these, there are many obstacles
that interfere with production by withholding some of the
nation’s resources from uses in which they might make a
larger contribution than they actually do towards the
national dividend. The study of these constitutes our
present problem. That study involves some difficult analysis.
But its purpose is essentially practical. It seeks to bring into
clearer light some of the ways in which it now is, or eventually
may become, feasible for governments o control the play of
economic forces in such wise as to promote the economic
welfare, and through that the total welfare, of their citizens as
a whole.?

1 Ct. Ely, Property and Contract, pp. 61 and 150.

* Jbid. pp. 616 snd 731.

3 Cf. Marshall’s observation: *“Much remains to be dome, by a careful
collection of the statistics of demand and supply and a scientific interpretation
of their results, in order to discover what are the limits of the work that society
can with advantage do towards turning the economic actions of individuals into

those channels in which they will sdd the most to the sum total of happiress”
(Principles of Ecoromics, p. 475).

\



CHAPTER 1I

THE NATIONAL DIVIDEND AND EQUALITY OF MARGINAL
80CIAL NET PRODUCTS

§ 1. ConCERNED as we are with the awerage volume of the
national dividend as a continuing flow, we naturally under-
stand by the resources directed to making it, not a stock of
resources, but a similarly continuing flow; and we conceive
the distribution of these resources among different occupations
on the analogy, not of a stegnant pond divided into a number
of sections, but rather of a river divided into a number
of streams. This conception involves, no doubt, many minor
difficulties in conmnection both with the varying durability
of the equipment employed in different industries and with
the dynamic, or changing, tendencies of industry as a whole.
In spite of these difficnlties, however, the general idea is
exact epough for the present purpose. That purpose is
to provide a suitable definition for the concept which
is fundamental throughout this Part, namely, the_value of
marginal soctal net product, The essential point is that this
too must be conceived as a flow—as the result per year of
the employment per year of the marginal increment of some
given quantity of resources. On this basis we may proceed
to work out our definition.

§ 2. The most obvious element in the marginal social
net product of any flow of resources employed in any occupation
is the direct physical net product. This is equal to the
difference between the aggregate flow of physical product
for which that flow of resources, when appropriately organised,
is responsible and the aggregate flow of physical product
for which a flow of resources differing from that flow by a

114
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small (marginal) increment, when approprialely organised,
would be responsible. In this statement the phrase when
appropriately organised is essential. If we were thinking of
marginal physical net product in the sense of the difference
between the products of two adjacent quanfifies of resources,
we should normally imagine the resources to be organised
suitably to one of these quantities and, therefore, not to the
other. Since, however, our interest is in the difference
between the products of two adjacent Aows of resources, it
is natural to conceive each of the two flows as organised in
the manner most appropriate to itself. This is the conception
we need. It is excellently illustrated by Professor J. B.
Clark. The marginal increment of capital invested in a
railway corporation is in reality, he writes, “a difference
between two kinds of plant for.carrying goods and passengers.
One of these i3 the railroad as it stands, with all its equip-
ment brought up to the highest pitch of perfection that is
possible with the present resources. The other is the road
built and equipped as it_would have been if the resources
had been by one degree less. A difference in all-round quality
between_an agtual and a_possible railroad is in reality the
final increment of capital now used by the actual corporation
The product of that last unit of capital is the difference
between what the road actually produces and what it would
have produced if it had been made one degree poorer.”*

§ 3. So much being understood, it must next be observed
that the marginal social net product of any given flow of
resources in any occupation may include, over and above
the direct physical net product just described, indirect physical
effects outside the occupation in which the resources we are
contemplating are invested. It might happen, for example,
as will be explained more fully in a later chapter, that costs
are thrown upon other people not directly concerned, through,
say, uncompensated damage done to surrounding woods by
sparks from railway engines. All such effects must be
included-——some of them will be positive, others negative

! The Distridution of Wealth, p. 250. 1 have substituted *produced”
for “ecarned” in the sentence quoted above. For a farther account of the
distinction here emphasised cf. Appendix III. footnote to § 2.
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elements—in reckoning up the full physical net product
of the marginal increment of any volume of resources turned
into any occupation. Further, it may happen that, besides
the physical product, there will also be effects that are
not physical—modifications, for example, in people’s tastes,
that cause them to get more or less satisfaction than before
from some of their possessions or purchases. When there
ig any product of this kind we must add it to the physical
product already described. The result is the full marginal
social_net product of the given volume of resources.

§ 4. The value of this marginal social net product is
the money value of the economic satisfaction due to if.
When there is no element present other than the direct
physical addition made to output in the industry directly
concerned, this money value is identical with the marginal
increment of product multiplied by the price per unit at
which the product is sold when the given volume of resources
is being employed in producing it! For example, the
value of the marginal net product per year of a million units
of resources invested in weaving is equal to the number
of bales of cloth by which the output of a million plus a
small increment, say a million and one, exceeds the output
of a million units, multiplied by the money value of a bale
of cloth when this output is being produced.® This, it should
be observed in passing, is different from, and must by no
means be confused with, the excess of the money value
of the whole product when a million and one units of
resources are being employed over the money value of the

! This definition tacitly assumes that the resliscd price is equal to the
(marginal) demand price. If government limitation of price causes it to be
temporarily less than this, the valuc of the margiral net product will need
to be futerpreted, as will be shown in Chap. 1X., as the marginal (physical)
net product multiplied by the marginal demand price, and the marginal
demand price in these conditions will not ba equal to the actual sclling price.

2 Cf. Marshall, Principles of Economics, p. 847. It might be thonght
at fivst sight, on the basis of this definition, that the marginal net product
of labour in any industry is equal to the product, allowance being made for
the cost of material, which a typical workman hands over as the fruit of
his work to his employer. In fact, however, it is smaller than this, because,
when the (= +1)th workman is removed, there is available more capital to assist
the work of each of the remaining workmen, and the product handed over by
them to the employer is, thercfore, larger than before.
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whole product when a2 million units are being employed.
When there are in the marginal social net product other
elements besides the direct physical product, our statement
must assume a more general form. The value of the marginal
social net product of amy volume of resources in any occu-
pation is defined as, and is measured by, the money value
of the difference made by the marginal increment of those
resources so employed to the sum total of economic welfare.

§ 5. On the basis of this definition it can be shown that,
provided there are no costs of movement between different
occupations, and provided conditions are such that only one
arrangement of resources will make the values of the marginal
net products in all occupations equal, that arrangement must
make the national dividend larger than it would be under any
other arrangement.  If the national dividend consisted of one
sort of commodity only, manufactured by means of a number of
different occupations, this conclusion would be obvious; for, if
the value of the marginal net product of resources in one of
the occupations was smaller than in another, the aggregate
quantity of this single commodity could be directly increased by
a transference. To obtain a proof in the conditions that rule in
actual life, we need to recall the definition of a change in the
volume of a dividend made up of a pumber of diverse com-
modities that was given in Chapter V. § 1 of the preceding Part.
The national dividend, it was there said, is larger or smaller in
period A thau in period B according as, apart from compulsion to
work or certain exceptional obstacles to movement, the amount of
economic satisfaction derived from it by a representative member
of the group to which it accrues is larger or smaller. Now,
the value of the marginal net product of resources in any use
is the money measure of the satisfaction which the marginal
increment of resources in that use is yielding to the representa-
tive man. Plainly, therefore, whenever the value of the marginal
net product of resources is less in any one use thanm it is in
any other, the money measure of satisfaction in the aggregate,
and, therefore, the national dividend as here defined, can be
increased by transferring resources from the use where the
value of the marginal net product is smaller to the use where
it is larger. It follows from this that, since, ex Aypothest,
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there is only one arrangement of resources that will make the
values of the marginal net products equal in all uses, this
arrangement is necessarily the one that makes the national
dividend, as here defined, & maximum.!

§ 6. So far we have premised that there are no costs
involved in moving resources from one occupation (or place)
to another. But it is obvious that in fact there are costs—
sometimes serious costs—in the way of movement. We have,
therefore, to inquire in what, if any, respects this fact makes
it necessary to_modify the conclusions set out above. The
kernel of the matter can be displayed as follows. Suppose
that between éwo points A and B the movement of a uunit of
resources can be effected at a capital cost which is equivalent
to an annual charge of n shillings for every year during which
a unit that is moved continues in productive work in its new
home. In these circumstances the national dividend will be
increased by the movement of resources from A to B, so long
as the annual value of the marginal net product at B exceeds
that at A by more than » shillings; and it will be injured by
any movement of resources which occurs after the excess of
the value of the marginal net product at B has been reduced
below 7 shillings. If the initial distribution of resources-
between A and B is such that the value of the marginal net
product at B exceeds (or falls short of) the value of the
marginel uet product at A by any number of shillings less
than #, say by (n — &) shillings, the existing arrangement—that
under which the values of the marginal net products at the
two points differ by (n—2) shillings—is the best arrangement
from the standpoint of the national dividend, not indeed
absolutely, but relatively fo the fact of the initial distribution
and the existing costs of movemend. It is nof, be it noted,

) A minor point should be noticed in passing. In occupations in which no
resources are employed, the value of the marginal net product of resources will,
in general, be smaller than it is in occupations where some resources are employed.
This circumstance clearly does not imply the existence of inequality among the
values of marginal net produets in any sense incompatible with the maximisation
of the national dividend. But, if it should anywhere happen that the value of
the marginal net product of resources in an occupation where no resources are
employed is larger than it is in occupations where some resources are employed,
—e¢.g. & profitable venture which for some reason people have failed to exploit—
that inequality would be an effective inequality and would be incompatible with
the maximisation of the dividend.
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the best arrangement relatively to the existing costs of move-
ment alone. e cannot say that, when the costs of movement
are equivalent to n shillings, the national dividend is best
served by a distribution under which the values of the marginal
net products at A and B differ by such and such a defined
pumber of shillings. The only accurate statement is: when
the costs of movement between A and B are equivalent to »
shillings, the national dividend is best served by the mainten-
ance of the existing distribution, whatever that may be, provided
that this distribution does not involve a divergence in the
values of marginal net products greater than # shillings; and,
if the existing distribution does involve a divergence greater
than n shillings, by a new distribution brought about by the
transference of sufficient resources to bring the divergence
down to » shillings.

§ 7. We have thus inquired what is the best dis-
tribution of resources from the standpoint of the national
dividend (@) where there are not, and (b) where there are, costs
of movement. For completeness we must compare with one
another the two arrangements that are respectively best in
these two sets of conditions, In this connection it is well
to recall the possibility, explained in Chapter IV. of Part I,
that certain special obstacles to movement (and cost is, of
course, one form of obstacle) may, though injuring economic
welfare, at the same time increase the national dividend.
This, however, is an exceptional possibility of little relevance
to practice. Apart from this, it is obvious that, since the
scheme, which is best for the dividend (and economic welfare)
when there are costs, is only best because the additional
advantage to be got from an arrangement yielding equal values
of marginal net products would be less than the costs of
getting it, the dividend will be larger if no costs exist and
the distribution of resources is adjusted to no costs, than
it will be if costs exist and the distribution is adjusted to
that fact. Similarly, the dividend will be increased if costs
of movement are lessened, though not destroyed, and the
distribution of resources is adjusted accordingly.

§ 8. The foregoing analysis rests upon the assumption
that there is only one arrangement of resources which makes
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the values of marginal social net products everywhere equal
—or as nearly equal as, in view of costs of movement,
it is to the interest of the national dividend that they should
be made. This assumption would be justified if the value of
the marginal social net product of resources employed in
each several use was always smaller the greater the volume
of resources employed there. That condition, it will be
noticed, is mnot equivalent to the condition that what
economists call “the law of diminishing returns” prevails
in each several use. Diminishing returns in this sense rule
when the increment of product due to the increase by
a unit in the quantity of resources occupied in producing
some commodity is smaller, the greater is the quantity of
resources so employed! The law of diminishing returus
thus refers to (marginal) physical output, and our condition
to (marginal) physical output multiplied by value per unit;
and it may easily happen that the expansion of an industry
involves a diminution in this complex quantity, even though
actual -physical production obeys the law of increasing
returns. But, when the law of increasing returns is acting
strongly, it is evident that even our condition may very
well nof be fulfilled. Hence, the conclusions set out above
require, to be restated in a modified form. Allowance being
made for costs of movement, it is true that the dividend cannot
reach the maximum attainable amount wunless the values
of the marginal social net products of resources in all uses
are equal. ¥or, if they are not equal, the dividend can
always be increased by a transference of resources from the
margin of some uses to the margin of others. But, when
the values of the marginal social met products in all uses
are equal, the dividend need mot attain an unequivocal
maximum. For, if several arrangements are possible, all

! Dr, Cannan has objected to the use of the term ‘‘law” in connection
with diminishing and increasing returns as defined above on the ground that,
whereas in some industries diminishing, and in others increasing, returns
prevail, a scientific law is a statement that holds true in ali, and not only
in some, circumstances (#Wealth, p. 70). It might be snswered that in fact
this is only true of the most genersl laws of physics. Biologists, for
example, regularly speak of Mendel’s law of inheritance, without any implica.
tion that all inheritance obeys this law. But in any event the point is a verbal
one.
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of which make the values of the marginal social net products
equel, each of these arrangements does, indeed, imply what
mey be called a relative maztmum for the dividend; but
only one of these marxima is the unequivocal, or absolute,
maximum. All of the relative maxima are, as it were, the
tops of hills higher than the surrounding country, but only
one of them is the highest hill-top of all. Furthermore, it
is not necessary that all positions of relative maximum should
represent larger dividends than all positions which are not
maxime. On the contrary, a scheme of distribution approxi-
mating to that which yields the absolute maximum, but
not itself fulfilling the condition of equalt! marginal yields,
would probably imply a larger dividend than most of the
schemes which do fulfil this condition and so constitute
relative maxima of a minor character. A point near the
summit of the highest hill may be higher than any summit
except the highest itself. It is, therefore, very important to
inquire in what conditions, in any industry or use, different
quantities of investment may yield equal values of marginal

ial net products. -

§ 9. The answer is as folows. In an industry in which
production obeys the law of diminishing returns and
demand is not capable of being developed by acquaintance
with the commodity supplied, this state of things is
impossible. ~ But there are two sets of conditions in
which it is not impossible.  First, the employment of
additional resources in the production of a commeodity may,
after a time, emable improved methods of organisation to
be developed. This means that conditions of increasing
return preveil, in such wise that the marginal (physical)
net product of a grester quantity of resources exceeds the
marginal (physical) net product of a smaller quantity: and,
whenever this happens, it is possidle, though, of course, it
is not necessary, that the value of the marginal (physical)
net product of several different quantities of resources will
be the same. Secondly, the employment of additional
resources in the production of a commodity may, after a
time, lead to an increase in the price per unmit offered by
consumers of any given quantity of it. For their taste
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for it may be lastingly enhanced—obvious examples are
afforded by the taste for music and tobacco—through
experience of it. When this happens the value per unit
of a larger product will (after an appropriate interval of
time) be greater than the value per unit of a smaller product.
It follows that, even for commodities whose production obeys
the law of diminishing returns, there may be, though, of
course, there need not be, several different quantities of
invested resources the values of whose marginal social net
products are the same.

§ 10. The practical outcome of this analysis is plain.
Even though the values of marginal social net products were
equal in all oceupations, it would not follow that the national
dividend was incapable of increase. On the contrary, in
any industry where the conditions are such that there
is not only one, but more than one, volume of investment which
would yield a marginal social net product equal in value
to that obtainable elsewhere, unless it so happens that the
volume actually hit upon is that one of these which is the
most favourable to the national dividend, an opening for
improvement must exist. Benefit could be secured by
a lemporary bounty (or temporary protection) so arranged
ag to jerk the industrial system ount of its present poise at a
position of relative maximum, and induce it to settle down
again at the position of absolute maximum—the highest
hill-top of all. This is the analytical basis of the argument
for the protection, or other encouragement, of infant
industries ; and, if the right infants are selected, the right
amount of protection accorded, and this protection removed
again at the right time, the argument is perfectly valid.
Benefit could also be secured by a permanent bounty so
arranged as to force the industrial system from the summit of the
hill-top on which it is found to any position, that overtops
its present site, on the slope of a higher hill. The conditions
in which interference may be expected to have this effect,
rather than that of shifting the economic system to a
different position on the hill that it is on already, are some-
what special. But it can be shown that, in certain states
of demand and supply, some rates of bounty must have this
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effect!  These possibilities have considerable practical
importance. It must be clearly understood, however, that
the possible advantage of particular disturbances of, and
departures from, existing arrangements that involve equality
in the values of marginal social net products affords no
argument in favour of disturbances or departures in general
It is trne that, when the values of the marginal social net
products of resources in all uses are equal, some disturbances
and departures would augment the national dividend. But
the majority of possible movements would not do this. Any
chavge from a distribution of resources involving equality
in the values of marginal net products in all uses, which
was not specially arranged with a view to increasing the
national dividend, would probably in fact diminish it.

§ 11. This general conclusion may, moreover, be extended
in an important way. Just as the national dividend is likely
to be damaged by a change in the distribution of resources
that brings about inequality, instead of equality, in the values
of marginal social net products, so also, subject to the same
conditions as above, it is likely to be damaged by a change
that brings about greater inequality instead of less inequality.
This conclusion capnot, however, be laid down without ex-
planation. If the uses in which resources are employed were
only two in number, its meaning would be perfectly clear and
its validity undoubted. In fact, however, these uses are very
numerous. This circumstance gives rise to a difficulty, which
has already been referred to i another comnection® The
meaning of the concept of greater or less equality among 2
large number of velues is ambiguous. Are we to measure the
degree of equality by the mean deviation from the average
value, or by the standard deviation, or by the “ probable error,”
or by some other statistical measure? If we use the standard
deviation as our criterion, the reasoning of the footnote on
p- 58 shows that an increase in the degree of inequality

1 The shapes of the demesnd and supply curves and the size of the bounty
must be such that, when the demand curve is raised by the bounty, it does not
cat the supply curve st any point corresponding to its former point of intersection,
bat does cut it at s point corresponding te a point of stable equilibrium farther
to the right than this. This condition can readily be depicted in a diagram.

2 Cf. ante, Part I, Chapter IV, § 11.
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subsisting among the values of marginal net products in
different uses will probably lead to a decrease in the national
dividend. But the probability is of a lower order than the
probability that an increase in the degree of inequality when
there are only two uses, and, therefore, no ambiguity about
the meaning of this increase, will have that effect. A
probability of the same order as that probability arises only
where the increase of inequality is brought about by a group
of (onme or more) changes of individual values, each one of
which taken by itself tends to increase inequality. Thus, if
the distribution of resources is so altered that & number of
values of marginal net products which are below the average
are all reduced, or if a number which are above the average
are all increased, the probability that the dividend will be
decreased is of a fairly high order. But, if a cause comes
into play, which, while increasing the degree of inequality
among the values of marginal net products on the whole, yet
diminishes some values that are above the average and increases
some that are below it, the probability may be of a much lower
order. This type of difficulty is not, however, of great practical
importance, because the obstacles to equality with which we
have to deal are, for the most part, general obstacles, and
operate in the same sense at nearly all points where they
operate at all.



CHAPTER 1lI

THE TENDENCY TO EQUALITY OF RETURNS IN
DIFFERENT OCCUPATIONS

§ 1. Ir is widely believed that the return per urit obtained
from the use of any kind of resource in any occupation tends
to be equal to the value of the whole marginal net product, or,
in the language of the preceding chapter, to the value of the
marginal social net preduct, of the resources employed in that
occupation. Let us provisionally accept this thesis. On the
basis of it is easily shown that the free play of self-interest tends
so to distribute resources among different occupations as to
render the values of marginal social net products everywhere
equal. For there are a number of different uses into which
resources may flow. Any person considering how to employ
those over which he has control will naturally prefer that use
which promises the largest return. But, after a while, each
several use tends to become satiated, so that the devotion of
further resources to it yields a less than proportionate return.
So long as the addition of a farther pound to investment in any
one use would yield a larger return than, allowing for cost of
movement, could be obtained elsewhere, it will be to every-
body’s interest to pour his resources into that use. When
this process has gone on for some time, the addition of a
further pound to that use will no longer yield a larger return
than it would yield elsewhere ; and it will, therefore, no longer
pay to divert resources away from other uses into that one.
But, until equality of returns, which, on our hypothesis, means
equality in the values of marginal social net products, in all
uses has been established, it will pay to do this, and, on
the reasoning of the preceding chapter, the national dividend
125
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will probably benefit thereby. Of course, this does not imply
that self-interest will suffice at every, or indeed at any, moment
to secure that distribution of resources which is best adapted to
the interest of the vational dividend. Mill’s illustration from
wave movements on the ocean is wholly apposite. Under the
influence of gravity there is & constant tendency to equality
of level in all parts; but, since, after any disturbance, this
tendency takes time to assert itself, and since, before the
necessary time has elapsed, some fresh disturbance is always
introduced, equality of level does not in fact ever occur. It
is, in short, with a tendency, and not with a fact, that we have
to do. This, however, does not affect the practical conclusion
of the argument. Provided that the conditions contemplated
above are satisfied, obstacles in the way of that distribution of
resources which self-interest tends to bring about will render
the values of the marginal social net products of resources in
different uses more unequal, and so will probably damege the
national dividend.

§ 2. It would seem at first sight to follow from this that
the removal or lessening of any obstruction to free movement
must make these values less unequal and should, therefore, make
the dividend larger. This, however, is not really so. The
situation is made complex by the fact that obstructions to free
movement comprise both costs of movement and imperfections of
knowledge. If they consisted of costs alone, or of imperfect
knowledge alone, it would be obvious that a removal or lessening
of them would make the values of marginal net produets more
equal and thus, in general, increase the dividend. But in
actual life we have to contemplate reduction of costs while
knowledge is still imperfect and improvement of knowledge
while costs remain. The resulting complications need careful
study.

§ 8. It is plain that, if people wrongly think that a larger
return can be obtained by sending resources away from A for
investment at B, a diminution in costs will cause resources to
be sent which, as a matter of fact, would have been more
productive if left where they were. It is thus certainly
possible that a reduction of costs in actual life may render the
values of marginal net products more unequal and so lessen



cx. EQUALITY OF RETURNS 127

the pational dividend. In the appended footnote, however, it
is shown by a technical argument that this is, on the whole,
unlikely. Thus, our main proposition, stated as it was in a
probable form, remains so far intact.!

§ 4. There is a different kind of complication when costs
of movement remain unchanged but knowledge is improved.

! The proof is as follows. Let people's judgment concerning the value of
the marginal net prodact of resources invested at B be correct, but let their
estimate of the corresponding value st A differ from fact by a defined quantity k.
Let the costs of movement between A and B be equated to an annual sum spread
over the period during which the unit of resources that has moved may be
expected to find profit in staying in its mew place. This snnual sum is not
necessarily the same in respect of movements from A to B and movements from
B to A. Transport, for example, “‘acis more easily down than up hill or stream
(snd] . . . the barrier of langusge acts more strongly from England to Germany
than eice versa” (Macgregor, Jadustrial Combiration, p. 24). For the present
purpose, however, we may ignore this complication and represent costs in either
direction by an annusl sum equal to %, Copstruct a figure in which positive
values are marked off to the right of O and negative values to the left. Mark
off OM equal to &; and MQ, MP on either side of M each equal ton. Itis
then evident that the excess of the vslue of the marginal net product of resources
at B over that at A—let this excess be kmown as 2—is indeterminats and may
lie anywhere between a value 0Q, which may be either positive or negative,
and a ralnpe OP which may also be either positive or negative. A diminution
in the value of m is represented by movements on the part of the two points P
and Q towards M. So long as the values

)

of ¥ and n are such that P and Q lie on opposite sides of O, it is obvious that
these movements make impossible the largest positive and the largest negative
values of i that were passible before, and have no other effect, When, however,
P and Q lie on the same side of Q—in which case, of course, all possible values
of A are of the same sign—they make impossible both the largest values of A
that were possible before and also the smallest values. Tbis double change
seems equally likely to increase or to diminish the value of . Hence, if it
were the fact that the points P and Q always lay on the same side of O, we
could not infer that diminutions of the value of » would be likely to affect the
value of A either way. [In fact, however, it must often happen that P and Q
lie on opposite sides of 0. When account is taken of thess cases as well as of
the others, we can infer that, over the mass of many cases, diminutions in the
value of n are likely to reduce the valne of . In other words, diminutions in
the costs of movement are likely, in general, to make the values of the marginal
net products of resources at A and B less unequal. Furthermore, it is evident
that, when the distances MP and MQ are given, the probability that P and Q
will both lie on the same side of O and, therefore, the probability that a
diminution in the distances MP and MQ will be associated with an inerease in
the value of %, is smaller the smaller is the value of k.
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This improvement need not lead to an increase in equality
among the values of marginal net products. For suppose
the conditions to be such that, if perfect knowledge prevailed,
the value of the marginal net product of resources at one
point A would exceed the corresponding value at amother
poiné B by one shilling, and that the cost of moving a unit
of resources from B to A would just balance this advantage.
But, in fact, let us further suppose, knowledge is imperfect;
people believe the value of the marginal net produet at
A to be higher than it really is; they therefore send more
resources from B to A than they would do if better informed ;
and, therefore, the excess of the value of the marginal net
product at A over that at B stands at less than x shillings.
In these circumstances the growth of a more correct judg-
ment would evidently ¢ncrease the degree of inequality
prevailing between the values of the marginal net products
of resources at A and B, This is an awkward result. Any
one holding in a loose general way that anything which has
this effect must injure the national dividend would be forced
to the paradox that an increase in knowledge about productive
opportunities would actually do harm. But the apalysis
of Chapter IV. § 3 of the preceding Part disposes of this
difficulty. It enables us to conclude that, in the example chosen
above, an improvement in knowledge both makes the values of
marginal net products less equal than they would have been
in a régime of greater ignorance, and increases the national
dividend.

§ 5. This last line of thought, pushed a little further,
enables us to clear up yet another difficulty. This has to
do with the effect of State bounties designed to lessen
ignorance or reduce the costs of movement. If it was in
all circumstances beneficial to the npational dividemd that
equality among the values of marginal net products should
be promoted, it must follow that the effect of a cheapening
of knowledge or of movement to persons who control resources
is the same whether that cheapening results from a real
reduction of costs or from a transference of costs to the
shoulders of other people. In either case, movements will
be stimulated which diminish inequality among the values
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of marginal net products and, therefore, it would seem,
which also increase the national dividend. The analysis cited
above enables us to see that this conclusion is incorrect. A
cheapening of knowledge and movement to individuals,
brought about by the transference of a part of the cost of
these things to the State, does, indeed, involve increased
equality among the values of marginal net products
at different points. But the increase of equality is an
increase beyond what, relatively fo eristing conditions, is
most advantageous. Prima facte, this sort of cheapening,
despite the fact that it makes the values of marginal net
products more equal, is likely to injure the national dividend.!
§ 6. The foregoing somewhat complicated analysis leaves
intact the imain thesis of our first section. Private self-
interest, so far as it is wnot obstructed, tends to direct
resources into various competing channels in such a way
that the returns obtainable from further increments of
investment are approximately equal in all of them. It
must be remembered, indeed, that this tendency has only
been proved favourable to the national dividend upon the
assumption that the rate of returns to resources in any lt
occupation is equivalent to the value of the marginal
social net product there. In later chapters it will be
shown that this assumption is often not warranted. When
it fails, an arrangement involving equality of returns
must differ in certain definite ways from the most advan-
tageous arrangement; and there is a prima facie case for
State, or other, interference designed to correct the error.

! To obviste misonderstanding two modifying considerations should
be added. First, the presumption just established against the grant of a
bounty to the indusiry of promoting mobility is merely a special case of
the genersl presumption sgainst the grant of a bounty to any industry.
It may, therefore, be overthrown if there is special reason to believe that,
in the absence of a bounty, iavestment in the industry in question would
oot be carried so far as is desirable, Secondly, when the State takes over the
work of providing either information or the means of movement, and elects
for any reason to sell the result of its efforts either for nothiag or below cost
price, we have, in general, to do, not merely with the grant of a bounty
on these things, but at the same time with s real cheapening due ta the
introduction of large-scale methods. Even, therefore, thongh the bounty
element in the new arrangement were proved to be injurions, it might still
happen that that arrangement as a whole was beneficial. .

K
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A recognition of this fact, however, is quite consistent
with the view that obstructions which check equality, intro-
duced otherwise than with deliberate curative design, are
likely to prove injurious. It is true, as was implicitly
argued in § 10 of the last chapter, that particular drugs
consumed in particular quantities at particular times may
cure diseases; but it is equally true that the consumption
of drugs in general in a casual and miscellaneous manner
will damage a person's health.



CHAPTER IV

HINDRANCES TO EQUALITY OF RETURNS DUE TO IMPERFECT
EXOWLEDGE

§ 1. Amoxe the casual obstructions to equality of returns
a high place, as has already been hinted, is held by
ignorance. A flowing stream of resources is continually
coming into being and struggling, so far as unavoidable costs
of movement allow of this, to distribute itself away from
points of relatively low returns towards points of relatively
bigh returns. Success in this struggle is interfered with
by imperfect knowledge on the part of those in whose hands
the power to direct the varions branches of the stream resides.
To obtain an idea of the scale of the damage which results
from this cause, it is desirable to study briefly certain aspects
of modern business finance.

§ 2. The first thing that calls for comment is the general
character of business accounts. In businesses conducted by
private firms no statement of profits is made public. In
businesses conducted by joint stock companies a certain
amount of publicity is enforced by law., But the device of
stock-watering and other devices for concealing from outsiders
the real rate of return that is obtained on the capital actually
invested make it exceedingly difficult, even here, for anybody
other than a specialist to form a good judgment of the com-
parative prospects of different occupations. The difficulty is
still further enhanced by the fact that the prospects which it
is necessary to forecast refer, not to immediate returns only,
but to returns spread over a comsiderable period; for it is
evident that, as regards these returns, even correct knowledge
of the immediate past gives but imperfect guidance. In view

181
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of these facts, it might seem that, in existing conditions,
ignorance will alnost entirely inhibit the tendency towards
equality among the returns to resources in different uses.
Such a view, however, would be unduly pessimistic. “Though
it may be difficult,” Dr. Marshall writes, “ to read the lessons
of an individual trader’s experience, those of & whole trade
can never be completely hidden, and cannot be hidden at all
for long. Although one cannot tell whether the tide is rising
or falling by merely watching half-a-dozen waves breaking on
the seashore, yet 2 very little patience setfles the question;
and there is a general agreement among business men that
the average rate of profits in a trade cannot rise or fall much
without general attention being attracted to the change before
long. And though it may sometimes be a more difficult task
for a business man than for a skilled labourer to find out
whether he could improve his prospects by changing his trade,
yet the business man has great opportunities for discovering
whatever can be found out about the present and future of
other trades; and, if he should wish to change his trade, he
will generally be able to do so more easily than the skilled
workman could.”' Ignorance, in short, as to the relative
profitableness of different occupations taken as a whole, though
it may be complete enough among the general public, is
probably much less important than it appears to be at first
sight 2mong those persons by whose agency the flow of resources
into different oceupations is, in the main, directed, Neverthe-
less, there is clearly room for improvement in the matter of
business publicity,? and, if such improvement were made,
ignorance would be lessened, equality in the values of marginal
net products promoted, and the volume of the national dividend
consequently increased.

. §3. I turn next to the relation between ignorance and
the quality of the persons by whom the investment of resources
is controlled In a primitive community investment is
carried on almost exclusively by entrepreneurs actually
engaged in the various industries and devoting to the conduct
of them resources belonging to themselves. :Their quality

1 Principles of Ecomornics, p. 608.
2 Cf, Layton, Capital and Labour, ch. iv.
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alone is relevaot to our problem; and it is obvious that the
range of error in the forecasts that are made is likely to be
smaller or larger according as able men are or are nof content
to adopt business as a career. In the modern world, however,
most forms of industry are financed from resources belonging
to a great number of other people, besides those who actually
manage businesses. These other people include, on the one
hand, professional financiers, company promoters or promoting
syndicates, and, on the other hand, moneyed people among the
general public whom these promoters induce to invest in their
ventures, “The promoter’s special province,” writes Professor
Mitchell, “is to find and bring to the attention of investors
new opportunities for making money, new natural resources
to be exploited, new processes to be developed, new products
to be manufactured, new organisations of existing business
enterprises to be arranged, etc. But the promoter is seldom
more than an explorer who points out the way for fresh
advances of the army of industry. . . . There are always
being launched more schemes than can be financed with the
available funds, In rejecting some and accepting others of
these schemes, the men of money are taking a very influential,
though not a very conspicuous, part in determining how labour
shall be employed, what products shall be used, and what
localities built up.”! In modern industry then the direction
of a large part of the community’s investment i3 in the joint
control of professional financiers interested in company pro-
moting and of the moneyed part of the general public.
What is to be said about the capacity and business judgment
of this complex directing agency ?

§ 4. The comparative capacity for detecting good new
openings for enterprise of the professional financier and of the
ordinary business man—the entrepreneur investor of former
days—is not difficult to determine. First, the professional
financier is a specialist in this particular work, whereas to the
ordinary business man an opportunity for undertaking it would
come, if at all, only at rare intervals. Clearly, the specialist is
likely to make better forecasts than the gemeral practitioner.
Secondly, the international character, which the development

1 Mitchel), Business Cycles, pp 34-5.



134 ECONOMICS OF WELFARE PT. I

of the means of communication has in recent times given to
many industries, has made the advantage enjoyed by the
specialist much greater than it used to be when a knowledge
of local conditions, such as an intelligent business man would
naturally possess, afforded a sufficient basis for a good forecast.
Lastly, the fact of specialisation gives freer play to the selective
agency of bankruptey, in eliminating persons who undertake
to choose openings for new enterprises and cannot choose well.
When the functions of financier and manufacturer are rolled
together in one man, the man may flourish through his manu-
facturing skill — good business tactics — despite of incom-
petent business “strategy.” When the two functions are
separated, anybody who undertakes the one in which he is
incompetent relatively to other people is apt to lose his
money and be driven from the field  Furthermore, the
cfficiency of this natural selection is augmented by the fact
that a professional financier undertakes a great number of
transactions, and that, therefore, the element of chance plays
a small part, and the element of efficiency a large part, in the
result, Hence, there can be no doubt that the advent into any
industry of professional financiers means the advent of persons
better able than those immediately concerned in the industry
to forecast future conditions. Against this has to be set the
fact that the great bulk -of those members of the general
public, who ultimately supply the funds for the enterprises
that professional financiers - have organised, are much less
capable than ordinary business men of forecasting future
conditions. If promoters always looked for the operings
most profitable on the whole, as distinguished from those
that can be so manipulated as to become most profitable to
themselves, this ignorance on the part of people who follow
their lead would not, perhaps, greatly matter. Unfortunately,
however, it is often to the interest, and it is usually in the
power, of the professionals, by the spread of false information
and in other ways, deliberately to pervert the forecasts of
their untutored colleagues. It is this fact that makes the net
cffect of the modern system upon the distribution of the
community’s investments among openings of varying merit
somewhat doubtful. The prospect of advantage is probably
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increased when, as in Germany, the flotation of new companies
on the basis of shares of extremely low nominal value is
forbidden by law; for then a certain number of the poorer
and, perhaps, more ignorant persons, who might be most easily
tricked, are driven away.! Again, any legislative enactment,
capable of being enforced, that checks the fraudulent exploita-
tion of incompetent investors by dishonest professionals, tends
pro tanto to diminish the range of error to which the general
mass of operative forecasts made in the community are liable.
“ The public regulation of the prospectuses of new companies,
legislation supported by efficient administration against fraudu-
lent promotion, more rigid requirements on the part of the
stock exchanges regarding the securities admitted to official
lists, and more efficient agencies for giving information to
investors fall under this head.” *

6. A more fundamental remedy is introduced when the
work of promotion itself is kept in the hands of bankers—
whose reputation, of course, depends upon the permanent
success of the business undertakings that they have founded.
This is done in Germany. Big German banks retain a
staff of technical experts to investigate and report upon
any industrial ventures that may be proposed, decide after
elaborate inquiries which ventures to promote and, in short,
constitute themselves a financial genmeral staff to industry.
The contrast with the Ebglish system is well pointed out
in the following passage: “The English joint stock companies
(banks), conforming to the theory, have abstsined in a direct
way from flotations and the underwriting business, as well
as from bourse speculation. But this very fact causes
another great evil, namely, that the banks have never shown
any interest in the newly founded companies or in the
securities issued by these companies, while it is a distinct
advantage of the German system that the German banks,
even if only in the interest of their own issue credit, have
been keeping a continuous watch over the development of

1 In Germany shares are, in no case, permitted of & lower face value than
£10, and they are not usually permitted of a lower face value than £50.
(Schuster, ¢ Principles of Germar Civil Law, p. 44.)

2 Cf. Mitchell, Bitsiness Cycles, p, 585.
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the companies which they founded.”! No doubt, this
practice of banks acting as promoters involves great risks
and ‘absolutely requires that their capital resources shall be,
as they are in Germany? very much larger relatively to
their liabilities than is usual among English banks; for
otherwise losses sustained in the promotion business, or even
the temporary “solidification” of funds locked up in this
business, might render the banks unable to meet their obliga-
tions to their depositors. Moreover, it must be remembered
that the position of this country as the banking centre of
the world, and, until recently, the principal free market
for gold, would make the locking up of bank resources in
long ventures more dangerons than in other countries. I
make no suggestion, therefore, that the general policy hitherto
pursued by British banks has been other than well advised.
Nevertheless, there can be no doubt that, when conditions
are such as to allow banks safely to undertake the work
of promotion, a real advantage results. They are more likely
than are certain types of private financiers to look out for
openings which really are sound, as distinguished from openings
which can be made for a short time to look sound. It is,
indeed, possible that, in some circumstances, where the
rival interests of different nationalities are affected, powerful
banking institutions operating along these lines may be

! Riesser, The German Great Banks, p. 555.

2 The general practice of the Eunglish banks is to supply ‘‘banking
facilities,” that is to say advances, whether by discount of bills or otherwise,
that have a short currency only, and not *financial facilities,” ¢.e. advances
with a long currency. It is sometimes claimed that this practice handicaps
those British industries in which opportunities may arise for the profitable
oxpansion of plant at short notice,—to make possible, for example, their
acceptance of some large order which might throw open for them the entry
inte some mew market ; for the raising of fresh capital by an issue of shares
or debentures mecessarily takes time. It is also sometimes claimed that
our banking practice makes it dificult for British traders to make their way
in those foreign markets where purchasers are accustowned to expect very long
credits, It was with a view to mecting thess complaints that Lord Farringdon's
Cominittee on Financial Faoilities (1916) recommended that an institution
should be cstablished with a large capitsl, not undertsking ordinary deposit
banking, but prepared to provide financial facilitiea both for the development
of industries at home and, where necessary, for the conduct of forcign trade.
This recommendation was acted upon, and an institution of the kind con-
templated—the DBritish Trade Corporation—was grauted a Charter in April
1917,
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made the instruments of a political movement, and may allow
their conduct to be swayed by other tham economic considera-
tions. But this aspect of the matter is unsuited for
discussion here,

§ 6. It is not, however, only by acting as promoting
agents that baokers can help to direct resources into
productive channels. It is true that ordinary bankers in
their loans to traders, whether made directly or through
bill-brokers, are concerned only with the safety of the debt.
The judgment that they make about the capacity of would-
be borrowers to meet their obligations involves, when
acceptable security is offered, no judgment as to the
comparative profitableness of the undertakings into which
different would-be borrowers will put the money they succeed
in raising, But, when bankers are required to make loans
to persons who are not in a position to offer full banking
security, they are compelled to assume a more important
role. They canoot lend on a mere promise to pay, but
are bound, in their own interest, to make elaborate inquiry,
both as to the trustworthiness of the borrower, and also
as to the purpose to which he proposes to devote the proceeds
of the loan. Speaking of the peasant borrowers of India,
Sir Theodore Morison writes: “ It is useless, however amiable,
to believe that the ryot is only thirsting for capital in order
to invest it at once in the improvement and development
of his estate.”! Again, in the Report on the working of
the Co-operative Credit Societies Act in Burma, issued in
1907, it is urged that “in Burma borrowing is mostly due
to habit and want of forethought and not to necessity ; that
the capital really required to finance cuitivation (apart from
luxury) is very much less than what is generally supposed,
and that mere provision of cheap money, through co-operative
societies or otherwise, tends, owing to the existing state
of public feeling, to induce waste of income rather than
thrift ; and, lastly, that in Burma very special care will be
necessary to see that the societies are managed in such a
way that the. prevention of waste and inculeation of thrift

L The Industrial Orvganisation of en Indian Provines, p. 110.
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are effectively impressed on the members’ minds”' The
recognised machinery for exercising this type of control and
supervision is provided by People’s Banks, such as the
Raiffeisen Banks in Germany and their Italian counterperts.
These banks evoke the necessary knowledge by a double
process. First, the persons brought together as members
of the Bank and, therefore, as potential borrowers, are
gathered from a small area only, in such wise that the
controlling committee can easily obtain intimate personal
information concerning all of them. Only those persons
are allowed to become members, of whose probity and general
good character the committee have satisfied themselves. In
some banks—in the Italian Banchi Popolari, for instance——
the committee draw up, ad inifio and independently of any
particuler application, a list of the sums which in their
opinion mey safely be lent to the various members? This
list is afterwards used as a basis for loans, just as the lists
of the communal durcaux de bienfaisance in France are used
as a basis for the grant of Poor Relief. Secondly, the
grant of a loan is often made conditional on its being
employed for a specified purpose, and subject to certain rights
of supervision reserved for the lender. Thus, whereas in
most land-banks (where material security is taken) “the
proceeds of mortgages may be used as the borrower pleases,
¢g. in paying off loans, in portioning younger sons, etc,” in
the Raiffeisen Banks careful inquiry is undertaken into the
purpose for which the loan is required, and provision is
made for its recall should the borrower divert it from that
purpose.® The general tendency of this arrangement is to lessen
the number of investments made under the impulse of
ignorance in undertakings that yield an abnormally low
return, and so indirectly to augment the national dividend.
¥ Report, p. 15.
2 Cf. Wolf, People’s Danks, p. 154.

3 For an account of Raiffeisen and kindred Banks, ¢f. Fay, Co-operation
at IHome and Abroad, Part L.



CHAPTER V

HINDRANCES TO EQUALITY OF RETURNS DUE TO IMPERFECT
DIVISIBILITY OF THE UXNITS IN TERMS OF YHICH
TRANSACTIONS ARE CONDUCTED

§ 1. AvLoxGSIDE of imperfect knowledge, as discussed in the
preceding chapter, there is a further influence hindering
the tendency to a distribution involving equality of returas
in different occupations. This is a peculiar kind of cost
of movement. A pure mathematical treatment of economic
problems always assumes that, when there is opportunity
at any point for the profitable employment of given quantities
of the several factors of production, each factor can be received
there in upits that are indefinitely small and are capable
of being separated completely from units of any other factor.
In so far as this assumption is not warranted, it is readily
seen that the tendency to equality of returns will be imper-
fectly realised. For, on the one hand, if an enterprise is
only financed, in respect of any one factor, by means of
units, each of which has the value of £1000, it is obvious
that, though the transference of £1000 worth of the factor
to or from elsewhere could not, when equilibrium is established,
bring about an increased aggregate return, the transferemce
of any sum less than £1000 might have this effect. In
short, when the units, in terms of which transactions are
made, are not indefinitely small, the tendency to equality
of returns in all uses degrades into a tendency to limitation
of inequality—a limitation the extent of which is diminished
with every increase in the size of the units. On the other
hand, if an enterprise is only financed, in respect of any
two factors, by means of units which combine factor A
189
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and factor B in a definite proportion, it is obvious that,
though the transference of one of those complex combined
units to or from elsewhere could not, when equilibrium is
established, bring about an increased aggregate return, the
transference in isolation of some quantity of either of the
two factors might have this effect. Hence, when the units,
in terms of which transactions are made, are compounded
of fixed proportions of two or more factors, the tendency
to equality of returns in all uses again degrades into a
tendency to limitation of inequality. It follows that largeness
or complexity in the unmits, in terms of which transactions
are made, act in the same way as obstacles to movement.
In general they obstruct the tendency of self-interest to make
the return obtainable by each several factor of production
equal in all uses.

§ 2. At one time it may have been true that the units
in which capital transactions were made were noticeably
large. Of recent years, however, the size of those units
has been greatly reduced in two ways. Of these ome is
obvious, the other relatively obscure. The obvious way
is the diminution in the value of individual deposits which
banks will accept—the Savings Bank, for example, allows
pennies to be deposited separately—and a similar, though
less extensive, diminution in the value of the individual
shares issued by companies! The more obscure way depends
upon the fact that a unit of capital is, as it were, two-
dimensional. A man can reduce the quantity of capital
which he provides, not only by altering the number of pounds
that he lends over a defined time, but also by altering the
time over which he lends a defined number of pounds.
Reduction in the time-extension of the units in which capital
is borrowed is of great importance in practice, because,
whereas most enterprises require funds for a long period,
many borrowers are only willing to cut themselves off
inexorably from their resources for a short period, There
have been evolved in the modern world two devices, through
which the required reduction in time-extension has been

L It must be remembercd, as was indicated in § 5 of the preceding chapter,
that this tendency is not without incidento] disadvantages,
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effected. The first of these is the actual acceptance of loans
for short terms by entrepreneurs, in dependence partly on the
elasticity of the wants of their enterprise, and partly on the
chance of opportunities for reborrowing elsewhere. The
second is the organisation of the Stock Exchange, by resort
to which the funded debts of enterprises can be transferred,
—a device which is, from the lender’s point of view, the
next stage to permission to recall his loan from the enterprise
itself. These two devices have fairly distinct spheres. To
rely too largely on short loans is felt to be dangerous. “In
proportion as enterprises depend upon short-time credits
rather than wupon paid-up capital or permanent loans
are they in danger of failure in times of stress” '—through
inability to renew the credits. There has, therefore, grown
up & rough general understanding that ,short-time paper
is ap unsuitable means of raising money for things like new
equipment, from which the turn-over is necessarily slow; it
should be used only to finance expenditure on materials
and labour employed in making commodities that are likely
to be sold before the maturity of the paper? This distinction
between the two devices is not, however, important for the
present purpose. Both of the devices are essentially similar,
for both depend on the general probability that the willing-
ness of the aggregate communrity to lend will be less variable
than that of an average individval. In consequence of this,
on the ore hand, 2 company, by discounting bills through
banks, borrows part of its capital for a series of short terms
from different people, thus enabling any one of them to lend
for a few months. On the otber band, a man, who makes
savings for a “treat™ or to meet an accident, instead of
storing what he expects to wani, invests it in long-time
securities, in reliance on the organisation of the Stock
Exchange to enable him to realise his capital at need. These
devices are not perfect. In times of stress the discounting
of new bills may. prove very difficult and costly, and the
realisation of capital by the sale of shares may not be
possible escept at heavy loss. They have availed, hoswever,

1 Burton, Financial Crisis, p. 263.
* COf. Meade, Corporation Finanee, p. 231,
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to bring about a large and important reduction in the time-
extension of the units in terms of which capital transactions
are conducted. As regards labour transactions, it is plain
enough that the units are fairly small. Hence, in the modern
world, apart from certain special problems of land transfer that
cannot conveniently be discussed here, the only department
in which largeness in the units of transactions obstructs the
tendency of self-interest to bring about equality of returns
in different occupations would seem to be that of employing
power. The average wielder of employing power cannot
be regarded as indefinitely small, as compared with the
aggregate quantity of employing power that is in action
in any use. This fact brings it about that the returns to
employing power in different uses are checked from approach-
ing very clasely towards equality ; and, hence, that the nationa)
dividend is rendered smaller than it would be if employing
power were more fully divisible.

§ 3. Let us next consider cowplexity, or compound char-
acter, in the units in terms of which transactions are made.
Here, as before, it is capital which calls for the greatest
amount of discussion. TFor, capital, as ordinarily conceived
in business, is not a pure elementary factor of production.
In the concrete, of course, it appears in the form either of
plant and equipment or of a system of connections called
goodwill. But this concrete capital is always made up of
a combination, in varying proportions, of two factors, namely,
waiting and uncertainty-bearing' TUnder primitive condi-
tions, if an enterprise was undertaken by more than one

! The nature of the service of ‘‘waiting” has been much misunderstood.
Sometimes it has been supposed to consist in the provision of money, sometimes
in the provision of time, and, on both suppositions, it has been argued that no
contribution swhatever is made by it to the dividend. Neither supposition is
correct. ¢ Waiting " simply means postponing consumption which a person
has power to enjoy immediately, thus allowing resources, which might have
been destroyed, to assume the form of productive instruments and to act as
“ harness, by which natural powers are guided so as to assist mankind in his
efforts * (Flux, Principles of Economics, p. 89). The uynit of ‘“waiting” is,
thereforc, the wse of a given quantity of resources—for example, labour or
machinery—for 8 given time. Thus, to take Professor Carver's example, il a
manufacturer buys ono ton of coul a day on each day of the year and buys each
day’s supply one day shcad, the waiting he supplies during that year is one

ton of coal for one year—a year-ton of coal (Distribution of Weallh,
p. 258). In more general terms, we may say that the unit of waiting is a
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person, it was practically necessary for ¢ach of the several
contributors to furnish waiting and uncertainty-bearing in
the proportions in which these factors were required in the
aggregate. They would, in effect, pool their capital, taking
upon each £ lent an equal measure of uncertainty-bearing.
They would be partners, or, if we wish to suppose them in
the enjoyment of limited liability, joint shareholders in a
company whose capital consisted entirely of ordinary shares.
In modern times, however, this is no longer necessary. An
enterprise that requires, say, 2 units of waiting plus ¥ units
of uncertainty-bearing, need no longer obtain from each

subscriber of one unit of waiting % units of uncertainty-

bearing also. By the device of guarantees its demand can
be separated into two streams, in such wise that waiting
alone is drawn from one set of people and uncerfainty-
bearing alone from another set. Guaraniees may assume
a great variety of forms. They are given to industrialists
by insurence companies, which undertake, for a consideration,
that the industrialists’ earnings shall be unaffected by fire
or accident. They are given by Exchange Banks, such
as those which, in India before 1893, bought importers’ and
exporters’ bills at the time of their bargain, and so, for a
price, insured them against loss (or gain) from any fluctuations
in the exchange which might occur in the interval between
the bargain and the realisation of the bills. Where indus-
trielists have to do with staple goods, for which grading
permits the establishment of future markets, they are given,
for the more general risks of business, by speculators. For
a miller or cotton merchant, undertaking an order to supply
flour or cotton goods, can buy the speculator’s promise to

year-value-unit, or, in the simpler, if less accurate, Janguage of Dr. Cassel,
8 year-pound. The graver difficulties involved in the conception of uncertainty-
bearing are discussed in Appendix 1. A caution may be added against
the common view that the amount of capital accumulated in any year is
necessarily equal to the amount of “savings * made in it. This is not $o even
when savings are interpreted to mean net savings, thus eliminating the savings
of one man that are lent to increase the consnmption of another, and when
temporary accumulations of ¥nused claims upon services in the form of bank.
money are ignored ; for many savings which are meant to become capitsl in
fact fail of their purpose through misdirection into wasteful uses.
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provide him with his raw material m the fautwe for a
stipulated sum, irrespective of the price which may then
prevail in the market; and, in like manner, 2 farmer whose
crop has not yet been harvested, can buy the speculator’s
promise to take it off his hands in the future for a stipulated
sum, irrespective of the price then ruling! Like guarantees
are given to a banker preparing to discount a bill for an
industrial enterprise, when a second banker, or a bill-broker,
or some independent person, consents to accept, or endorge,
the bill, or, as is usual with “cash credits” in Scotland, to
stand surety for the original borrower? They are given
to a Central Bank, when a People’s Bank, working, either
on unlimited liability or with a subscribed capital of guarantee,
in effect borrows money on behalf of its local clients® They

1 In actual practice the method usually pursued of transferring uncertainty-
bearing to the specnlative market is somewhat more complicated than the
above, The miller protects himself by ““buying a future” in wheat when he
makes a contract for future delivery of flour, and then selling the future pari
passu with purchases of spot wheat of various grades as he needs them for his
milling. In like manner, the farmer protects himself by selling a future at an
early stage, and then buying to cover it in the speculative market and selling
his actual wheat in the spot market at the same time, The detailed methods
that may be adopted—and there are many varieties of them—do not, however,
affect the essential nature of these tramsactions, One further point should be
added. It must not be supposed that all the transactions that occur on the
produce exchange comsist in purch from prod or sales to ultimate
consumers, There are many traunsactions between traders neither of whom
will ever come in contact with the commedity traded in. These transactions
act upon price in the same way as the others, and constitute, in fact, the
machinery through which & number of persons, whe make it their business to
forecast market conditions, are enabled to make their influenco felt, Mr.
Emery's remark that ¢¢ speculation consists in assuming the inevitable economic
risks of changes in valuo ™ (Stack and Produce Exchanges, p. 101} is thus some-
what misleading. Specnlation as ordinarily unders does, indeed, only
assume ancertainties which arise in connection with inevitable changes of value,
but the mass of uncertainties which it assumes is considerably larger than the
mass that would exist if there were no speculation,

? The essence of the guarantee given by the acceptor’s signatnre is the
same whether the bill is drawn in respect of goods received, or is an accom.
modation bill endorsed by an accepting-house, which lends its name for a
consideration. The variety of accommodation bills known as ‘¢ pig-on-bacon,”
where the acceptor is a branch of the drawing house under an aiias, is, of
course, dilferent, becanse these bills, in effect, bear only one name; and the
same thing is substantially true when the fortuncs of the endorsing house and
the original borrower are so closely interwoven that the failure of the one would
almost certainly involve the failure of the other.

3 The controversy between the advocates of limited and unlimited Hability
has sometimes been keen. In the ordinary banks and in the Schulze-Delitzsch
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are given finally to a banker or other lender when a borrower
obtains a loan from him by a deposit of “ collateral ” security.
By far the most efiective form of security consists in fhe
stock and share certificates of industrial enterprises. For
the deposit of these, unlike the deposit of chattel security,
involves no present loss to the depositor, while their ultimate
assumption, unlike the foreclosure of a morigage, threatens
no difficulty to the person in whose favour the deposit has
been made, Furthermore, the “ continuous market ” provided
for securities by the Stock Exchanges of the world safe-
guards the holders of them against the danger of slumps in
value so sudden and large as those to which persons holding,
as collatersl, the title-deeds of parcels of real estate are liable.!
In recent times, partly in consequence of the supersession
of partnerships by joint stock companies? the proportion of
pational wealth represented by stocks and shares, and, there-
fore, available as collateral security, has enormously increased.
According to Schmoller’s estimate of a few years before
the war, whereas 100 years ago only a very small proportion
of any country’s wealth was in this form, to-day in Germany
17 per cent—Riesser says 33 per cent—and in England
40 per cent, of it is covered by paper counterparts® Accord-
ing to Mr. Watkins's investigations, 77 per cent of the capital
value owned by residents in the United Kingdom, on which
estate duty was levied in 1902-3, was “personalty,” and,
out of personalty, 70 per cent was paper property.! As
a natural consequence, the area over which the device
of guarantees can be employed, and, therefore, the segregation
of waiting from uncertainty-bearing brought about, has been
greatly extended,

§ 4. This device is not, however, the only method by

People’s Bauks limited liability is the universsl rale. On the other haud, in
the People’s Banks of Italy and originally, before their absorption by the
Imperisl Federation, in the Raiffeisen Banks of Germany (except that the law
insists on some small shares) the method of unlimited liability was adopted,
for the reason that the poor people, for whom the banks were designed, would find
difficulty in becoming shareholders to any substantial extent.

1 Cf. Brace, The Value of Orgenized Speculation, p. 142,

2 Cf. Fisher, The Rale of Interest, p. 208.

¥ Quoted by Watkins, The Grouth of Large Fortunes, p. 42.

4 Jbid. pp. 48-9.
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which modern ingenuity has broken up the complex unit
of capital into its component parts. It enables waiting to
be separated from “uncerfainty-bearing” But uncertainty-
bearing is itself not a single simple thing. To expose a
£ to an even chance of becoming 21s. or 19s. is a different
thing from exposing it to an even chance of becoming
39s. 10d, or 2d. There are, in short, a great number of
different schemes of uncertainty which different people are
ready to shoulder. Over against these there are a great number
of different schemes of uncertainty which the undertaking
of various business enterprises involves. It is evident that
what is offered can be adjusted to what is wanted more
satisfactorily when any given demand of industry can be
met by combining together a number of different schemes that
individually do not fit with it. This can now be done.
When enterprises, for which capital had to be provided by
several people, were worked on the partnership plan, all
those concerned submitted .the resources invested by them
to the same scheme of uncertainty. Consequently, unless
a sufficient number of people could be found ready to under-
take that particular scheme of uncertainty, profitable industries
were liable to be hung up. In the modern world this difficulty
has been, in great part, overcome by the device, which joint
stock companies now invariably adopt, of raising capital by
means of different grades of security. Instead of an arrange-
ment, under which every pound invested in an enterprise
is submitted to the same scheme of uncertainty, we have
systems of capitalisation combining debentures, cumulative
preference shares, non-cumulative preference shares, ordinary
shares, and sometimes further special sub-varieties.  Kach
of these classes of security represents a different schemc,
or sort, of uncertainty-bearing. This specialisation of shares
into a number of different classes has the same kind of effect in
facilitating the distribution of resources in the way most
advantageous to the national dividend as the simpler specialisa-
tion into two grades, one involving some uncertainty and the
other involving none.

§ 5. There is yet one more form of specialisation.
Hitherto we have tacitly assumed that a given type of holding
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in a company will always remain what it was when it was first
taken up. In fact, however, this is obviously not so: as a
company becomes established, holdings that at first involved
much uncertainty-bearing often cease to do so. The modern
system of industrial finance enables adjustment to be made to
this fact, so that shares of companies are in general held by one
set of people while the companies are new, and by a different
set of people when they become established. Thus, when an
important “ proposition ” is floated, the funds are provided
in the first instance by a contributing syndicate-—or are
guaranteed by an underwriting syndicate—consisting of
persons who are willing to risk large losses in the hope of
large gains but are not prepared to lock up their capital for
long. The syndicate in its early stages may succeed in
disposing of many shares to speculators on margins and
others who are similarly willing to provide uncertainty-
bearing but pot waiting;' and these, in turn, after a short
“ flutter,” may sell again to others like unto themselves. At
a later stage, when trial has shown what the concern is
really like, and so has greatly reduced the element of
uncertainty-bearing involved in taking wup its shares,
the “investing public,” those who are anxious to furnish
waiting alone, come into the field and purchase the shares.
In this way providers of uncertainty-bearing and providers
of waiting are both afforded an opportunity of playing the
parts for which they are respectively fitted.

§ 6. The broad result of these modern developments
has been to break up into simple and convenient parts the
compound units in terms of which it was formerly necessary
for capital transactions to be conducted. In transactions
affecting labour and land—apart from the fact, to be examined
in Part IIL, that the family must sometimes be taken as
the unit of migration—there has never been any great
complexity in the units. In the field of “enterprise” com-
plexity still rules, in so far as employing power can only
find an engagement if it brings with it a certain amount of
capital. But the advent of salaried managers, working on
behalf of joint stock companies, has done much to break down

1 For details cf, Meade, Corporation Finance, pp. 153-7.
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the complex unit here also. In general, therefore, we may
conclude that, in the modern world, cowplexity in the
structure of the units in which transactions are conducted
is not an important hindrauce to adjustments making for
equality of returns in different occupations.



CHAPTER vrg;.

DIVERGENCES BETWEEN MARGINAL SOCIAL NET PRODUCT AXD
MARGINAL TRADE NET PRODUCT

i. WE now return to the caution set out in the last
section of Chapter III. The returns per unit to resources in
certain uses may differ from the value of their marginal social
net product. When this bappens, an arrangement which makes
returns equal may make the values of marginal social net
products uwnequal, and, consequently, certain specific acts of
interference with normal economic processes may be expected,
not to diminish, but to increase the national dividend. In
developing this thesis the first step is to distinguish between
the social net product of any umit of investment and the
trade net product. By the “social net product ” is meant the
aggregate contributi 0 the national dividend; by the
“{rade met product,” the contribution (which may be either
greater or less than the above) that is capable of being sold
and the proceeds added to the earnings of those responsible
for the industrz uader review. It is evident that, in general,
industrialists are interested, not in the social, bat only in
the trade, net product of their operations. Clearly, therefore,
there i3 mo reason to expect that self-interest will tend to
bring about equality 'between the values of the marginal
social net products of investment in different industries,
when the values of social net produet and of trade net
product in those industries diverge. But there does seem
reason to expect that self-interest will tend to bring about
equality in the values of marginal trade net products,
because prima facie the value of the marginal trade net pro-
duct of resources in any occupation must be equal to the

149
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returns per unit yielded there, 1In the present chapter I
shall provisionally assume that this is in fact so. On this
assumption we may lay it down that the value of the
marginal social net product, in any selected industry, will
exceed or fall short of the value of the marginal social net
product yielded in the generality of industries, by the amount
by which it exceeds or falls short of the value of the marginal
trade pet product in the sclected industry. I shall proceed,
therefore, to examine the various circumstances in which
the values of the social net product and the trade net product
of any given (+*) increment of investment in an industry
diverge from one another in either direction. There are
certain general sorts of divergence that are liable to occur
even under conditions of simple competition, certein additional
sorts that may be introduced under conditions of monopolistic
competition, and yet others that may be introduced under
conditions of bilateral monopoly,

§ 2. The source of the general divergences that occur
under simple competition is that, in some occupations, a part
of the effects of employing a unit of resources fails to be
reflected in the remuneration of the person responsible for the
investment. Such failure, when it occurs, is usually the result
of practical and technical difficulties impeding complete adjust-
ment; and these difficulties are, of course, various. We may
_consider first resources that are invested to build up, or to
improve, a durable instrument of production by persons wheo
do not own the instrument but only hold a lease of it for a
limited period of time. The extent to which the actual owners
of durable instruments leave the work of maintaining and
improving them to temporary occupiers varies, of course,
mm different industries and is largely determined by con-
siderations of technical convenience. It also depends in
part upon tradition and custom, and is further liable to vary
in different places with the comparative wealth of the owners
and the occupiers. It appears, for example, that in Ireland,
owing to the poverty of many landlords, the kinds of expendi-
ture on land which they leave wholly to their tenants are
more numerous than in England! Details thus vary, but

1 Cf. Bonn, Modern Ireland, p. 83,
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there can be no doubt that over a wide field some part of
the investment designed to improve durable instruments
of production is often made by persons other than their
owners. - Whenever this bhappens, some divergence between
the trade and the social net product of this investment is
liable to occur, and is larger or smaller. in extent according
to the terms of the contract between lessor and lessee. These
terms we have now to consider.

§ 8. The social net product of an assigned dose of
investment beiung giveo, the trade net product will fall short
of it by an especially large amount under a system which
merely provides for the return of the instrument to the
owner, at the end of the lease, in the condifion in which
the instrument then happens to be. Under this arrangement,
the trade net product of any r* increment of investment
falls short of the social net product by nearly the whole
of the deferred benefit which would be conferred upon
the instrument. It need not fall short of it by quite the
whole of this deferred benefit, because a tenant, who is known
to leave hired instruments in good condition, is likely to
obtain them more easily and on Dbetter terms then one who
is known not to do this. So far, careful tenancy yields an
element of trade, as well as of social, net product. Since,
however, separate contracts are often made at considerable
intervals of time, this qualification is not especially important.
Passing it over, therefore, we notice that, since the effects
of investment in improving and maintaining instruments
generally exhaust themselves after a while, the contraction of
trade net product below social net product, which the form of
tenancy just described brings about, is mot likely to be con-
siderable in the earlier years of a long lease. In the later
years of such a lease, however, and during the whole period
of a short lease, it may be very considerable. Indeed,
it is often found that, towards the close of his tenancy, a
farmer, in the natural and undisguised endeavour to get back
as much of his capital as possible, takes so much out of the
land that, for some years afterwards, the yield is markedly
reduced.!

1 Cf. Nicholson, Principles of Economics, vol. L p. 418.
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§ 4. The form of tenancy just Qescribed is obviously
illustrated by that primitive type of contract between landlord
and tenant, in which nothing is said about the condition
of the land at the end of the lease. But it is by no means
confined to this type of contract. Another very important
field in which it is present is that of “concessions” to gas
companies, electric lighting companies and so forth. An
arrangement under which the plant of a concessionaire
company passes ultimately, without compensation, into the
hands of the town chartexing it, corresponds exactly to the
system of land leases without provision for compensation for
tenants’ improvements. Such an arrangement governs the
Berlin Tramways. The Company’s charter provides that,
“at the end of the contract, all property of the road located
in the city streets, including poles, wires, any waiting-rooms
built on city property, and patents, come into the possession
of the city without charge”! From the present point of
view, this system is similar to that of the British Tramways
Act of 1870 and Electric Lighting Act of 1881, which
provide for the taking over of the company’s plant “upon
terms of paying the then value (exclusive of any allowance for.
past or future profits of the undertaking, or any compensation
for compulsory sale or other consideration whatever).” For
the “reproduction cost,” which value in this sense seems
to represent, of a concern established many years back bears
very little relation to the quantity of investment originally
made in it. On the one hand, the physical cost of replacing the
plant is likely, through the progress of industry, to be quite
different from the cost of setting it up ; and, on the other hand,
the expenses of advertisement, including the supply of service
at a loss with a view {o establishing a connection and building
up goodwill, are not counted in reproduction cost at all. It
follows that, under the German and English plans alike, the
terminating franchise system must, unless some plan is
adopted to obviate that result? reduce the trade net product

1 Beamish, Municipal Problems, p. 585.
2 Of course, the English plan ia not so severe as the German in respect of
investments in plant made near to the close of the lease ; for, presumably, for

a short time the cost of manufacturing euch plant will remain fairly constant.
But for investments designed to create will, and, through this, future
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of investments in extensions and so forth considerably below
their social net product, thus causing them to be carried less
far than the best interests of the national dividend
require. Furthermore, it is obvious that the restrictive
influence will be most marked towards the close of the con-
cession period. In view of this fact, M. Colson recommends a
policy, under which negotiations for the renewal of concession
charters would be taken up some 13 or 20 years before these
charters are due to expire.!

§ 5. The deficiency of the trade, as compared with the
social, net product of any r** increment of investment, which
arises in connection with what I have called the primitive type
of tenancy contracts, can be mitigated in various degrees
by compensation schemes. These may conveniently he
illustrated from the recent history of land tenure. Arraoge-
ments can be made for “compensating” tenants when they
ieave their holdings for whatever injury or benefit they may
have caused to the land. Negative compensation for injury
is practically everywhere provided for in the terms of the

bosiness, it is exactly similar. Thus, after the agreement of 1905, by
which the Post Office undertook to buy up in 1911 such part of the National
Telephone Company’s plant as proved suitable, at the cost of replacement, the
Chairman of the Company stated that ‘*the Company would not attempt to
build up business that wounld require nursing as well as time to develop;
it would confine itself to operations that from the start would pay interest and
all other proper charges’ (H. dleyer, Public Ownership and the Telephones, p.
309). A device for getting over the difficulty considered in the text was embodied
in the contract extending the franchise of the Berlin Tramway Company to 1919.
This contract provided, irter alia : ““ If, during the life of the contract, the city
suthorities require extensions within the eity limits, which are not specified in
the contract, the company must build as much as 93 miles, double track being
counted as single, But the company should receive from the city one-third of
the cost of construction of all Lines ordered between Jan. 1, 1902, and Jan, 1,
1907 ; and one-balf of the cost on all lines ordered between Jan. 1, 1908, and Jan,
1, 1914, Forall lines ordered after that the city must pay the full costs of con-
struction, or & full allowance towards the cost of operation, as determined by
later agreement. The overhead trolley was to be employed at first, except where
the city demsnded storage batteries; but, if any other motor system should
later prove practicable and in the jndgment of the city authorities should appear
more svitable, the company may intreduce it; and, if the city suthorities
request, the compsny must introduce it. If inereased cost acerce to the
company thereby, due allowance being made for benefits obtained from the new
eys;e;gi the city must jndemnify the company * (Beamish, Afunicipal Problems,
1 Cf. Colson, Cours d'économic politique, vol, vi. p. 419,
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leases. In its simplest form it consists in monetary
penalties for failure on the part of tenants to return their
land to the owner in “tenantable repair.” These penalties
may be made operative directly, through an explicit legal
contract; or they may be made operative indirectly, by a
rule forbidding the tenant to depart from the local customs
of husbandry; or, again, they may be made operative through
a modification in this rule concerning local customs, so
arranged as to free enterprising tenants from the burden
which the rule in its simple form imposes, without sacrificing
the purpose of the rule. Thus, under the Agricultural
Holdings Act, 1906, a tenant may depart from local custom,
or even from a contract, as to cropping arable land, provided
that he shall make “suitable and adequate provision to
protect the holding from injury or deterioration "—except
in the year before the expiration of the contract of tenancy.
If the tenant’s action under this section does injure the
holding, the landlord is entitled to recover damages and
to obtain, if necessary, an injunction against the continuance
of the tenant’s conduct. Positive compensation was of some-
what later growth. Rules about it were at first a matter of
voluntary arrangement in the yearly leases made by landlords.
Mr. Taylor quotes a Yorkshire lease, in which the landlord
covenants to allow the tenant “what two different persons
shall deem reasonable,” in payment for the capital put into
the land in the course of ordinary farmning operations during
the last two years of the lease! Gradually, compensation
schemes have been given a legal status. Something in this
direction was done in Ireland under the Act of 1870—the
need for it being specially great in a country where the English
custom, under which the landlord provides the buildings
and permanent improvements, seldom applied? In 1875 an
Act laying down conditions for compensating the outgoing
tenant in England and Wales was passed, but contracting-
out was permitted. In 1883 a new Act, the Agricultural
Holdings Act, was passed, in which confracting-out was
forbidden. This Act distinguished between improvements

' Cf. Taylor, Agricultural Economics, p. 305,
2 Cf. Smith-Gordon and Staples, fural Reconstruction in Ireland, p. 20.
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for which the landlord’s consent was necessary and those
for which it was not necessary.! Scotlend is now under a
similar Act. It has largely superseded the old long leases,
and these are now practically being modified out of existence.?
In the detailed drafting of all Acts of this class difficulty is
caused by the fact that some “improvements” do not add
to the enduring value of the estate the equivalent of their
cost of production. If the compensation for these improve-
ments is based upon their cost, the trade net product is
raised above the social met product. In practice, this danger
is largely overcome by the rejection of initial cost as a basis
of compensation value, coupled with the requirement of the
landlord’s consent to some kinds of improvement. Under
the Town Tenants (Ireland) Act, 1906, for example, when
a tenant proposes to make an improvement, he must give
notice to the landlord, and, if the latter objects, the guestion
whether the improvement i3 reasonable, and will add to
the letting value of the holding, is determined by the County
Court, But even on this plan the trade met product may
be slightly in excess. In order that trade and social net
product may coalesce, the value of an improvement, for
compensation purposes, should in strictness be estimated
subject to the fact that, at interchanges of tenants, the
land may stand for a time unlet, and that during this time
the improvement is not likely to yield its full annual value.
If this is not done, it will pay a tenant to press investment
slightly—very slightly—further than it will pay either the
landlord or society to have it pressed; and hence, where, as
in market-gardening, improvements can be made without
the landlord’s consent, it will check landlords from letting
land. 1Tt is, thus, theoretically an error in the Agricultural
Holdings Act of 1906, that it defines the compensation,
which an outgoing tenant may eclaim for improvements, as
“such sum as fairly represents the value of the improvements
to an incoming tenaut.” The standard ought to be “the
value to the landiord.” But when, as is usual, improvements
exhaust themselves in a few years, the practical effect of

Y CI. Taylor, dgricultural Economics, pp. 313 e¢ scq.
* Ibid. p. 320,
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this slight error is negligible, and does not cause the  trade
and social net products of any »™ increment of investment
to diverge appreciably.

§ 6. These compensation arrangements, as so far considered,
possess one obvious weakness, which generally impedes the
adjustment they are designed to effect between trade and
gocial net product. It is true that a tenani can claim
compensation for improvements on quitting. DBut he knows
that the rent may be raised against him on the strength of
his improvements, and his compensation claim does not come
into force unless he takes the extreme step of giving up his
farm. Hence, the trade net product of investment is still con-
tracted below the social net product. This result is partially
mitigated under the Agricultural Holdings Act of 1906,
where it is provided that: “ When the landlord, without good
and sufficient cause, and for reasons inconsistent with good
estate management, terminates a tenancy by notice to quit,”
or when the tenant leaves in consequence of a proved demand
for increased rent consequent upon tenants’ improvements, the
tenant may claim, not merely compensation for the improve-
ments, but also “ compensation for the loss or expense directly
attributable to his quitting the holding,” in connection with
the sale or removal of household goods, implements of
hushandry, and so forth, The above remedy is, however,
defective in several respects. In the first place, since a
tenant quitting his holding under the conditions contemplated
obtains no ecompensation for the loss of “good-will” or the
non-monetary inconveniences of a change of home, he will
still be very unwilling to leave, and the landlord will still
possess a powerful weapon with which to force him to consent
to an increase of rent, And, in the second place, notice to
quit on account of sale is not held to be “incompatible with
good estate management.” Consequently, when the land
farmed by a sitting tenant is sold by one landlord to another,
the tenant, if he leaves, obtains no secondary compensation of
the kind just described. He will, therefore, be even more
unwilling to leave, Should he elect, however, to rent the
farm under the new landlord, he “is liable to the rent on any
improvement which he has executed, without receiving any
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compensation.” ! It is probably a recognition of this danger
that has given rise to the growing demand among farmers for
legislation permitting them, when the landlord wishes to sell,
to purchase their holdings on the basis of the old rent. A
provision for secondary compensation on disturbance similar
to that of the Agricultural Holdings Act is contained in the
Town Tenants (Ireland) Act, 1906. Here, under the circum-
stances specified, compensation may also be claimed for “ good-
will”® But even with this provision it is apparent that the
adjustment secured cannot be more than partial.

§ 7. In view of these imperfections in compensation
arrangements, it is often contended, in effect, that for a really
adequate adjustment, not merely compensation for tenants
vacating their holdings,. but legal security of tenmure coupled
with the legal prohibition of renting tenants’ improvements, is
required. Of course, in some circumstances the state of things
which this policy is designed to bring about is attained with-
out any legislative intervention. In Belgium, for example,
it is substantially established everywhere by the force of
custom :* and, no doubt, many English landlords conduct the
management of their estates in a like spirit. It is plain,
however, that the willingness of landlords to refrain from
using economic power for their own advantage, when the use
of this power is permitted by law, cannot always be assumed ;
indeed, if it could be assumed, the whole elaborate develop-
ment of compensation laws, which we bave been discussing,

1 Report of the Commilice on Temant Farmers [Cd. 6030), p. 6. Notice given
to a sitting tenant on the ground that his land is wanted for building is also
** not incompatible with good husbandry ” and carries no secondary compensation.
There would plainly be danger in the grant of such compensation hers, since it
would encourage the investment of resonrces in agricultural improvements at
the cost of & more fhan eguivalent social injury in postponing the use for
building of land that has become ripe for it,

? The argument for compensation, it should be noted, is not that it would
benefit the tenant. Professor Nicholson is right when he observes ‘‘that
compensation for improvements will not bemefit the tenant so much as is
generally supposed, becsuse the privilege itself will have a pecuniary value;
that is to ssy, a landlord will demand, and the terant can afford to give, a
higher rent in proportion. Under the old improving leases, as they were
called, the rent was low because ultimately the permanent improvements were
to go to the landlord " (Prirciples of Economses, vol. i. p. 322). Cf Morison's
account of Indisn arrangements (Zhe Industrial Organisation of ar Imdian
Province, pp. 154-5).

3 Cf. Rowntree, Land and Labour, p. 129,
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would have been unnecessary. We are thus led forward to a
consideration of the policy of legally enforced security of
tenure plus “fair rents.” In the way of this policy
there are two principal difficulties. In the first place, the
security of tenure that is granted cannot be absolute; for, if
it were, considerable economic waste might sometimes result.
It would appear, therefore, that security must be conditional
upon reasonably good farming. Furthermore, it must be
“ conditional npon the land not being required in the public
interest, whether for small holdings, allotments, labourers’
cottages, urban development, the working of mirnerals, or the
making of water-courses, roads, and sanitary works. When it
is required for any of these purposes the Land Court should
have the power to terminate the tenancy, while ensuring
adequate compensation to the tenant.”!' The precise drafting
of appropriate conditions is not likely to prove altogether easy.
In the second place, security of tenure being plainly illusory
if the landlord can force the tenant to give notice by arbitrary
increases of rent, it is necessary that fair rents be somehow
enforced. This cannot be dore by a mere probibition of any
increases of rent, for in some circumsfances an increase would
be fair. There would be no justice, for example, in taking from
the landlord and giving to the tenant the benefit of an addition
-to the value of the land brought about by some general change
in agricultural prices wholly independent of the terant’s action.
Hence, this policy seems to involve the setting up of a tribunal
to fix rents, or, at all events, to settle disputes about rents
when invoked for that purpose, Were the Land Court, or
whatever the body set-up may be, omniscient and all-wise
there would, indeed, be no ohbjection to this, But, in view of
the necessary imperfection of all human institutions, there is
some danger that a tenant may be tempted deliberately to let
down the value of his holding, in the hope of obtaining a
reduced rent. Under the Irish system of judicial rents, a
defence against this abuse is nominally provided in the form
of permission to the Courts to refuse revision, But this
remedy is not utilised in practice. Very often, “not pro-
ductivity, but production, and more especially the evidences of
! Land Enquiry Report, p. 878,
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prodaction in the fifteenth year, were the determining factors ”
in rent revision! Professor Bonn illustrates the result thus:
“Two brothers divided a farm into two shares of equal values
—the good husbandman got a rent reduction from the Courts
of 73 per cent, the bad got one of 17} per cent”? It is not,
therefore, by any means obvious that the policy of fixity of
tenure and judicial rents will really bring marginal trade net
product and marginal social net product more closely together
than they are brought by simple compensation laws. The
gap between the two marginal net products can only be
completely closed if the person who owns the land and the
person who makes investments in it are the same. But this
arrangement is frequently uneconomic in other ways. For,
especially when the farmers are small men, they are likely, as
owners, to find much difficulty in raising the capital required
for those larger improvements which, under the English land-
system, it is now usnal for the landlord to undertake. It is
beyond the scope of this volume to attempt a detailed discus-
sion of the controversial topics thus opened up. What has
been said, however, will suffice to illustrate one type of dis-
crepancy between marginal trade pet product and marginal
social net product, that is liable o arise in occupations where
resources have to be invested in durable instruments by persons
who do not own the instruments.

§ 8. I now turn to a group of causes of divergence
between social and trade net product which are not dependent
on this peculiar condition. Here the essence of the matter
is that one person A, in the course of rendering some service,
for which payment is made, to a second person B, incidentally
also renders services or disservices to other persons C, D and
E, of such a sort that technical considerations prevent
payment being exacted from the benefited parties or com-
pensation being enforced on behalf of the injured parties.
If we were to be pedantically loyal to the definition of the
national dividend given in Chapter III. of Part L, it would be
necessary to distinguish further between industries in which
the uncompensated benefit or burden respectively is and is

! Smith-Gordon and Staples, Rural Reconstruction in Irdland, p. 24,
t Bonn, Modern Ireland, p, 113,
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not one that can be readily brought into relation with the
measuring rod of money. This distinction, however, would be
of formal rather than of real importance, and would obscure
rather than illuminate the mwain issues. 1 shall, therefore,
in the examples I am about to give, deliberately pass it over.
TZAmong these examples we may set out first a number of
instances in which marginal trade net product falls short
of marginal social net product, because incidental services
are performed to third parties from whom it is technically
difficult to exact payment. Thus, as Sidgwick observes,
“it may easily happen that the benefits of a well-placed light-
house must be largely enjoyed by ships on which no toll
could be conveniently levied”! Again, uncompensated
services are rendered when resources are invested in private
packs in cities; for these, even though the public is not
admitted to them, improve the air of the neighbourhood.
The same thing is true—though here allowance should. be
made for a detriment elsewhere-—of resources invested
in roads and tramways that increase the value of the
adjoining land—except, indeed, where a special betterment
rate, corresponding to the improvements they enjoy, is levied
on the owners of this land. It is true, in like manner, of
resources devoted to afforestation, since the beneficial effect
on climate often extends beyond the borders of the estates
owned by the person responsible for the forest. It is true
also of resources invested in lamps erected at the doors of
private houses, for these necessarily throw light also on the
streets® It is true of resources devoted to the prevention
of smoke from factory chimneys:® for this smoke in large

V' Principles of Political Economy, p. 406.

2 Cf. Smart, Studtes in Economics, p. 814. ’

3 It has been said that in London, owing to the smoke, there is only 12
per cent as much sunlight as is astronomically possible, and that one fog in five
is directly cansed by smoke alone, while all the fogs are befouled and prolonged
by it (J. W. Graham, The Destrnction of Daylight, pp. 6 and 24). It would
scern that more ignorance and inertia prevent the adoption of smoke-preventing
appliances in many instances where, through the addition they would make to
the officioncy of facl, they would be directly profitsble to the users, The
genersl interest, however, roguires that these devices should be employed beyond
the point at which they ‘pay.” There scems no doubt that, by means of
mechanical stokers, hot-air blasts and othor arrangements, factory chimneys can
be made practically smokeless. Noxious fumes from alkali works are suppressed
by the law more vigorously than smoke {ibid. p. 126).
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towns inflicts a heavy uncharged loss on the community, in
injury to buildings and vegetables, expenses for washing
clothes and cleaning rooms, expenses for the provision of
extra artificial light, and in many other ways. Lastly and
most important of all, it is true of resources and activities
devoted alike to the fundamental problems of scientific
research, out of which in unexpected ways discoveries of high
practical utility often grow, and also to the perfecting of
inventions and improvements in industrial processes. These
latter are often of such a nature that they can meither be
patented nor kept secret, and, therefore, the whole of the
extra reward which they at first bring to their inventor is very
quickly transferred from him to the general public in the form
of reduced prices. The patent laws aim, in effect, at bringing
marginal trade net product and marginal social net product
more closely together. By offering the prospect of reward for
certain typesof invention they do not, indeed, appreciably stimu-
late inventive activity, which is, for the most part, spontaneous,
but they do direct it into channels of general usefulness.
—— Corresponding to the above investments in which marginal
trade net product falls short of marginal social net product,
there are a pumber of others in which, owing to the
technical difficulty of enforcing compensation for iucidental
disservices, marginal trade net preduct is greater than marginal
social net product. Thus, incidental uncharged disservices are
rendered to third parties when the game-preserving activities
of one occupier involve the overrunning of a neighbouring
occupier’s land by rebbits—unless, indeed, the two occupiers
stand in the relation of landlord and tenant, so that com-
pensation is given in an adjustment of the rent. They are
rendered, again, when the owner of a site in a residential
quarter of a city builds a factory there and so destroys a great
part of the amenities of the peighbouring sites; or, in a less
degree, when he uses his site in such a way as to spoil
the lighting of the houses opposite:® or when he invests

! Cf. Taussig, Taventors and Money Makers, p. 51.

2 In Germany the town-planning schemes of most cities render anti-social
action of this kind impossible ; but in America individnal site-owners appear to

be entirely free, and in England to be largely free, to do what they will with
their land. (Cf, Howe, European Citics at Work, pp. 46, 95, and 346.)

M
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resources in erecting buildings in a crowded centre, which,
by contracting the air space and the playing-room of the
neighbourhood, tend to injure the health and efficiency of the
families living there. Yet again, third parties—this time
the public in general—suffer incidental uncharged disservices
from resources invested in the running of motor cars that wear
out the surface of the roads. The case is similar—the
conditions of public taste being assumed—with resources
devoted to the production and sale of intoxicants. To enable
the social net product to be inferred from the trade net
product of a sovereign invested in this form of production,
the industry should, as Mr. Bernard Shaw observes, be
debited with the extra costs in policemen and prisons which
it indirectly makes necessary.! Exactly similar considerations
hold good of certain sorts of foreign enterprise. When the
indirect effect of an investment made abroad, or of the
diplomatic maneeuvres employed in securing the concession
for it, is an actual war or preparations to guard against
war, the cost of these things ought to be deducted from
any interest that the investment yields before its net con-
tribution to the mnational dividend is calewlated. When this
is done, the met contribution even of investments which,
as may often happen in countries where highly profitable
openings are still unworked and hard bargains can be driven
with corrupt officials, yield a very high return to the
investors, may easily turn out to be negative. Yet again,
when the investment consists in a loan to a foreign govern-
ment and makes it possible for that government to engage
in 2 war which otherwise would not have taken place, the
indirect loss we shall suffer in consequence of the impoverish-
ment caused by the war to the rest of the world should be
debited against the interest we receive. Here, too, there may
well be a pet loss to the country as a whole. Perhaps,
however, the crowning illustration of this order of excess of trade
over social net product is afforded by the work done by women
in factories, particularly during the periods immediately
preceding and succeeding confinement; for there can be no
doubt that this work often carries with it, besides the earnings
v The Common Sense of Municipal Trading, pp. 19-20.
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of the women themselves, grave injary to the health of their
children.! The reality of this evil is not disproved by the
low, even negative, correlation which sometimes is found to
exist between the factory work of mothers and the rate of
infantile mortality. For in districts where women's work
of this kind prevails there is presumably—and this is the
cause of the women’s work—great poverty. This poverty,
which is obviously injurious to children’s health, is likely,
other things being equal, to be greater than elsewhere in
families where the mother declines factory work, and it may
be that the evil of the extra poverty is greater than that
of the factory work® This consideration explains the
statistical facts that are known. They, therefore, militate in
no way against the view that, otker things equal, the factory
work of mothers is injurious. All that they tend to show is
that prohibition of sauch work should be accompanied by
relief to those families whom the probibition renders
necessitous.”

§ 9. At this point it is desirable to call attention to a
somewhat specious fallacy. Some writers unaccustomed to
mathematical analysis bave imagined tbat, when improved

t Cr. Hutchins, Ecomomie Journal, 1908, p. 227.

2 Of. Newsholme, Second Report on Infant and ChRid Moriality [Cd. 6909),
p- 36. Similar considerations to the above hold good of night work by boys.
The recent Departmental Commiltee on Night Employment did uot, indeed, obtain
any strong evidencs that this work injures the boys’ health. But they fonnd that
it reacts injuriously on their eficiency in auother way, i.c. by practically pre-
¢luding them from continning their education in continuation classes and so
forth. The theory of our factory lawsappears to be that boys between 14 and 18
should only be permitted to work at night upon continucus processes of sach a kind
that great loss would result if they did not do so. The practice of these laws,
however, permits them to be employed at night on nunecessary non-continuous

which are carried out in the same factory as continuous processes,
Consequently, the Committee recommend that in fature ‘‘ such permits should
be granted in terms of processes, and not of premises, factories, or parts of
factories without reference to processes” ([Cd. 6508), p. 17).

3 Cf. Amnual Report of the Local Goverrment Board, 1909-10, p. 57.
The suggestion that the injurions consequences of the factory work of mothers
can be done away with, if the factory worker geis some unmarried woman te look
after her home fu factory hours, is mistaken, because it ignores the fact that a
womat's work has a special personal valuein respect of her own children. In
Birmingham this fact seems to be recognmised, for, after 8 little experience of
the bad results of putting their children out to **mind,” married women are
apt, it was £aid before the war, to leave the factory and take to home work,—
Cadbury, Fomer’s Work, p. 175.
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methods of producing some commodities are introduced, the
value of the marginal social net product of the resources
invested in developing these methods is less than the value of
the marginal trade net product, because there is not included
in the latter any allowance for the depreciation which the
improvement causes in the value of existing plant; and, as
they hold, in order to arrive at the value of the marginal
social net product, such allowance ought to be included.! If
this view were correct, reason would be shown for attempts
to make the authorisation of railways dependent on the railway
companies compensating existing canals, for refusals to license
motor omnibuses in the interests of muniecipal tramways, and for
the placing of hindrances in the way of electric lighting enter-
prises in order to conserve the contribution made to the rates
by municipal gas companies. But in fact the view is not
correct. The marginal social net product of resources devoted
to improved methods of producing & given commodity is not, in
general, different from the marginal trade net product; for
whatever loss the old producers suffer through a reduction in the
price of their products is balanced by the gain which the re-
duction confers upon the purchasers of these produects. This is
obvious if, after the new investment has been made, the old
machines continue to produce the same output as before at
reduced prices. If the production of the old machines is
diminished on account of the change, it seems at first sight
doubtful. Reflection, however, makes it plain that no unit
formerly produced by the old machinery will be supplanted by
one produced by the new machinery, except when the new
machinery can produce it at a fofal cost smaller than the prime
cost that would have been involved in its production with the
old machinery : except, that is to say, when it can produce it
at a price so low that the old machinery would have earned
nothing by producing it at that price. This implies that every

! Forexample, J. A. Hobson, Sociological Review, July 1911, p. 197, and Gold,
Prices and Wages, pp. 107-8. Even Sidgwick might be suspected of conntenan-
cing the argument sct out in the text (cf. Principles of Folitical Economy, p. 408).
It does not seem to have been noticed that this argument, if valid, would
justify the State in prohibiting the use of new machinery that dispenses with
the services of skilled mechonica until the generation of mechanics possessing
that skifl has been depleted by death,
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unit taken over by the new machinery from the old is sold to
the public at a price reduced by as much as the whole of the
net receipts, after discharging prime costs, which the old
machinery would have obtained from it if it had produced
that unit. It is thus proved that there is no loss to the
owners of the old machines in respect of any unit of their
former ountput that is not offset by an equivalent gain to
consumers. It follows that to count the loss to these owners,
in respect of any unit taken over from them by the new
machinery, as a part of the social cost of producing that unit
would be incorrect.

An attempt to avoid this conclusion may, indeed, still be
made. It may be granted that, so far as direct effects are
concerned, ordinary commercial policy, under which investment
in improved processes is not restrained by consideration for
the earnings of other people’s established plant, stands vindi-
cated from the standpoint of social advantage. There remain,
however, indirect effects. If elaborate and costly plant is
Liable to have its earnings reduced at short notice by mew
inventions, will not the building of such plant be hindered ?
Would not the introduction of improved processes on the whole
be stimulated, if they were in some way guaranteed against
too rapid obsolescence through the competition of processes
yet further improved?  The direct answer to this question is,
undoubtedly, yes. On the other side, however, has to be set
the fact that the policy proposed would retain inferior methods
in use when superior methods were available. Whether gain
or loss on the whole would result from these two influences
in combination, is a question to which it seems difficult to
give any confident answer. But this impotent conclusion is not
the last word The argument so far has assumed that the
rapidity with which improvements are invented is independent
of the rapidity of their practical adoption; and it is on the
basis of that assumption that our comparison of rival policies
fails to attain a definite result. As a matter of fact, however,
improvements are much more likely to be made at any time,
if the best methods previously discovered are being employed
and, therefore, watched in actmal operation, than if they are
being held up in the interest of established plant. Hence,
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the holding-up policy indirectly delays, not merely the adoption
of improvements that have been invented, but also the invention
of new improvements. This circumstance almost certainly
turns the balance. The policy proper to ordinary competitive
industry is, therefore, in general and on the whole, of greater
social advantage than the rival policy. It is not to the interest
of the community that business men, contemplating the in-
troduction of improved methods, should teke account of the
loss which forward action on their part threatens to other
business men. The example of some municipalities in post-
poning the erection of electric-lighting plant till their gas plant
i3 worn out is not one that should be imitated, nor one that
can be successfully defended by reference to the distinction
between social and trade net products. The danger that
beneficial advances may be checked by unwise resistance
on the part of interested municipal councils is recognised in
this country in the rules empowering the central authority to
override attempts at local vetoes against private electrical enter-
prise.  The policy followed by the Board of Trade is illustrated
by the following extract from their report on the Ardrossan,
Saltcoats and District Electric Lighting Order of 1910: “ As
the policy of the Board has been to hold that objection on the
grounds of competition with a gas undertaking, even when
belonging to a local authority, is not sufficient reason to justify
them in refusing to grant an Electric Lighting Order, the Board
decided to dispense with the consent of the Corporation of
Ardrossan.” N

§ 10. So far we have considered only those divergences
between trade and social net products that come about through
the existence of uncompensated services and uncharged dis-
services, the general conditions of popular taste being tacitly
assumed to remain unchanged. It remains to observe that a
further element of divergence may emerge in the form of
uncompensated or uncharged effects upon the safisfaction that
consumers derive from the consumption of things other than the
one directly affected. TFor the fact that some people are now
able to consume the new commodity may set up a psycho-
logical reaction in other people, directly changing the amount

Y Cf. Knoop, Principles and Methods of Municipal Treding, p. 35.
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of satisfaction that they get from their consumption of the old
commodity, It is conceivable that the reaction may lead to
an {ncrease in the satisfaction they obtain from this commodity,
since it may please them to make use of a thing just because
it is superseded and more or less archaic. But, in general, the
reaction will be in the other direction. For, in some measure,
people’s affection for the best quality of anything is due simply
to the fact that it is the best quality ; and, when a new best,
superior to the old best, is created, that element of value in
the old best is destroyed. Thus, if an improved form of motor
car is invented, an enthusiast who desires above all “the very
latest thing ” will, for the future, derive scarcely any satisfac-
tion from a car, the possession of which, before this new in-
vention, afforded him intense pleasure. In these circumstances
the marginal social net product of resources invested in pro-
ducing the improved type is somewhat smaller than the
marginal trade net product.! It is possible that the introduc-
tion of electric lighting into a town may, in some very slight
degree, bring about this sort of psychological reaction in regard
to gas: and this possibility may provide a real defence,
supplementary to the fallacious defence described in the
preceding section, for the policy of municipalities in delaying
the introduction of electricity. This valid defence, however,
is almost certainly inadequate. The arguments actually
employed in support of the view that municipalities should
not permit competition with their gas plant are those described
in the preceding section. They are, in general, independent of
any reference to pasychological reactions, and are, therefore, like

1 It should be noticed that the argument of the text may be applicable even
where the prodoct formerly consumed is wholly superseded by the new rival,
and where, therefore, nobody is actually deriving diminished sslisfaction from
the old product : for it may be that complete supersession wonld not have come
about unless people’s desire for the old product had been reduced by the psycho-
logical reaction we have been comtemplating. Furthermore, the preceding
argument shows that inventions may actoally diminish aggregate economic
welfare ; for they may cause labour to be withdrawn from other forms of
productive service to make a new variety of some article to supersede an old one,
whereas, if there had been no invention, the old one wounld bave continued in nse
and wonld have yielded as much economic satisfaction as the new one yields now.
This is true, broadly speaking, of inventions of new weapons of war, so far as
these are kpown to all natione, because it is no advantage to one counmtry to
have imnproved anmaments if its rivals have them also.
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the arguments which persons interested in canals brought against
the authorisation of the early railways, wholly fallacious.

§ 11. It is plain that divergences between ftrade and
social net product of the kinds we have so far been con-
sidering cannot, like divergences due to temancy laws, be
mitigated by 2 modification of the contractual relation between
any two contracting parties, because the divergence arises
out of a gervice or disservice rendered to persons other than
the contracting parties. It is, however, possible for the State,
if it so chooses, to remove the divergence in any field by
“ extraordinary encouragements” or “extraordinary restraints ”
upon investments in that field. The most obvious forms,
which these encouragements and restraints may assume, are,
of course, those of bounties and taxes. Broad illustrations
of the policy of intervention in both its negative and positive
aspects are easily provided. !

The trade net product of any unit of investment is unduly
large relatively to the social net product in the businesses of
producing and distributing aleoholic drinks. Conseguently,
in nearly all countries, special taxes are placed upon these
businesses. Dr, Marshall has proposed to treat in the same
way resources devoted to the erection of buildings in crowded
areas. He suggested, to a witness before the Royal Com-
mission on Labour, “that every person putting up a house
in a district that has got as closely populated as is good,
should be compelled to contribute towards providing free
playgrounds”!  The principle is susceptible of general
application. It was employed, though in a very incomplete
and partial manner, in the British enactment of a special
petrol tax and motor car licence upon the users of motor
cars, the proceeds of which were to be devoted to the service
of the roads? It is employed again in an ingenious manner

! Royal Commission on Labour, Q. 8665,

? The application of the principle is incomplete, because the revenue from
these taxes, administered through the Road Board, must be devoted, ‘‘not
to the ordinary road maintenance at all, however onerous it might be, but
exclusively to the execution of new and specific road improvementa™ (Webb,
The King's Iighway, p. 2560). Thus, in the main, the motorist does not pay
for the damage he does to the ordinary roads, but obtains in retnrn for his
payment an additional service nseful to him rather than to the genersl
public,
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in the National Insurance Act. When the sickness rate in
any district is exceptionally high, provision is made for
throwing the consequent abnormal expenses upon employers,
local authorities or water companies, if the high rate can
be shown to be due to neglect or carelessness on the part
of any of these bodies, Some writers have thought that
it might be employed in the form of a discriminating tax
upon income derived from foreign investments. But, since
the element of disadvantage described in § 8 only belongs
to some of these investments and not to others, this arrange-
ment would not be a satisfactory ome. Moreover, foreign
investment is already penalised to a considerable extent both
by general ignorance of foreign conditions and by the fact
that income earned abroad is frequently subjected to foreign
income tax as well as to British income tax.

The trade net product of any unit of investment is unduly
small in industries, such as agriculture, which are supposed to
yield the indirect service of developing citizens suitable for
military training. Partly for this reason agriculture in Germany
was accorded the indirect bounty of protection. In like manner,
uses promising a distant return, the trade net product of which
is made by the fact of death unduly small, may sometimes claim
the encouragement of a State loan free of charge, or, as with
Indian railways, of a Government guarantee of interest.
Finally, an extreme form of bounty, in which a governmental
authority provides all the funds required, is given upon
such services as the planning of towns, police admibistration,
and, sometimes, the clearing of slum areas. This type of
bounty is also not infrequently given upon the work of
spreading information about improved processes of production
in occupations where, owing to lack of appreciation on the
part of potential benmeficiaries, it would be difficult to collect
a fee for undertzking that task. Thus the Canadian Govern-
went has established a system, “ by means of which any farmer
can make inquiry, without even the cost of postage, about any
matter relating to his business”;? and the Department of
the Interior also sometimes provides, for a time, actual

Y Cf. Part I. Chap. II. § 5.
2 Mavor Report on the Canadian North- West, p. 36,
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instruction in farming! Many Governments adopt this same
principle in respect of information about Labour, by providing
the services of Exchanges free of charge. In the United
Kingdom the various Agricultural Organisation Societies are
voluntary organisations, providing a kindred type of bounty
at their subscribers’ expense. An important part of their
purpose is, in Sir Horace Plunkett's words, to bring freely
“to the help of those whose life is passed in the quiet of the
field the experience, which belongs to wider opportunities
of observation and a larger acquaintance with commereial and
industrial affairs”? The Development Act of 1909, with
its provision for grants towards scientific research, instruction,
apd-experiment in agricultural science, follows the same lines.

It should be added that sometimes, when the inter-
relations of the various private persons affected are highly
complex, the Government may find it necessary to exercise
some means of authoritative control in addition to providing
a bounty, Thus it is coming to be recognised as an axiom
of government that, in every. town, power must be held by
some authority to limit the quantity of building permitted
to a given area, to restrict the height to which houses may
be carried,—for the erection of barrack dwellings may
cause great overcrowding of area even though there is no
overcrowding of rooms,*—and generally to control the building
activities of individuals. It is as idle to expect a well-
planned town to result from the independent activities of
isolated speculators as it would be to expect a satisfactory
picture to result if each separate square inch were painted by
an independent artist. No “invisible hand ” can be relied on
to produce a good arrangement of the whole from a combina-
tion of separate treatments of the parts. It is, therefore,

! Mavor, Report on the Canadian North-West, p. 78,

2 C. Webd, Industrial Co-operation, p. 149,

3 Mr, Dawson believes that this type of overcrowding prevails to a consider-
able extent in German towns. He writes: *‘The excessive width of the streets,
insisted on by cast-iron regulations, adds greatly to the coat of house-building,
and, in order to recoup himself, and make the most of his profits, the builder
begins to extend his house vertically instead of horizontally ™ (Municipal Life
and Qovernment in Germany, pp. 168-4). Henee, German municipalitica now
often control the height of buildings, providing a acale of permitted heights
which decreases on passing froin the centre to the outlying parts of o town.
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necessary that an authority of wider reach should intervene
and should tackle the collective problems of beauty, of air,
and of light, as those other collective problems of gas and
water have been already tackled. Hence, shortly before the
war, there came into being, on the pattern of long previous
German practice, Mr. Burns's extremely important town-
planning Act. In this Act, for the first time, control over
individual buildings, from the standpoint, not of individual
structure, but of the structure of the town as a whole, is
definitely conferred upon those town councils that are willing
to accept the powers offered to them. Part IL of the Act
begins: “ A_town-planning scheme may be made in accord-
ance with the provisions of this Part of the Act as respects
any land which is in course of development, or appears likely
to be used for building purposes, with the general object
of securing proper sanitary conditions, amenity, and con-
venience in connection with the laying out and use of the
land, and of any neighbouring lands.” The scheme may
be worked out, as is the custom in Germany, many years
in advance of actual building, thus laying down beforehand
the lines of future development, Furthermore, it may, if
desired, be extended to include land on which buildings have
already been put up, and may provide “for the demolition
or alteration of any buildings thereom, so far as may be
necessary for carrying the scheme into effect.” Finally,
where local authorities are remiss in preparing a plan on
their own initiative, power is given to the Local Government
Board to order them to take action. There is ground for
hope, however, that, so soon as people become thoroughly
fawiliarised with town-planning, local patriotism and inter-
local emulation will make resort to external pressure from
the central Government no longer necessary.

§12. So far we have been concerned with forms of
divergence between social and trade net product that are liable
to occur even under conditions of simple competition, Where
conditions of monopolistic competition '—competition, that is
to say, between several sellers each producing a considerable
proportion of the aggregate output—are present, the way is

¥ Cf. post, Ch. X1I.
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opened up for a new kind of investment. This consists in
competitive advertisement directed to the sole purpose of
transferring the demand for a given commodity from one
source of supply to another! There is, indeed, little
opportunity for this as regards goods of a kind whose quality
is uniform and, as with salt, lumber or grain, can be easily
tested ; but, where quality cannot be easily tested, and especially
where goods are sold in small quantities, which can readily be
put into distinctive packages for the use of retail customers,
there is plenty of opportunity.> Not all advertisement is, of
course, strictly competitive. Some advertisement, on the
contrary, fulfils a social purpose, in informing people of the
existence of articles adapted to their tastes. Indeed, it has
been said “ that advertising is a necessary consequence of sale
by description,” and represents merely a segregated part of
the complex work formerly done by those middlemen who
exhibited, as well as sold, their goods® Without it many
useful articles, such as new machines, or useful services, such
as that of life insurance, might not be brought at all to the
notice of potential purchasers who have a real need for them.
Furthermore, some advertisement serves to develop an entirely
new set of wants on the part of consumers, the satisfaction of
which involves a real addition to social well-being; and the
development of which on a large scale at the same time
enables the commodity that satisfies them to be produced on
a large scale and, therefore, cheaply* Under this head it is
possible to make out a case in favour of the peculiar system
of advertisement arranged on behalf of the general body of its
currant growers (without the mention of individual names) by
the Greek Government:® though, of course, the development
of a taste for currants is probably in part at the expense of
the taste for something else. It is not, however, necessary to

1 Under simple competition, there is no purpose in this advertisement,
because, ex hypothesi, the market will take, at the market price, as much as any
one 9mall seller wants to sell. Practically monopolistic competition comprises
all forms of imperfect cornpstition.

2 Cf, Jenks and Clark, The Trusi Problem, pp. 26-7.

3 Cf. Shaw, Quarterly Journal of Economics, 1812, p. 743,

1 Cf. the discussion of *“ constructive " and “ combative ” advertisements in
Marshall's Industry and Trode, pp. 304-7.

& Cf, Goodall, ddvertizing, p. 49,
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my purpose to attempt an estimate of the proportion which
strictly competitive advertisement bears to advertisement in
the aggregate—an aggregate the cost of which has been put,
for the United Kingdom, at eighty million pounds, and, for the
world, at six hundred million pounds per annum.! That a
considerable part of the advertisement of the modern world is
strictly competitive is plain? This is true alike of the more
obvious forms, such as pictorial displays, newspaper paragraphs,?
travellers, salesmen, and so on; and of the more subtle forms,
such as a large exhibit of jewellery in the shop window, the
according of credit, with the consequential expenditure on
book-keeping and on the collection of recalcitrant debts,
expenditere in keeping shops oper at hours inconvenient and
costly to the sellers, and other such forms. It is plain that,
up to a point, investment of this type, in so far as it retains,
or gains, for the investor “a place in the sun,” yields, like
expenditure upon national armaments, a considerable trade
net product. A curve, representing the trade net products
yielded by successive increments of it, would indicate positive
valees for a long distance. What relation does this curve
bear to the corresponding curve representing the social net
products of successive increments ?

First, it may bappen that the net result of the expenditures
made by the various rivals in conflict with each other is to
bring about an alliance between them. If this happens, the
expenditures induced by a state of monopolistic competition
are respongible for the evolution of simple monopoly. It does
not seem possible to determine in a general way the compara-
tive effects on the volume of national dividend of simple mono-

v Cf. Goodall, Advertizing, p. 2,

2 It should be observed that this type of advertisersent, which aims in effect
at diverting custow from a rival to oneself, may be pressed to lengths that the
law of modern States will not tolerste. Thus in sowe European States certain
definite false statements about awards atleged to have been won at exhibitions
or about an exceptional offer of banlkrupt stock, direct disparagement of a rival's
character or produce, and attempts to pass off one’s own goods as the goods of &
well.known house are punisbable offences (cf. Davies, Trust Laws and Unfair
Competition, Ch. x.).

3 Of course the ‘‘resourcea ” invested in these things are measured by the
actual capital and labour involved in the production of the paragrapbs, not by a
mon:dpoly charge—if such is made—exacted for them by the mewspaper con-
cerned.
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poly and of wmonopolistic competition. Consequently, no
general statement can be made as to whether the curve
representing the social net products of successive increments
of investment will indicate positive values over any part of its
course.

Secondly, it may happen that the expenditures on advertise-
ment made by competing monopolists will simply neutralise
one another, and leave the industrial position exactly as it
would have been if meither had expended anything. For,
clearly, if each of two rivals makes equal efforts to attract the
favour of the public away from the other, the total result is
the same as it would have been if neither had made any effort
at all. This point was set in a very clear light in Mr. Butter-
worth’s Memorandum to the Board of Trade Railway Conference
in 1908, He points out that, under competitive arrangements,
the officers of rival companies spend & great part of their time
and energy in “scheming how to secure traffic for their own
line, instead of in devising how best to combine economy with
efficiency of working. At present much of the time and
energy of the more highly-paid officials of a railway company
is taken up with work in which the trading commurity has
no interest, and which is only rendered necessary in the
interest of the shareholders whom they serve by the keen
competition which exists between companmies.”' In these
circumstances, the curve representing the social net products
of successive increments of investment will indicate negative
values throughout.

Thirdly, it may happen that the expenditures lead simply
to the substitution in a market of goods made by one firm for
the same quantity of equivalent goods made by another firm.
If we suppose production, lzoth under A’s auspices and under
B’s, to obey the law of constant return, and to involve equal
cost per unit, it is clearly a matter of indifference to the
national dividend from which of these two producers the
public buys. In other words, all units of resources expended
by either producer in building up goodwill as against the
other have & social net product equal to zero. If conditions
are such that a diminution in the aggregate cost of production

1 [C4. 4677], p. 27.
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of the commodity would be brought a2bout by the transference
of some of the orders from B to A, some units of resources
employed by A to abstract orders from B would yield a
positive social net product, while all units of resources
employed by B to abstract orders from A would yield a nega-
tive social net product. If we suppose the more efficient
and the less efficient firms to expend resources in these
hostilities in about equal measure, in such wise that their
efforts cancel one another and leave things much a&s they
would have been had the efforts of both been removed, it is
obvious that the social net product of any compound umit of
these efforts taken as a whole is, again, zero. There is, however,
some slight ground for believing that firms of low productive
efficiency tend to indulge in advertisement to a greater extent
than their productively more efficient rivals. For, clearly,
they bave greater inducements to expenditure on devices, such
as special packages, designed to obviate comparison of the bulk
of commodity offered by them and by other producers at a
given price. This consideration suggests that the curve
representing the social net products of successive increments of
investment is likely to indicate negative values throughout.

The discussion of the preceding paragraphs makes it plam
that, speaking generally, the social net product of any r* in-
crement of resources invesied in competitive advertlsemenb is
evceedmgly unlikely to be as large as the trade net product.
The consequent waste might be diminished by special under-
takings among competitors not to advertise, such as hold good
among barristers, doctors and members of the London Stock
Exchange. Failing this, the evil might be attacked by the
State through the taxation, or probibition, of competitive
advertisements — if these could be distingnished from
advertisements which are not strictly competitive. It could
be removed altogether if conditions of monopolistic competition
were destroyed.

13. We now turn to conditions of bilateral monopoly,
that is to say, conditions under which the relations between
individual buyers and sellers are not rigidly fixed by
a surrounding market. The presence of bilateral monopoly
in this sense implies an element of theoretical indeterminateness,
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and, therefore, opens up the way for the employment of
activities and resources in efforts to modify the ratio of
exchange in favour of one or other of the “monopolists.”
The pature of the indeterminateness present is different
according as the monopolists are, as it were, solidified units,
such as single individuals and joint-stock comparies, or
representative units, such as Trade Unions or Employers’
Federations, whose officials negotiate to establish a rate of
pay, but whose individual members, when this rate is
established, are still free at will to continue or to abandon
business. This distinction is, for some purposes, important
and ought not to be ignored! It does not, however, bear
directly upon our present inquiry. For, whatever the nature
of the indeterminateness, it is plain that activities and_resources
devoted to manipulating the ratic of exchange may yield a
positive trade net product ; but they cannot—even the earliest
dose of theTh cannot—yield a posifive social net product,
and they may in some conditions yield*a negative social net
product? The activities here contemplated consist chiefly——
for physical force exercised in direct plunder does not operate
through exchange—in the brain work of “ bargaining” proper
and in the practice of one or other of two sorts of deception.
These latter are, first, deception as to the physical nature of
a thing offered for sele, and, secondly, deception as to the
future yield that it is “reasomable to expect” from a thing
offered for sale, when the physical nature of that thing has
been correctly described.

§ 14. Of bargaining proper there is little that need be
said. It is obvious that intelligence and resources devoted to
this purpose, whether on one side or on the other, and whether
successful or unsuccessful, yield no_net product to_the com-

} With solidified units the setlemens locus—7i.e. the range of possible
bargains—lies along the contract curve, and with representative units along
portions of the two reciprocal demand (or supply) curves. For a technical
discussion of this and connected points of. my paper ¢ Equilibrium under
Bilatoral Monopoly " (Economic Journal, Jan. 1908, pp. 205 ¢f seq.) ; also my
Principles and Methods of Industrial Peare, Appendix A,

2 It will be understood that net product here means net product of
dividend. 1t is not, of course, denied that, if & poor man outbargains a rich
ons, there is a positive net product of cconomie satisfaction, and, if a rich
man outbargains & poor one, a corresponding negative net product of
satisfaction,
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munity as a whole. According to Professor Carver, a con-
gsiderable part of the energies of business men is devoted
to, and a considerable part of their earnings arise out of,
activities of this kind' These activities are wasted They
contribute to trade, but not to a social, met product. But
this conclusion d0ss mot exhaust the subject. It is often
pointed out that, where their clients, be they customers or
workpeople, can be squeezed, employers tend to expend their
energy in accomplishing this, rather than in improving the
organisation of their factories. When they act thus, the social
net product even of the earliest dose of resources devoted
to bargsining may be, not merely zero, but negative. When-
ever that bappens, no tax that yields a revenue, though it
may affect an improvement, can provide a complete remedy.
For that absolute prohibitior is required. But absolute
prohibition of bargaining is hardly feasible except where
prices and conditions of sale are imposed upon private
industry by some organ of State authority.?

§ 16. Deception as to the physical nature of a thing
offered for salé is practised through false weights and measures,
adulteration and misnaming of goods, and dishonest advertise-
ment. Before the days of co-operation, “the back streets
of the manufacturing towns swarmed with small shops, in
which the worst of everything was sold, with unchecked
measures and unproved weights,”® To a less degree similar
practices still prevail. There is little temptation to adopt
them in marketing “production goods,” where the buyers
are large industrial concerns, like railway companies, which
possess elaborately organised “testing” departments. But,
in selling “ consumption goods "—particularly semi-mysterious
consumption goods like patent medicines—to poor and
ignorant buyers, and even in selling production goods to less
skilled buyers, such as farmers, there is still some temptation,
It is always profitable for sellers to “offer commodities which
seem rather than are useful, if the difference between seeming

V Cf. Ameriean Economic Association, 1909, p. 51.

2 The legislation of many States concerning private labour bureans is
relevant bere, For an account of this legislation, ¢f. Becker and Bernhardt

Geselzliche Regelung der Arbeilsvermitielung.
3 Aves, Co-operative Industry, p. 18,

N
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and reality is likely to escape notice.”' Deception as to
the future yield, which it is reasonable to expect from a thing
offered for sale, is practised, in the main, by unscrupuious
financiers selling stocks and shares. Among the methods
employed are the wmanipulation of dividend payments,
“matched orders,” the deliberate publication of false
information,’ and —a practice less clearly over the border
line of fairness—the deliberate withholding of relevant
information® It is evident that, up to a point, activities
devoted to either of these forms of deception bring about a
positive trade net product, but not a- positive social et
product. Furthermore, they often lead to enhanced purchases
and, therefore, enhanced production of the thing about which
deception has been practised. Hence, they divert to the
production of this thing resources that would otherwise have
been devoted to investments yielding the normal marginal
return, Therefore, when this indirect consequence is taken
into account, the social net product, even of the earliest dose
of resources devoted to deception, is, in general, not zero but
negative. If the thing in question is something the pro-
duction of which involves no expenditure of resources, like

V Sidgwick, Principles of Political Bconomy, p. 416,

2 Fora lurid account of some of these methods vide Lawson, Frenzied Finance,
passim, and for an analysis of the protective devices embodied in the celebrated
German law of 1884, vide Schuster, < The Promotion of Companies and the Valua-
tion of their Assets according to German Law,” Eeonomic Journal, 1900, p. 1
of seg. It should be observed that the device of “ matched orders” may
be made dificult by a rule forbidding offere and bids for large amounts
of stock on the terms “all or none.” For, when such a rule exists, there is
more chance that a seller or buyer operating a matched order may be forced
unwillingly to make a deal with some one other than his confidant {cf. Brace,
The Value of Organised Speculation, p. 241).

3 It is interesting to observe that, whereas the law often, and public opinion
generally, condemns a seller who withholds relevant information, a buyer who
acts in this way is generally commended for his ‘“ good bargain.” Thus, to pick
up a piece of valuable oak furniture in an out-of-the.way cottage for much less
than it is worth is thought by some to be creditable; and nobody maintaiva that
the Rothschild, whe founded the fortunes of his house by buying government
atock on the strength of his early knowledge of the battle of Waterloo, was
honourably bound to make that information public before acting on it. The
reason for this distinction probably is that the possessor of an article is
smumed to have full opportunity of knowing its real value, and, if he fails to

o this, becomes, for his carelessmess, * legitimate prey.” A director of a
company who bought up shares in that company on the strength of knowledge
gained in the Board room, and 3o obviously not available to the shareholders
genenally, would be universally condemncd.
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the fictitious situations created by fraudulent registry offices,
the social net product does not, indeed, sink below zero,
for extra production of these imaginary entities invélves
no withdrawal of resources from elsewhere. As a jule,
however, the social net product of any dose of “Fésources
invested in a deceptive activity is negative. Consequently,
as with bargaining, no tax that yields a revenue, though it
may affect an improvement, can provide a complete remedy,
and absolute probibition of the activity is required,
Attempts to establish such prohibition have been made, on
the one side, in various laws concerning false weights and
measures and the adulteration of foods, and, on the other
side, in various laws—Ilaws, which to be effective, must be
enforcible at the instance, not of the damaged party, bat
of public inspectors or commissioners '—designed to control
and regulate the practice of company prometion. In
other fields the evil can be met in a2 more direct way by
the establishment of Purchasers’ Associations, in which
the interests of the sellers and the buyers are unified.?

1 Cf. Vau Hise, Concentration and Control, pp. 76-8.
* Cf. post, Part II. Ch. XVI,



CHAPTER VII

MARGINAL TRADE AND SOCIAL NET PRODUCTS IN RELATION
TO INDUSTRIAL FORMS

§ 1. In the preceding chapter we were engaged in a study of
the differences between the marginal social net product and
the marginal trade net product of resources devoted to various
occupations or industries. It is now necessary to conduct an
analogous inquiry about resources devoted to various forms of
economic organisation within the several occupations or im-
dustries. Dr. Marshall has observed that “as a general rule
the law of substitution—which is nothing more than a special
and limited application of the law of the survival of the fittest—
tends to make one method of industrial organisation supplant
another when it offers a direct and immediate service at a
lower price. The indirect and ultimate services, which either
will render, have, as a general rule, little or no weight in the
balance.”! These indirect services constitute the difference
between the social net product and the trade net product of
& unit of resources invested in any form of economic organisa-
tion. Our present task is to distinguish the principal fields
in which they play an important part.

§ 2. One very important indirect service is rendered by
the general economic organisation of a country in so far as, in
addition to fulfilling its fanction as an instrument of production,
it also acts, in greater or less degree, as a training ground of
business capacities. In order that it may do this effectively,
the size of business units must be so graded that persons
possessed of good native endowments can learn the principles
of enterprise in some small and simple concern, and thereafter

Y} Principles of Economics, p. 597,
180
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can gradually move upwards, as their capacity improves with
practice, to larger and more difficult posts. The point may
be put in this way. When the separate steps in the agricultural
or industrial ladder are large, it is difficult for & man adapted,
if adequate practice is obtained, for life at one stage, but
standing by some accident at another stage, to move to his
proper place. Thus—to take a hypothetical example—if
agriculture or industry were worked exclusively in large units
consisting of one or two large entrepreneurs assisted by a
number of mere labourers, any capacity for management and
direction that might bs born among people in the labouring
class would have no opportunity for use or development.
Many persons endowed with native capacity would thus be
compelled to be watchers only and not doers. But, as
Jevons has well taught, it is doing, and not watching, that
trains. “A few specimens probed thoroughly,” he writes,
“teach more than thousands glanced at through a glass case.
The whole British Museum accordingly will not teach a
youth as much as he will learn by collecting a few fossils
or a few minerals, #n sifu if possible, and taking them home
to examine and read and think about.”! The point was put
even more forcibly by Dr. Marshall in his address to the
Co-operative Society in 1885: “It is a better training in
seamanship to sail a fishing-boat than to watch a three-
masted ship, the tops of whose masts alone appear above
the horizon.”® Thus it would seem that, in the absence of a
proper ladder, a great deal of the business capacity born
among the working classes. must run to waste. If, however,
industry or agriculture is organised by way of units of many
different sizes, a workman possessing mental power beyond
what is normal to bis class can, withont great difficulty,
himself become the entrepreneur of a small establishment,
and gradually advance, educating his powers the while,
higher up the ladder that is provided for him.

§ 3. This train of thought suggests tbat, in a community
organised on the general lines of a modern industrial State,
associations of workers combined together in small co-partner-

1 Methods of Social Reform, p. 61.
t Loc. cit, p. 17,
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ship workshops constitute an industrial form, investment
in which is likely to yield a marginal social net product
considerably in excess of the marginal trade net product.
For such workshops provide the first stage of the ladder
that is needed to lift upwards the great fund of capacity
for management that is almost certainly lying latent among
the manual labouring classes. They furnish, as if were, a
first school in which this capacity can be developed, and, in
so doing, comtribute for the service of the community, not
merely boots and shoes, but well-trained, competent men.
Much the same thing holds good of the analogous workers’
businesses in agriculture. Gardens and small allotments
near their cottages for workmen in regular employment
elsewhere, large allotments for workmen occasionally taking
odd jobs elsewhere, and small holdings for those who devote
themselves entirely to work on these holdings, provide in
combination a complete ladder from the status of labourer
to that of independent farmer. This ladder yields a product
of human capacity over and above its immediate product of
crops. That element of social net product, however, does
not accrue to those persons by whom the size of agricultural
holdings is regulated, and is not included in the marginal
trade net product of the resources invested in them. This
is enough to establish a prima facte case for the “ artificial
encouragement,” by State action or by private philanthropy,
of Workers” Associations and of various grades of allotments
and small holdings. Such encouragement is given to
Workers’ Associations, in England by the support of Retail
Co-operative Societies, and in France and Italy by the grant
of special facilities for tendering on Government work. The
movement for devecloping allotments and small holdings
has also, in this country, received governmental help.

§ 4. The same line of thonght, looked at from the other
side, suggests that the marginal social net product of activities
devoted to bringing about any widespread “ trustification” of
industry is likely to be smaller than the marginal trade net
product. For large combinations—this does not apply to
those Kartels whose members remain separate and in-
dependent on the productive side—by lessening the oppor-
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tunities for training in the entrepreneur function, tend to
prevent the level of business ability from rising as high as it
migbt otherwise do. “The development of a high order of
undertaking genius in the few seems to depend upon a wide
range of underteking experience in the many.” With the
main part of industry organised into million dollar combines,
the ladder connecting different stages of managing ability
would be gravely damaged. Nor would the opportunity for
obtaining positions as managers of departments in & giant concern
go far to make up for this; for, apart from the limited degree
of independent initiative which the management of a department,
as compared with the control of a business, necessarily involves,
departments will not vary in size so widely, or reach so low
down in the scale, as private businesses may do. In his address
to the Royal Economic Society in 1908, Dr. Marshall called
attention to the educative possibilities of small businesses, illus-
trating his thesis from the present organisation of the milk trade.
He pointed out that, so far as the working of industries by the
State—and the same thing, of course, applies to the working
of them by large commercial combinations—does away with
this sort of educative ladder, the mere proof that it was im-
mediately more economical than private management would
not suffice to show that it was more economical on the whole.!
This is the same thing as saying that the marginal social net
product is less than the marginal trade net product. The
practical inference, so far as the present argument goes, is
plain. Though in the special emergency of the great war,
when immediate output was absolutely essential and had to
be won even though the future suffered, the State might
rightly intervene to enforce various forms of combination that
would not have come about without it, yet in normal times of
peace it should always hesitate before encouraging, and should
perhaps in some instances impede, any threatened excess in
the growth of giant businésses, whethér these are publicly or

! We may notice that, when, as in such s country as India, the narrowness
of the markets and other causes prevent the development of any large scale
industries, the top end of the industrial ladder is cut off, and there is a difficalty,
anslogous to the difficulty discussed in the text, abont the provision of an
adequate training-ground for the higher forms of business ability. {(Cf. Morison.
The Industrial Organisation of an Indian Provizes, p. 186.)
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privately owned. 'What has been said above, however,
obviously does not exhaust the considerations relevant to this
problem. Further discussion of it will be found in Chapters
XTI, and XVIIIL

§ 5. Considerations of the same general character as the
above are relevant to certain developments in the method and
practice of standardised production.! It has long been known
that, by specialisation to a limited number of standard forms,
great cconomy of cost and increase of production can be
achieved. This economy, furthermore, is not confired to the
point at which standardisation is first applied; for, if one
industry agrees to standardise its produet, the industries which
make machines and tools for making that product are in turn
enabled to standardise theirs. The Standards Committee of
the Engineering Trade of this country has done much work in
drawing up, for screws, nuts, certain motor parts and various
other things, standard specifications which have been adopted
throughout the engineering industry of the country generally.
The experience of the great war, in which military equipment
and munitions had necessarily to be of uniform patterns,
brought out more clearly than before the enormous scope for
direct economies which, partly by making possible the em-
ployment of relatively unskilled labour, standardisation of
product is able, in favourable circumstances, to create. 'The
urgent need for immediate large output at a minimum of
cost even led to standardisation, under Government authority,
of such things as ships and boots. The essence of the matter
is that the standardisation of certain products over the whole of
an industry, by enabling the firms that make them, and the
other firms that make tools for making them, to specialise more
closely than would otherwise be possible, leads immediately to
an enormously increased output of these products. This in-
creased output we may call, if we will, the trade net product of
the method of stendardisation. If, however, attention is concen-
trated exclusively upon this, the net advantages of the method
will sometimes be greatly exaggerated. For standardisation

V Tn Industry and Trade, bk, ii,, chapters ii. and iii., Dr. Marshalf, after
distinguishing between standards particudar to an individual producer and
standards that are gencral to the greater part of an industry, has mnch inter-
esting discussion of modern developments in standsrdisation,
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almost inevitably checks the development of E\{rjmttems,
new processes and new ideas, It is &ll very well to make
rules for revising periodically the standard specifications.
This is not an adequate remedy, because the real danger of
standardisation is, not so much that it will prevent the adoption
of new things when their superiority has been recoguised, but
that it will greatly lessen_the..inducement t¢"manufacturers to
devise and try new things. For in normal industry the
profit which a man gets out of ar improvement is chiefly won
in the period when he is ahead of his competitors, before the
improvement is adopted geperally. With a rigid system of
standardisation nobody would be able to be ahead of anybody
else or to introduce a new pattern till the whole trade did so.
The whole line, in short, must advance together; and this
means that no part of it bas any great inducement to advance
at all The marginal social net product of effort devoted
towards standardising”processes falls short of the marginal
trade netm%n extent measured by its indirect conse-
quences in checking inventions and improvements and so lessen-
ing productive powers in the future, Obviously the gep thus
indicated is uot equally wide for all commodities. It is
difficult to believe, for example, that the establishment of
standard sizes and standard forms for such things as screws
and nuts is likely to prevent the development of any important
improvement. In these simple things there is little or no
room for improvement. But with complex manufactures the
position is altogether different. Evea in the course of the
great war, when large output was of overwhelming importaunce,
it would have been madness to standardise the production of
aeroplanes ; the opening for discovery and for the development of
better types was so wide. And plainly, in many other finished
manufactures, it is impossible to feel any confidence that the
firal form bhas already been evolved. There is, therefore,
always the danger that, by standardisation, we shall augment
enormously the production of the good at the cost of never
attaining to the better. In any action that the State may
take to foster standardisation for the sake of the immediate
and direct stimulus which it gives to output this danger
must be carefully borne in mind.
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§ 6. Yet again the analysis here developed is applicable to
certain aspects of that method of business organisation that
has come to be known as “scientific management.” The
general characteristics of that system are well known, Elaborate
study of the various operations to be performed is undertaken
by trained experts, who analyse these operations into their
separate elements, and, on the basis of this analysis, coupled
with careful observation of the methods actually followed by
a number of good workmen, construct, by combination, an ideal
method superior to any yet in vogue. The kind of improve-
ment to which this process leads is illustrated by the results
of Mr. Gilbraith’s investigation of the problem of laying bricks.
He “studied the best height for the mortar box and brick pile,
and then designed a scaffold, with a table on it, upon which
all of the materials are placed, so as to keep the bricks, the
mortar, the man, and the wall in their proper relative positions.
These scaffolds are adjusted, as the wall grows in height, for
all of the bricklayers, by a labourer especially detailed for this
purpose, and by this means the bricklayer is saved the exertion
of stooping down to the level of his feet for each brick and
each trowelful of mortar and then straightening up again.
Thiuk of the waste of cffort that has gone on through all these
years, with each bricklayer lowering his body, weighing, say,
150 pounds, down two feet and raising it up again cvery time
a brick (weighing about 5 pounds) is laid in the wall! And
this each bricklayer did about one thousand times a day.”!
This device is, however, merely one example of what scientific
management endeavours to achieve in genmeral. The central
conception involved in it is that of handing over the task of
planning methods to trained experts, and them explaining to
the workmen in elaborate detail what it is they have to do,
including even the pauses and rest periods that they should
take between successive operations and movements. “The
work of every workman is fully planned out by the manage-
ment at least one day in advance, and each man receives in
most cases complete written instructions, deseribing in detail
the task which he is to accomplish, as well as the means to
be used in doing the work. And the work planned in advance

V Taylor, The Principles of Scientific Management, p. 78.
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in this way constitutes a task which is to be solved, as explained
above, not by the workman alone, but in almost all cases by
the joint effort of the workman and the management. This
task specifies, not only what is to be done, but how it is to be
done and the exact time allowed for doing it.”* The work of
teaching the workmen how to do it, and of seeing that they
properly understand and carry out their instructions, is en-
trusted to a new class of officials known as “ funetional fore-
men,” These officials, working in conjunction with the
accounting officer, can ascertain at once how far the costs of
any particular workman’s output exceed the proper costs laid
down beforchand, and can then concentrate attention and
instruction at any point where there is prima facie reason to
hope for improvement’ Now it is perfectly plain that this
type of industrial organisation is likely to yield large immediate
economies, and that the careful teaching involved in it must
up to a point yield much permanent good. It is a paradox that,
“though in the athletic world instructors exist to teach boxers
how to balance themselves and use their arms, and ericket
professionals are constantly at work improving the efficiency of
batsmen and bowlers, and coaches are a necessity to teach a
boat’s crew collectively and individually how and when to
move their bodies and hands, yet in the industrial world the
value of teaching operatives how to earn their livelihood is
hardly yet recognpised.”® Nevertheless, there is real danger
lest this new-found science should be pushed too far. Carried
to excessive lengths it may, from a long period point of view,
defeat its own ends, First, it ia plain that, so far as the
operations of the individual workman are reduced to a
mechanical plan, the original source from which the directing
authority derived its standard methods—namely, a2 combina-
tion of the best points in the varied individual methods of
different workmen-—would be dried up. Overt suggestions
from workpeople for improvements in method would also,
perhaps, be rendered less probable. No doubt, this loss could

1 Taylor, The Princtples of Scientific Management, p. 89.

2 Cf. Emerson, Efficiency, ch. vii. Mr. Dicksee druws some instructive
comparisons between these methods and the various forms of drill practised

among soldiers, (Business Methods and the War, Lecture 2.)
* Health of Munition Workera Committee, Interim Report, p. 77.
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be partly atoned for by the employment of scientific experts
specially charged with the task of experimenting in new
methods. But, after all, these are available under ordinary
systems of works’ management and cannot, therefore, be
regarded as a peculiar asset of the Taylor system to be set
against its peculiar failings. Nor is it only in respect of
specific suggestions and devices that injury may be indirectly
wrought by this system. There is grave reason to fear lest
the general imitiative and independent activity of workpeople
may be injured by their complete subordination to the detailed
control of functional foremen, much as the general initiative
of soldiers is injured by the grinding of an over-rigid and
mechanical military system. By the removal of opportunities
for the exercise of initiative, capacity for initiative may be
destroyed, and the quality of the labouring force may in this
way be subtly lowered. In so far as this happens, the
marginai social net product of resources invested in the
development and application of scientific management falls
short of the marginal trade net product. Unless the State or
philanthropy intervenes, there is a danger that this method
of industrial organisation may be carried further and applied
more widely than the interest of the national dividend—not
to speak of the more general interest of society—when viewed
as a whole, demands.



CHAPTER VIII

DIVERGENCES BETWEEN MARGINAL TRADE NET PRODUCT AND
MARGINAL INDIVIDUAL NET PRODUCT'

§ 1. Iy the preceding cbapters it was provisiomally assumed
that the rate of return (o investment in any industry is
equivalent to the value of the mwarginal trade net product
there, and, therefore, that the tendency of self-interest to
equalise returns in all industries is in effect a tendency
to equalise the values of marginal trade net products.
From this assamption it followed that self-inferest fails to
equalise the values of wmarginal social “net products only in
so far as trade and social net products diverge. We have
now to inquire how far the provisional assumption thus
made is correct. Is it the fact that the free play of self-
interest tends to equate the values of marginal trade net
products in different industries? To simplify this inquiry
I shall imagine a central level of value of marginal trade
net products in industries in general, and shall concentrate
attention upon the influences which determine whether
or mot the value of the marginal trade mnet product of
resources in some single occupation selected for review will
tend to stand at that central level? In future chapters I
shall investigate this problem as it presents itself under
conditions of monopolistic competition, simple monopoly and
discriminating monopoly respectively. But the present

1 A disgrammatic version of the argument of this chapter will be found in
Appendix II1.

2 It is not necessary to suppose that this central level is actuslly attained
in any iodustry ; it is rather to be conceived as the level whichk would be
attained in any industry operating under conditions of constant return, or, as

the aversge of the levels which would be attained in sll industries if their
departures from constant return in both directions balanced each other.
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chapter will be concerned exclusively with simple com-
petition,” that is to say, with conditions under which it is
to the interest of each seller to produce as much as he can
at the ruling market price, and not to restrict his output in the
hope of causing that price to rise.

§ 2. The broad general solution of this problem can be
reached without great difficulty. Let us place ourselves in
imagination in a country where the flow of resources coming
annually into being has to be distributed regularly among
a variety of occupations. It is assumed that, when any given
quantity of resources is devoted to a given occupation, the
concrete form assumed by these resources—their distribu-
tion, for example, into many or few individual firms and so
forth—is the most economical form available (from the
standpoint of the period of time relevant to our problem)
for that quantity of new resources; and that, when a
slightly greater quantity is devoted to the occupation, the
concrete form assumed is the most economical form available
{from the same standpoint) for that quantity! When this
assumption is made, it is plain that, if one unit is added to
the resources that normally flow into any one occupation, that
unit will yield the same net product as each of the other
units in the flow. All the units are interchangeable in this
sense. But, in consequence of the addition of the extra
unit, the general organisation of the industry may be modified
m such wise that each unit of the flow directed towards
it yields a different net product from what it would have
done had the addition not been made. Thus, the net product
of the (marginal) 10,000th unit consists of two parts, a direct
net product equal to the net product which every unit would
have yielded had the organisation of the industry remained
unchanged, z.¢. which every unit did yield when 9999 units
were employed, and an indirect net product, equal to the
increase or decrease in the net product of all the units
employed, which is due to the changed organisation of the
industry. These two things together constitute the marginal
trade net product of the resources devoted to the industry
when 10,000 units of resources are devoted to it. But

} Cf. the definition of marginal net product given in Chap, FL § 1.
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the assumption that the value of this margiral trade ret
product is equal to the returns obtained by the investor
is not correct. The owner of the marginal unit of the flow
of resources will not reap for himself the whole of this net
product. He will only reap the direct net product of this
unit, together with a fraction of the indirect net product
equal to the fraction which his private investment bears
to the aggregate investment. Under simple competition,
however, since that condition of things implies that each
individual seller is only responsible for a very small share
of the aggregate output, this fraction is necessarily very
small It follows that the marginal trade net product in
any industry differs from the net product reaped by the
individual investor—the marginal individual net product
as we may say—by very nearly the whole amount of the
indirect net product due to changes brought about in the
general organisation of the industry. In an industry working
under conditions of constant returns, an increment of
resources yields no indirect net product; hence marginal
trade net product is equal to marginal individual net
product. In an industry working under conditions of
diminishing returns, an increment of resources yields a
negative indirect vet product; hence marginal trade net
product is less than marginal individual pet product. In
an industry working under conditions of increasing returns,
an increment of resources yields a positive indirect net
product ; hence marginal trade net product is greater than
marginal individual net product. These results are, of course,
equally valid, whether the product of the industry in question
is a single commodity or a number of different commodities
produced by it under conditions of joint supply. An important
practical conclusion immediately follows. Clearly it is the
value of the marginal individual net product in any industry
that seli-interest tends to make equal to the value of the
marginal net product of resources in general. Hence, in an
industry where marginal trade net product differs from marginal
individual net product, the value of marginal trade net
product does not tend to coincide with that general level
Rather, in industries of increasing returns the value of the

|
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marginal trade net product of investment tends to exceed,
and in industries of diminishing returns to fall short of, the
value of the marginal trade net product yielded in industries
in general. Furthermore, the “error” in either case is
greater, the more sharply diminishing or increasing returns,
a3 the case may be, are acting.'

§ 3. The argument of the preceding sections is complete,
if we suppose that all the various sources or regions of supply,
from which the aggregate supply is contributed, are precisely
similar. Prima facie, indeed, it might seem that, in
industries subject to increasing returns, we need to suppose
further—a supposition incompatible with our assumption
of simple competition—that only a single producer is at
work ; for, with more than one supplier in the market, it
is difficult to understand how stable equilibrium can exist.
But the difficulty is apparent rather than real. Provided
that certain external economies are common to all the
suppliers jointly, the presence of increasing returns in all
together is compatible with the presence of diminishing
returns in the special work of each severally; and this is
sufficient to permit of stable equilibrium, Hence, no second
supposition is required to validate our argument. It
remains, however, to consider what results will follow if the
first supposition mentioned above, that, namely, of precise
similarity of all the various sources or regions of supply,
is withdrawn. In conditions of simple competition, equili-
brium will be established, when the marginal individual
net products of new resources in all the sources of supply
are equal. But equality of marginal individual net products
between two sources only implies equality of marginal trade
net products, provided that the difference between marginal
trade net product and marginal individual net product is the
same in the two sources; and this implies that the circumn-
gtances of the two sources are exactly alike. Buf, when
the various sources of supply are not exactly alike, it is by
no means obvious that the difference between the marginal
trade net product and the marginal individual net product in

1 Cf. Marshall, Principles of Economics, bk. v. chapter xiii,, for the wholo of
the preceding a.rgument
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any one of them will be the same as it is in any other. It
can, indeed, be shown that, in general, this will not be so.
Hence, simple competition involves a further element of
maladjustment, additional to that which has so far been
discussed. The values of the marginal trade net products of
resources invested in different sources of supply will diverge
from the value of the marginal trade net product of resources
in general, not in a uniform manner, but some to a greater,
and others to a smaller, extent.

§ 4. The results we have obtained lead directly to the
following conclusions. When there is only one source of
supply, or when all the sourcés are similar, it is possible to
conceive, for every industry obeying the law of diminishing
returns, some uniform rate of tax, the levy of which on the
industry would make the value of the maiginal trade net
product of resources in that industry more nearly equal to
the value of the marginal trade net product™of vesomrces in
general than it would otherwise have been. In like manner,
it is possible to conceive, for every industry obeying the
law of increasing returns, some uniform rate of bounty, the
grant of whi¢h would have this eflect, When two or more
of the sources of supply are mot precisely similar to one
another, it is still possible to conceive under diminishing
returns some uniform rate of tax, and under increasing
returns_some uniform rate of bounty, which would make the
values of the marginal {rade net products of resources in the
different cenfres of our industry more nearly similar to the
value of the mérginal trade net product of resources in
general than they would have been under a regime of complete
laissez-faire. But it is not possible, in generzl, to conceive
any uniform rate of tax (or of bounty) which would make the
values of the marginal trade net products of resources in all
the centres of our industry equal to the value of the marginal
trade net product of resources in general. To achieve this
latter purpose a system of differential taxes (or bounties) is
necessary, under which, in general, a heavier impost is laid
on those sources of supply where the law of diminishing
returns acts with the greatest force, and a lighter one on

! Of. Appendix IIL § 12,

o
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the other sources.! This result is of considerable theoretical
importance, because it is in direct conflict with the widespread
opinion that, apart from certain possible indirect effects,
differential taxes are necessarily wasteful and necessarily
cause people to obtain what they want by a more costly,
instead of by a less costly, route. This opinion is incorrect, and
the natare of the error can be easily illustrated. Suppose
there are two roads ABD and ACD both leading from A
to D. If left to itself, traffic would be so distributed that
the trouble involved in driving a “representative ” cart along
aach of the two roads would be equal. Buf, in some circum-
stances, it would be possible, by shifting a few carts from
route B to route C, greatly to lessen the trouble of driving
those still left or B, while only slightly increasing the trouble
of driving along C. In these circumstances a rightly chosen
measure of differential taxation against road B would create
an “artificial ” situation superior to the “natural ” one. But
the measure of differentiation must be rightly chosen.

§ 5. What has been said in the preceding paragraphs
exhausts the topic, which, if the logical scheme of this
work is strietly adhered to, is proper to the present place.
For the relation between the magnitude of the national
dividend and economic welfare was examined in a general
way in Part I, and Part II. has been reserved for a dis-
cussion of certain influences by which the magnitude of the
national dividend is affected. After all, however, logical
arrangement is a servant, not a master, and may be dis-
regarded for sufficient cause, In the present instance such
cause exists, The fact that individual producers, in deter-
mining their investments under simple competition, disregard
an element in the marginal trade net product, namely, the
indirect effect exercised upon the costs of other producers,
is interesting to us primarily because it makes the national

1 The whole of the sbove remarks apply to joint products as well as to
commodities produced in isolation. DBut a peculiar effect iz possible whou a tax
in kind—not an ordinary tax in money—is levied on one of two joint products.
If tho clasticity of domand for onc of them ia less than unity, a tax in kind on
that product will increase the output of both products, thus positively benefit.
ing tho consumers of the other product and, in some conditions, adding to the
aggrogate sum of consumers’ surplus.
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dividend smaller than it might be. But this fact itself is
ouly interesting to_us Wltimately for the reason that, generally
speaking, anything that affects the national dividénd in-
juriously also affects injuriously the sum of econemic welfare.
If, therefore, there exists a fact precisely analogous to the
one we have been discussing, which exercises an influence
upon national welfare directly, and not through the national
dividend, it would be mere pedantry to refuse to discuss it
here. A precisely analogous fact of the kind described does
exist. Just as the investment of an increment of resources
sometimes yields an indirect product, not taken account
of by the investor, through \it’;‘eﬂepct_c'm the productive
efficiency of other people’s resources, so also it sometimes
yields an indirect product by affecting the amdunt of satis-
Saction which other people derive from the consumption of
a given quantify of ~commodity. This form of indirect
product may be either positive or negative. Among com-
modities, the desire for which is partly a desire to possess
what other people possess, the creation of the 1000®™ unit
adds more to the aggregate satisfaction than it actually
carries itself, because it makes every unit of the commodity
more common. Top-hats are examples. Among commodities,
the desire for which is partly a desire to possess whai other
people do not possess, the creation of the 1000 unit adds
less to aggregate satisfaction than it actually carries itself,
because it makes every unit of the commodity more common.
Diamonds are examples! Among industries whose products
are desired for their own sake, and not as means to any
form of distinction, the creation of the 1000 unit adds to
aggregate satisfaction exactly as much satisfaction as it
carries itself. On the basis of this analysis, practical infer-
ences analogous to those set out in § 4 are easily obtained.
In every industry, the desire for whose products is enhanced

! It shonld be added that, when commonness or rareness is an element in
the esteem in which a person holds a thing, it is often not general commonness
or general rareness alone, but, in many instances, both commonness among one
set of people and also rareness among another set. As Mr. McDougall wTites
of the followers of fashion : * Each victim is maved not only by the prestige of
those whom he imitates but also by the desire to be different from the mass who

bave not yet adopted the fashion™ (Socia? Psychology, p. 336). This aspect of
the matier cannot, however, be pursued here,




196 ECONOMICS OF WELFARE PT. 1

it they become less common, it is possible to conceive som¢
uniform rate of tax, the 16vy of which on the industry woulc
increase economic welfare~and™in every industry the desir
for whose products is enhanced if they become more common
it is possible to conceive some uniform rate of bounty, the
imposition of which would produce a like effect. But ther
is reason to believe that the great bulk of common com
modities consumed by the mass of the population are desirec
almost entirely for their own sake, and not as a means
any form of distinction. The sphere of usefulness thai
could belong, even under a perfectly wise and perfectly
virtuous Government, to these fiscal devices is, therefore
probably smaller than it might appear to be at fixst sight.



CHAPTER IX
STATE REGULATION OF COMPETITIVE PRICES

§ 1. THE preceding discussion seems at first sight to prove
that, apart from divergences between individual, trade and
social net product, State interference, designed te modify in
any way the working of free competition, is bound to injure
the national dividend; for this competition left to itself will
continually push resources from points of lower productivity to
points of higher productivity, thus tending always away from
less favourable, and towards more favourable, arrangements of
the community’s resources. We have now to confront this
geperal presuibption with the extensive policy of price
regulation which was followed by the British, as by most other
Governments, during the course of the great European War.
I propose first to give a general account of that policy and
then to inquire how far, if at all, the experience gained should
modify the conclusions reached in preceding chapters.

v § 2. Broadly put, the position was as follows. The war
caused in two ways a great shortage in certain things. On
the one hand, for munition articles, army clothes and so forth,
there was an enormous new Government demand much in
cxcess of normal supplies. On the other hand, for various
articles of ordinary civilian use, the contraction of available
tonnage and the withdrawal of labour for the army and
munition work caused supplies to fall much below the normal.
The shortage brought about in one or other of these ways put
it in the power of persons who happened to bold stocks of
short commodities, or to be able to produce them quickly, to
charge for them prices very much higher than wsual. When
the shortage was due to imcreased Government demand, the

197
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scale of business done by these persons being as large as, or
laxger than, before, the high prices that they were enabled to
charge necessarily yielded them abnormally large profits.
When it was due to contraction of supply (eg. through the
withdrawal of labour or other obstacles to output), the gain
from high prices might be cancelled by loss due to lessened
sales; so that abnormally large profits were not obtained.
For a great number of things, however, the conditions of
demand are such that a shortage of, say, 10 per cent in the
supply causes the price offered by purchasers to rise by much
more than 10 per cent. For the sellers of articles of this
class the shortage, even when it was due to 2 supply contrac-
tion, often meant abnormal profits. Of course, some of these
aboormal profits were more apparent than real, for, if prices
all round are doubled, a doubling of money profits will only
enable a man to get the same amount of things as before.
Very often, however, the money profits were enhanced very
much more than in proportion to the rise in general prices,
Wherever this happened, certain specially favoured persons
were benefiting greatly as a direct consequence of the war,
This state of things naturally caused resentment, and suggested
State interference.

3. This interference might follow either of two principal
lines. On the one hand, fortunately situated sellers might be
allowed to charge such prices as the market would bear, thus
collecting abnmormal profits in the first instance; but, there-
after, be deprived of the bulk of these for the benefit of the
Exchequer by a high excess profits tax. On the other hand,
the prices they were allowed to charge might be limited by
authority to rates at which it was estimated that abnormal
profits would not accrue to them. Apart from points of
technique and administration, the choice between these two
plans makes no difference to the fortunately situated scller.
But it does make a difference to the people who happen to
need the particular goods or services that he sells. For,
whereas under the maximum price plan they are left un-
touched, under the excess profits plan a special levy is, in
effect, placed upon them for the benefit of the general taxpeyers,
It follows that, where the taxpayers themselves, through the
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Government, are the principal buyers, or where the public are
buyers more or less in the proportion in which they are tax-
payers, it does not greatly matter which of the two plans is
chosen. But where, as in practically all articles of food, poor
people play a much larger part, compared with rich people,
as buyers of an article which is short than they play as tax-
payers, it does greatly matter. For, if the State were to
adopt the excess profits plan in preference to the maximum
prices plan, it would be relieving the well-to-do of a large
block of taxation, and throwing it, by a roundabout and semi-
secret process, upon the shoulders of the poor. Whatever
might be thought of the desirability of exacting a larger
contribution to the expenses of the war from relatively poor
persons, it was obvious that a device of ¢hat kind would never
be tolerated. Consequently, over a large part of the field,
the excess profits plan could not practically be made the main
engine for preventing fortunately situated sellers from making
fortunes out of the war. Resort had of necessity to be had
to the plan of maximum prices.

§ 4. In the actual working out of that plan, a great
number of difficulties emerged, which it will be well to set
out in order. The first of these was the difficulty of definition.
The same name often covers a great variety of different
qualities of article, which it may be extremely hard to
disentangle in any formal schedule. Yhen this condition
prevails it is impossible to exercise control over prices by
general rules, and it becomes necessary to fall back upon the
cumbrous device of individual appraisement. Thug, under the
Raw Cocoa Order of March 1918, it was laid down that no raw
cocoa might be sold except at “a fair value,” this fair value
being determined by 2 person authorised by the Food Controller
to determine the grade of the various lots of cocoa. A similar
plan was adopted at the end of 1917 for controlling the prices of
cattle and sheep sold by live weight at market. Obviously, how-
ever, this plan could not be employed on a large scale, owing
to the vast amount of labour that it involves. Consequently,in
general, some modification of it was essential, and some general
classification of grades had, in spite of the openings for evasion
that this permits, to be, in one way or another, relied upon.
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A second difficully, when the problem of defining grades
of quality was overcome, resulted from the mere fact that
grades were often very numerous. The task of fixing prices
directly for a great variety of these might well be more than
any authority, at all events in the earlier stages of its
operation, was prepared to enter upon. When there were
only a few grades, it was comparatively easy, with the help
of advice from experts, to do this; but, when there were
a great many, it was thought better to rely, not on a schedule
of maximum prices, but on a general Order determining the
relations between the prices that might be charged in the
future and those that had been charged in the past. An
example of this plan was the Order of the Ministry of
Munitions, issued in August 1916, by which sellers of
machine tools were forbidden, except with the sanction of
the Minister, henceforward to charge prices higher than they
were charging in July 1915,

An analogous difficulty had to be faced when a com-
modity, about the grading of which, perhaps, there was no
need to trouble, was produced under different conditions in
a number of different localities, in such wise that a single
maximum price would not treat different producers fairly.
Here, too, inability to construct a schedule as varied as the
circumstances required forced the controlling authority to
fall back on the plan of fixing, not future prices themselves,
but the relation between future prices and past prices. Thus,
in May 1917, an Order was issued that no imported soft
wood should be sold at prices above those that ruled tn cack
several locality in the week ending 31st Jamwary 1917,
This Order was subsequently modified as regards imports
from Scandinavia; but with that we are not concerned.

So far it has been tacitly assumed that the maximum
price aimed at for any one commodity of a given grade is
a single price. For some commodities, however, no one
uniform price ruling throughout the year is adapted to the
conditions of their production and sale, and 2 series of maxima
is needed. Plainly, a series is more diflicult to determine
correctly than a single price. Consequently, here again the
controlling authority was driven to the method of regulating
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the relation between future and past prices. Thus, in July
1917, it was ordered that the wholesale price of milk per
imperial gallon should not henceforward anywhere exceed
by more than 61d the price charged in the corresponding
month a year before, and that the retail price per imperial
quart should not exceed this corresponding price by more
than 2d. The same plan was followed in the Price of Coal
(Limitation) Act of 1915, which decreed that no colliery
company should charge a price exceeding by more than 4s.
(afterwards raised to 6s. 64) the price charged on a similar
sale at a similar date in 1913-14.

Plainly, all these indirect and roundabout methods of
control left the way open for evasion and were likely
to prove difficult to enforce.  Consequently, controlling
authorities, as they got-a better grip and better knowledge
of the conditions of various industries, tried to step forward
to the more precise method of maximum price schedules.
More and more this became the predominant plan. The
producers’ and wholesalers’ prices of most of the more
important articles of food came to be fixed directly by
schedule, as were also the prices of most of the commodities
controlled by the Ministry of Munitions. For most things
it was found sufficient to set up a single schedule, But
sometimes different producers’ prices were fixed for different
parts of the country. For hay, for example, Scotland was
given one price, England another. Sometimes, too, & series
of schedules were set up to apply to different parts of the
year. For potatoes the Order of February 1917 fixed one
price up till March 31st, and another higher price after that
date; and for peas and beans an Order of May 1917 fixed
three prices, diminishing in amount, for sales in June, July,
and later months. Similarly for wheat, oats and barley, to
be harvested in the United Kingdom, the Food Controller,
in August 1917, fixed a series of prices rising gradually
in each successive two months from November 1917 on to
June 1918, A later Order fixing maximum milk prices
made a similar differentiation between different parts of the
year. It is plain that the direct establishment of maximum
prices is, if the appropriate prices can once be worked out
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satisfactorily, likely to prove much more effective than any
roundabout plan.

So far we have only taken account of industries so
simply organised that the producers sell a finished product
direct, without any intermediary, to ultimate consumers.
In most industries, however, there are several stages between
the original material or service and the finished product in
consurzers’ hands, This fact gives rise to further problems.
The conditions of demand for any finished product being
given, when an artificial price is fixed for any material or
service used in the course of making and selling it, the price
of the finished product need not be lowered correspondingly,
but it is in the power of other persons in a line between the
provider of this material or service and the finished product
to add on to their charges the equivalent of whatever has
been khocked off the charges of the regulated sellers. Thus,
if the price of coal at the pit-mouth were reduced by State
action and nothing else were done, the only effect might be
that dealers in coal could buy more cheaply while retaining
the old price of sale. Again, if the price of cattle were
forced down, and nothing else done, retail prices might remain
unaltered, while butchers and meat dealers gained enormonaly.
Yet again, if freight-rates on imported materials were kept
artificially low by Government action, the various people
who use these materials in their industries might get the
whole benefit. Nor is it merely possible that this might
happen. In general it would happen, except in so far as the
people, on whom a power of exaction was thus conferred,
deliberately from patriotic motives, or from fear of popular
resentment, decided to forgo their advantage. In order to
prevent this, the fixing of maximum prices at the earlier
stages of production had to be coupled with contrel over
the profits which manufacturers or dealers at a later stage
may make by adding further charges on to these prices.

 One way in which this contro]l was exercised was by limiting
“the percentage eddition that might be made by any seller in
the line. In May 1917, for example, it was decreed that
no timber from Russia should be sold at an advance of more
than 10 per cent on the purchase price; and in September
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1917 a schedule of prices for fish was fixed as between
fish-carers and wholesale dealers, and other sellers (with
the exception of retailers) were prohibited from adding more
than 10 per cent on to the scheduled prices. More usually
it was not the percentage, but the amount, of addition that
was limited. Thus, under the Cheese Ordér of August
1917, first-hand prices of various sorts of British-made cheese
were fixed as from the maker, and it was provided that no
dealer other than the maker should add on to them more than
the actual charge for transport plus, in general, 6s. per cwt.
In October it was provided further that retailers should not
add on to the prices actually paid by them more than 23d.
per 1b. In the same month the prices of the various sorts
of leather were regulated on the same general plan, In like
manner the price of horse and poultry mixture was controlled,
in November 1917, by an Order forbidding the maker to
charge a price exceeding the cost to him of his ingredients
by more than £1:10s. per ton ; and the amount that other
sellers might add on was limited to 1s. per cwt. on sales
of 6 cwt. and more, 3s. per cwt. on sales of from 3 to 6 cwt,
and so on. In meat a variant on this plan was adopted, in
the first instance, on account of difficulties due to the custom
among retailers of obtaining different proportions of their
profit from the sale of different joints. In an Order of
September 1917 it was laid down that no person shall in
any fortnight sell meat by retail at such prices as cause the
aggregate price received by him to exceed actual costs to him
by more than a prescribed percentage (20 per cent or 24d.
per lb, whichever shall be less). In August 1917 a rule
on similar lines was laid down for retailers of bacon and
hams.

It is evident that plans of this kind for controlling the
charges to be made at the later stages of a commodity’s
progress to the consumer suffer from the same sort of dis-
advantage that roundabout attempts to control producers’
charges suffer from. They are liable to evasion. Con-
sequently, the controlling authorities sought, as they became
more masters of their work, to evolve some more satisfactory
arrangement. One stage in this evolution is illustrated by
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the Butter Prices Order of August 1917, In that Order
it was laid down that retailers may not add to the price of
butter sold by them more than 23d. per lb. above the actual
cost of it to them; but it was provided further that local
Food Control Committees might prescribe a scale of maximum
retail prices in accordance with the general directions of the
Order (which includes rules about maker’s, importer’s, and
wholesaler’s prices), although conformity with that secale
should not relieve any retailer from the obligation not to
add on more than 24d. per b. A slightly more advanced
stage is illustrated by the plan adopted for regulating the
retail prices of coal. The general principle was laid down
that retailers should not add on to their own purchase price
more than 1s. per ton over and above the costs of actual
handling and dealing with the coal (including office expenses
apart from the trader’s own salary). But this principle was
not left, as it were, in the air. It was provided that local
authorities, after consultation and inquiry, should work it out
and apply it in the form of a definite list of retail prices
applicable to their district. Yet a further stage is reached
when the controlling authority itself fixes listz of maximum
prices at more than one point on the way from production
to consumption. The Potato Order of September 1917
was of this type. Maximum prices were fixed for growers;
wholesale dealers were forbidden to sell in any week at prices
that yielded them more than 7s. 6d. a ton beyond their
total costs on all purchases of potatoes—costs which varied
with the transport conditions of different districts; and an
elaborate scale of retail prices was fixed, which related the
permitted price per lb. to the price per cwt., including price
of transport, that the retailer had actually paid for different
classes of potatoes. The final stage is reached when definite
schedules are fixed throughout—for producer, wholesaler, and
retailer equally—by the controlling anthority itself. This was
the arrangement to which the Ministry of Food steadily
progressed. It was definitely attained in regard to British
onions, most sorts of fish, beef and mutton, fruit for jam and
jam, peas and beans, and hay, oais and wheat straw. Lest,
through imperfect knowledge, the special circumstances of
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particular districts should have been neglected in the con-
struction of these scales, a safeguard was sometimes provided
in the form of a rule empowering local Food Committees,
with the sanction of the Food Controller, to vary the maxima
in their district. This provision was introduced into the
Order of January 1918, fixing maximum prices for rabbits.
In like manner it was provided in an Order of September
1917, that, where the Food Controller or a local Food
Committee was satisfied that, by reason of some exceptional
circumstance, flour or bread could not be sold by retail at
the official maximum price “so as to yield a reasonable
profit,” a licence might be issued, either for the whole or for
a part of any Committee’s area, permitting higher prices to be
charged. The Order of Jamuary 1918, fixing .a schedule
of maximum prices for most kinds of fish, was made subject,
as regards refail prices, to similar local revision, as was also
the Milk Prices Order of March 1918. A like power of
varying local retail prices, with the sanction of the Food
Controller, was accorded to the local Food Committees under
the Potato Prices Order of September 1917.

Hitherto attention has been confined to commodities that
come into the consumer’s hands in much the same form as
that in which they leave the hands of producers. Farther
complications are introduced when we have to do with raw
materials that are worked up into elaborately finished articles.
Here, owing to the various parts which the raw material plays
in different types and grades of finished goods, it is not generally
possible to fix schedules of price beyond the raw material
Consequently, for two important articles, boots and clothes, an
ingenious roundabout plan was adopted. An attempt was
made to induce or compel manufacturers to devote a consider-
able part of their plant to making “standard articles” to be
sold at prices caleulated on a basis of conversion costs, in the
hope that the competition of these articles in the market
would indirectly keep down the price that it is profitable to
charge for similar articles that are not standardised. In boots,
manufacturers were ordered to devote one-third of that part
of their plant which was engaged on civilian work to making
“standard boots.” In clothes, no fixed proportion of plant was
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forced into making standard goods, but manufacturers were
tempted to take up this kind of work by relatively favourable
treatment in the matter of the quota of raw wool allowed to
them. In cotton goods, though the price of raw cotton was
artificially controlled, no corresponding control of the finished
commodity was attempted, the argument being that cotton
manufacturers were sufficiently burdened by having to provide
a special levy to pay benefit to workpeople thrown out of work
by the reduction in the number of spindles and looms that
ight be operated.

The foregoing account of the difficulties encountered and
the expedients employed in the exercise of price control
suggests a question of some theoretical interest. It is plain
enough that, in the earlier stages of control, practical considera-
tions make it necessary to begin at the producer’s, rather than
the retailer’s, end; for the local differentiations needed in a
retail schedule are generally much more serious and require
much more knowledge to allow of their being fairly made.
As has been shown, however, as the controlling authority
became more expert and got a better grip on its industries,
it tended to make price schedules all along the line from the
producer to the final seller. Thus, in the end, retail maximum
prices often were fixed. The point in doubt is whether, when
this has all been arranged, there is any real need to continue
the earlier stages of control. Will not maximum retail prices
be reflected back all. along the line, and so automatically siop
“ profiteering * at earlier stages ? The view that this will be so
seems to have guided the work of some of the Ministry of
Food's contrels. For example, the prices of turnips and
swedes were regulated by a rule that nobody might sell them
for more than 1}3d. per lb, and the price of chocolates and
sweets by a rule that nobedy might sell them for more than
3d. per oz. and 2d. per oz. respectively. In general, however,
it was thought better to maintain price schedules at the
earlier stages, separate from, and adjusted to, the retail maxiwa.
In a world of pure competition it does not appear that this
would really have been necessary. If the retail maxima were
rightly arranged, everybody in line would automatically be
forced to charge prices that yielded them about the ordinary
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rate of profits. The artificial restriction upon retail price
would act in exactly the same way as a fall in the public
demand for the commoaity sufficient to counteract the shortage
of supply. It is probable, however, that this adjustment
would not, in real life, be made without a certain amount of
friction, and that some of the traders affected might be in a
position to exercise quasi-monopolistic pressure against particular
shopkeepers or others who happened to be mainly dependent
on them. Consequently, when schedules of maximum prices
for the earlier stages had already been worked out, to drop
them, in the hope that the retailers’ schedules subsequently
superimposed would by themselves achieve the whole of the
ends desired, would probably have been unwise,

V § 5. We have now to consider the broad analytical problem
which these expedients of war time suggest. What exactly is
to be said of the relation between the kind of price regulation
that was then attempted and the volume of the national dividend ?
The great upheaval of the war bad caused the existing distri-
bution of resources to be uneconomic, in the sense that the
value of the marginal uet product of those employed in making
certain specially scarce articles was abnormally high. Apart
from outside interference abnormal values of marginal net
products mean abnormal returns to the investor; and these
abnormal returns tend to draw resources from occupations of
relatively low productivity to those occupations of greater
productivity in which they rule. When prices are cut down
by law, the value of the marginal net product of any given
guantity of resources in any oceupation is, indeed, necessarily
cut down also, because we have defined this value as the
marginal physical net product multiplied by the realised
price. Plainly, however, this definition tacitly assumes the
realised price to be identical with the demand price. When
these two are artificially divorced, our definition must be
changed. The values of the marginal net products of resources,
which it is to the interest of the national dividend to make
equal everywhere, consist in the marginal physical net products
multiplied by the demand prices. When this is understood, it
is evident that an artificial reduction of price, while lowering
returns in the industry affected by it, leaves the true value of
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the marginal net product of any quantity of resources invested
there unchanged. The desirability, from the standpoint of the
national dividend, of a transference of resources is thus un-
altered, while the principal influence tending to bring it about
is weakened. To put the same point in more general terms,
_any external limifation imposed on the price of an article
produced under competitive conditions (i.e. otherwise than by
2 monopolist) must lessen the inducement that people have to
make that article. Normally it is just through high prices
and high profits that a shortage of anything corrects itself.
The prospect of exceptional gain directs free resources into
the industry which makes the thing that is short. Cut off
this prospect, and that increase of supply, which the interest
of the national dividend demands, will be checked, and checked
more severely the greater is the cut made from the “ natural ”
price.

§ 6. In the special circumstances of the Great War this
injurious tendency of price limitation was largely counteracted
by other influences. For the State itself, in many departments
of industry, took over the task of allocating resources among
different occupations. It built up munition works, controlled
shipbuilding, and urged on agricultural production by the
promise of land, tractors, and labour drawn from the Army.
Thus, though price regulation might weaken the directive force
normally exercised by economic motives, the tagk of direction
was taken over by another and more powerful agency. No
doubt, had prices in any occupation been artificially pushed
down so low that profits to the “representative” firm fell
actually below the ordinery money level, capital and labour
would have gone elsewhere in spite of government pressure.
But, of course, prices were not artificially pushed down to
this extent in any occupation. On the contrary, complaint
was often made that they were left high enough to yield
abonormally large profits, not merely to firms that could fairly
be regarded as “representative,” but even to those very weak
and inefficient firms which, in the ordinary course, would have
been making losses and decaying out of business’ On the

1 It has been suggested that maximum prices could have been fixed at a
considerably lower level il the good and bed firms had been formed into a kind
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whole, therefore, we may conclude that, as things were, in
view of the abnormal activity of the State, and, it should be
added, of the effectiveness of appeals to patriotism, price control
in the peculiar circumstances of the war probably caused very
little damage to the volume of the national output.

§ 7. It would, bowever, be a great error fo infer from
this that a general permanent policy of control, designed
to prevent groups of producers from reaping abnormal profit
on occasions when the conditions of the market give them
power to do so, would be equally innocuous. People, in
making choice of investment, take account of these ups and
downs, and, so far as their judgment is correct, place their
resources in such a way that, on the average and on the
whole, the marginal yield works out about equally in different
occupations. In these circumstances it is obvious that any
general State policy of cutting down prices in any industry
below the competitive level, on occasions when the conditions
of demand and supply would enable tbat industry to obtain
exceptional profits, must, in effect, penalise it as compared
with stable industries. For if, in a hilly district where the
average level of peaks and valleys is the same as it is on
a plateau, the tops of the peaks are removed, the average level
there will, of course, be reduced below that of the plateau.
The discouraging effect of this differential action cannot be
made good by auy direct manipulation of production by the
State. For here we have to do, not merely with a tendency
for free resources to go elsewhere at the (ime when the

of pool, the war profits in the better firus being used to cancel any excess of
cost above selling price that there might be in the worst firms. Professor
Taanssig has pointed out that, before an arrangement of this kind could be
worked, very serions administrative difficulties would have to be overcome and
an elaborate system of detailed costings set up (Quarterly Journal of Eeonomics,
Feb. 1919). But, besides this techmical objection, and the obvious farther
objection that efficient management would be very greatly discouraged sinece it
would reap no reward, there is also an objection of principle. Some of the
consumers of au article treated in this way would be getting their stuff at
actually less than it cost to preduce it. The abnormal profit which the war
accorded to more favourably situated or better managed coucerns would be used,
not for the service of the State in general, as under the excess profits tax, but
to provide this exceptional and pecaliar privilege. At a time when the State
has need of all possible resources, very special reasons are required to justify it
in using them up in this way.

P
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regime of price control is at work, but with a tendency that
operates continually and checks the general flow of resources
that would otherwise seek investment in building up the
permanent equipment of the threatened industry. If, for
example, the State adopted a general policy of forbidding
farmers to charge high prices when they have power to do
so on account of a bad world harvest, this would check invest-
ment in agriculiure ; because people expect bad world harvests
from time to time and look to high prices then to set against
low prices in bumper years. While, therefore, on the one
hand, our analysis does not imply that the policy of price
contro! adopted in the abnormal circumstances of the war
worked injury o the national dividend, on the other hand,
the experience of the war gives no ground for doubting that
a general permanent policy of price limitation, in non-
monopolised industries, would produce this effect. This con-
clusion is, of course, subject to the special considerations set out
in Chapter VIII, and also to the qualification that, if maximum
prices are fixed so high as to leave all ordinary sales unaffected
and merely to protect an occasional weak purchaser from ex-
ploitation by unscrupulous dealexs, they will not hurt the
dividend.



CHAPTER X
STATE BREGULATION OF SUPPLIES

\/§ 1. It is not only in the matter of prices that the war
afforded examples of Government interference with com-
petitive industry. [Extensive interference also took place
with the free distribution of commodities among different
industries, different firms within the same industry, and
different ultimate consumers. This interference had to be
undertaken in order to get over difficulties to which the price
regulations described in the preceding chapter gave rise. For,
when prices in competitive industries are artificially reduced
below the level that they tend naturally to assume, the
ordinary market influences regulating the distribution of
commodities between different purchasers are thrown out of
gear. When there are no price restrictions, at any price
everybody buys for every purpose as much of a thing as,
at that price, he wants, and this process exhausts the whole
supply. But, when, #n competitive industries, prices are
artificially kept down, the sum of the demands of all
purchasers for all purposes is greater, and may be much
greater, than the supply. In the United States, where the
wheat for the whole year comes from the national harvest,
the result of price limitation unaccompanied by ration-
ing was that everybody got all they wanted in the
earlier part of the barvest year and had to fall back on
substitutes in the later part! There was, in short, a bad
distribution through time. For most commodities, however,
production as well as consumption is continuous. Thus, at
no time can everybody get all they want, but there is a

} Cf. Supplement to dmerican Economic Review, March 1919, p. 244.
211
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continuous shortage. Distribution becomes, if nothing is done,
the sport of accident, influence, and ability to stand for a
long time without fainting in a queue. There is no reason
to expect that the result reached through these agencies
will be, in any sense, a good distribution. Consequently,
when, during the course of the war, the policy of controlling
prices was adopted, it was, in general, found necessary to
control distribution also, and, with that object, to establish
some criterion for fixing the shares available for different
purchasers.

§ 2. When the commodity dealt with was a material that
could be employed for several alternative purposes, the obvious
criterion was relative urgency, from the point of view of
national war service, of these several purposes. The simplest
method of applying this criterion was to make rules cutting off
the supply of material from the least urgent uses either in
part or altogether, thue leaving more available for more urgent
uses. Examples of this method were:

(1) The imposition of Treasury restrictions upon the
investroent of mew capital abroad and, in a less degree, in
civilian home industries.

(2) The enunciation of a rule that no building costing
more than £500, and no building whatever containing
structural steel, should g put up without a licence.

(3) The reduction railway service for all forms of
civilian, ag distinguished from military, use.

(4) The prohibition of the use of petrol for pleasure.

6 e withdrawal of materials, etc, from the less
important tramways and light railways to others of greater
nationﬁportance.

(6) regulation of the use of horses in towns and on
farms and the control of road transport generally.

(7) The prohibition of the use of paper for newspaper
contents bills, and, under certain conditions, traders’ circulars,
and the abolition of “ Returns.”

(8) The prohibition by the Timber Supplies Department
against packing various articles in wooden cases and erates.

(9) The prohibition of thc use of electricity for lighting
shop fronts, and the order restricting the hours during which
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botel and restaurant dining-rooms might use artificial light or
theatres might remain open. This method is entirely nega-
tive: the least urgent uses are definitely ruled out, either by
a general order, or by making a licence—~which, of course,
is refused to the least urgent uses—a necessary condition of
action.

§ 3. Obviously, devices of this character are of limited
application. They take no account of the fact that uses
other than the least urgent are not all of equal urgency.
Consequently, if the material or labour available is insufficient
for all the uses that are left when the least urgent uses have
been cut off, it becomes necessary to arrange for some system of
priority among those that are left. The simplest way in
which this was attempted was as follows. The material was
left in private hands, but a system of Priority Certificates was
instituted, which only permitted sales to would-be buyers
with certificates of lower urgency after those with certificates
of higher urgency had been satisfied. Government work had
the first grade of certificate, work of special national import-
ance (¢4 export work deemed valuable for protecting the
foreign exchanges) the next, and so on in successive stages.
Iron and steel products were dealt with on this plan, and
quarry stone and other road material ,on less elaborate, but
substantially equivalent, lines. TWhen the proportion of the
available commodity that is needed for Government war
work or other especially urgent need is very large, the plan
of priority certificates by itself is not always safe. # The
Government may get less than it needs. To meet this risk
it is tempted itself, either by purchase or requisition, fo
become an owner (or hirer) of so much of the commodity as
is of specially urgent need. It may then hand over to firms
engaged on Government work, or other specially urgent work,
the supplies that are required for that work; but, even so,
it will need to distribute the surplus on some system of
priority to other firms. This plan was followed in a rough
general way with imported leather and flax and with a
number of metals.

§ 4. The application in these different forms of the
criterion of comparative urgency among competing uses
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presented very considerable difficulties during the war.
These difficulties, however, were necessarily much less than
those which would have to be overcome if a similar criterion
had to be applied to normal conditions of peace. For the
comparative urgency of different uses in war time depends
on the contribution which they severally make to national
war efficiency, This provides a definite standard to which
to work., It is obvious that food and munitions and the
support of the armed forces must take precedence over every-
thing else ; and, though, as the rivalry between the demands
of munitions and of ships for steel made plain, it is
difficult, still it is mot impossible, by conferences between
representatives of the various Ministries, to work out a
fairly satisfactory scheme of priorities. The reason for this
is that everything is subordinated to a single relatively simple
end. Under a regime of established peace—apart, of course,
from possible “ key ” industries, for which the obvious method
of assistance is bounties or a tariff, and not the allocation
of material—there is no single end of this kind. We have
no longer to deal with the Government'’s wants for war service,
but with the wants of an immense and varied population
for necessaries, comforts and luxuries. In war time it is
obviously more important to bring steel into the country
than it is to bring paper, and to manufacture army baking
ovens than private kitchen ranges. But in peace time none
of these simple propositions can be laid down. Those ¢things
ought to be made which are most wanted and will yield
the greatest sum of satisfaction. DBut the Government
cannot possibly decide what these things are; and, even if
it could decide what they are at one moment, before its
decision had been put into effect conditions would very
probably be changed, and they would have become something
entirely different. It is not easy to see how this obstacle
to. a permanent policy of rationing materials among the
several industries of the country could be satisfactorily
overcome.

§ 5. Toallocate materials to different uses according to the
comparative national urgency of these uses was not a com-
pletc solution of the war problem. Within ecach grade
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of use purchases are sought by a number of rival firms
anxious to work up the material into the finished product.
Normally price would have established itself at such a
level that each firm obtained the quantity of material which,
at that price, it desired. Vith restricted prices it is necessary
to provide an alternative basis for distribution among these
firms as well as among the different categories of urgency.
The basis adopted by the British Government was that of
comparative pre-war purchases. It is illustrated by—

(a) The regulation of the Cotton Control Board (1918),
limiting the proportion of machinery that any firm might
keep at work on American cotton;

(5) The condition imposed on importers by the Paper
Control that they should supply their customers (ie. manu-
facturers) in the same proportion as in 1916-17.

In highly organised trades, like the cotton industry, there
was no technmical difficulty in applying regulations on these
lines. But in many of the metal trades a special organisation
had to be created for the purpose. It is clear that this basis
of allocation could not be employed in comrnection with any
policy designed to last for more than a short period. For
an arrangement, which tended to maintain the various firms
engaged in an industry always in the same relative position
as they occupied in =an arbitrarily chosen year, would
constitute a quite intolerable obstacle to efficiency and
progress.

§ 6. When the prices of finished products as well as of
their raw materials were limited by regulation, a problem
exactly analogous to the above had to be faced as regards
distribution among ultimate consumers. To organise a basis
for this is obviously only practicable in connection with
commodities in wide, regular and continuous consumption.
The basis aimed at here was, not comparative pre-war
purchases, but an estimate of comparative current need.
For coal, gas and electricity an objective measure of this
was sought in the number and size of rooms and the number
of inhabitants in different people’s houses. For food products,
while some differentiation was attempted by means of supple-
mentary rations to soldiers, sailors, heavy workers, invalids
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and children, in the main the knot was cut by assuming
the needs of the general body of all the civil population
to be equal, and rationing all alike. This sort of dis-
tributional arrangement is fundamentally different from the
other two kinds. The passage from war to peace does not
destroy or render violently unsuitable the criterion adopted
for it. Plainly, however, in peace, as indeed in war also,
its necessarily rough and arbitrary character constitates
a very serious objection to it. “The proportion in which
families of equal means use the different °necessaries of
life” are very different. In ordinary times they distribute
their expenditure among the different necessaries in the manner
which seems best, some getting more bread, some more meal
and milk, and so ou. By equal rationing all this variety
is done away with; each household is given the same amount
per head of each commodity; allowance for age, sex, occupa-
tion and other things can only be introduced with difficulty.”!
There can be little doubt that British Food Rationing during
the war, in spite of this disability, led to a much more satis-
factory result then would have been attained from the
scramble—a scramble in which rich people would bave been
able to exercise varions sorts of pull upon tradesmen—that
must have resulted had food prices been limited but dis-
tribution left to take care of itself. In peace, however,
where presumably the alternative to rationing would be less
intolerable, the inconvenience and inequalities attaching to it
have correspondingly greater weight.

§ 7. If we are content to regard the various arrangements
which I have been describing as merely supplementary to
price restrictions already decided upon, it is plain that, though
they may affect the volume of the national dividend, as it
were, at the second remove—if, for example, they grant
priority to steel for making machinery rather than motor-
cars—they cannot affect it directly or fundamentally. They
modify the use to which the dividend is put, not the pro-
duction of it. This is modified by the price regulations
in the way that was explained in the preceding chapter. It
is mot modified further by any distributional supplements

' Cannan, Economic Journal, Dec. 1927, p. 468,
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those regulations. Consequently, from the standpoint
the present Part, no further analysis is required ; though in
rt V., where the distributional relations of rich and poor

examined, something more will have to be said about
» ratiovning of food.



CHAPTER XI
THE CONDITIONS OF MONOPOLISATION

§ 1. WE may now return to the main argument. In
Chapter VIIL. we supposed self-interest to act along the
route of simple competition, and we inquired into its
tendency to equalise the values of marginal trade net products
in all uses upon the basis of this supposition. The sup-
position, however, is not always warranted. As has already
been observed, an essential note of “simple competition ”
is that the supply of each seller constitutes so small a part
of the aggregate supply that his advantage is best consulted
if he “accepts market prices without trying, of set purpose,
to modify them.”! When any seller’s output constitutes
a substantial part of the whole, there is scope for various
sortsa of monopolistic action; and, when any sort of
monopolistic action is present, self-interest does not tend
to evolve an output such that the value of the marginal
net product of resources devoted to its production is equal
to that yielded by resources employed elsewhere. In future
chapters I shall examine monopolistic action in detail
Before that is done, however, convenience suggests that some
study should be made of the conditions which determine
the appearance of monopolistic power.

§ 2. First, other things being equal, circumstances which,
when the aggregate scale of an industry is given, make it
structurally economical for the typical individual establish-
ment to be large, pro tanto increase the likelihood that a
single seller will market a considerable part of the aggregate
output of his industry; for such circumstances neces-

1 Pareto, Cours d'éonomie politique, i. p. 20.
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sarily increase the probability that a single establishment
will market a considerable part of that output. Whether
any siugle establishment will, in fact, become big enough,
relatively to the whole of an industry, to procure an element
of monopolistic power, depends on the general characteristics
of the various industries concerned. Such an event is more
than usually likely in industries that produce fancy goods
liable to become ¢ specialities.” For, in these industries,
there often exist, within the broad general market, minor
markets, to a certain extent non-competitive among them-
selves; and, when this is so, an individual seller may supply
a considerable proportion of his own minor market, without
himself being of very great size absolutely. In a few peculiar
industries, among those concerned with staple goods and
services, it may also well be that the prospect of internal
economies will lead to the evolution of single establishments
large enough to control a predominant part of the whole
output of the industry. One of the most notable instances
of this is afforded by the industry of railway trans-
portation along any assigned route. In view of the great
engineering cost of preparing a suitable way, it will, obviously,
be much less expensive to have one or, at most, a few
railways providing the whole of the transport service between
any two assigned points than to have this service undertaken
by a great number of reilways, each performing an in-
significant proportion of the whole service. Similar remarks
hold good of the industries of furnishing water, gas, electricity,
or tramway service to a town. The existence of many
separate establishments involves a large number of mair
pipes, wires and rails. But the swhole business of any
ordinary district can be worked with a very small number
of these mains. Therefore, the existence of many separate
establishments implies the investment of a great quantity
of capital in mains that are only employed up to a very
small proportion of their capacity. There is an obvious
economy in avoiding such investment. This economy is the
ultimate reason for the tendency, which appears strongly
in the class of industry just discussed, for individual
establishments to furnish a large proportion of the total
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supply. The fruth is partly veiled by the fact that the
smmediate reason is, in general, unwillingness, on the part
of national and local governmental authorities, to allow the
right of eminent domain to be invoked, or the streets to be
disturbed, on more occagions, or by more people, than is
absolutely necessary. It is, however, the extra expense of
such procedure that lies behind this unwillinguess on the
part of the authorities. In the general body of industries
concerned with staple goods and services, the conditions
peculiar to railways aond their allied industries are not
reproduced. Internal economies reach the limit at different
points in different kinds of industry, at one point in the
cotton industry, at another in the iron and steel industry;
generally at a less advanced stage where the part played by
labour relatively to capital is large and at a more advanced
stage where it is small; but always long before the individual
establishment has grown to any appreciable fraction of the
whole industry of which it is a part! When this happens,
internal economies evidently cannot be responsible for mono-
polistic power.

§ 3. Secondly, other things being equal, circumstances
which, when the aggregate scale of an industry and the size
of the typical individual firm are given, make it structurally
economical for the typical individual unit of buginess manage-
ment—a number of establishments, for example, controlled by
one authority—to be large, pro fanfo increase the likelihood
that a single seller will market a considerable part of the
aggregate output of his industry. This proposition has, in
recent times, become of predominant importance, and it is,
therefore, necessary to examine carefully the various structural
economies, for which large scale control may, in different
sitnations, be responsible.

Much has been made by some writers of the fact that,
when a number of parallel establishments are grouped under
a single head, the different plants can be thoroughly specialised
to particular grades of work; and of the other kindred fact

1 Cf. Van Hise's account of the development of varions important
industries in the United States (Concentration and Control, pp. 42 ¢f seq.)

and Prof. Chapinen’s discussion of tho normal size of individual factories in the
cotton industry (Journal of the Royal Statistical Society, April 1914, p. 518).
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that the orders in any place can be met from the plant
pearest to that place, and that, thus, crass freights are saved,
That the economies resulting from close specialisation upon
particular articles or even particular processes may, in some
circumstances, be very great has been abundantly proved im
the British engineering industry during the war. But it
does not appear that a single control over many separate
establishments is essential in order to secure these economies.
Even though the different establishments were to remain
separate, it might be expected, when once their great im-
portance is realised, that the industrial organism would tend,
under the sway of ordinary economic motives, to evolve them.
In the paper industry of the United States, for example,
each mill confines itself as a rule to the manufacture of some
one quality of paper;' and in the Lancashire cotton industry,
not only was fine spinning, coarse spinning, and weaving
localised separately, but individual .firms frequently specialise
on a parrow range of counts for spinning.? The same thing is
true of the economies obtaivable from the utilisation of by-
products. Nor does it appear that those economies in respect
of marketing, which some writers ascribe to large-scale control,
are a dominating factor making for combimation. For, “if
a manufacturer is purchasing raw material, there is generally
a market price for it which all must pay, and which any one
can obtain it for, so long as he buys the customary minimum
quantity ; while, if what he requires is a partly manufactured
article, purchases amounting in value to hundreds of pounds
per annum, accompanied by prompt payment, can generally
be made at the cheapest possible rate. The sole advantage
enjoyed by the largest concerns in the purchase of raw
materials seems to me to lie in the possibility of occasionally
clearing the market of raw materials or of a surplus output
of partly manufactured stuff, by some purchase quite out
of the power of a smaller concern to compass. Such an
operation, however, partakes of the nature of 2 speculation,
and the profit, when gained, is hardly to be called a cheapen-
ing of the cost of production, if only for the reason that

1 Cf. Chapman, Work and Wages, val, i. p. 287.
2 Cf. Marshall, fndustry and Trade, p. 601.
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the opportunity for such a special purchase cannot be relied
upon to occur very often, and, when it does occur, is
perhaps as likely to result in a loss as in a gain”' Nor,
again, should much importance be attached to those
advantages of large-scale management, which have been
semmarised as “concentration of office work, provision of
central warehouse for goods, centralisation of insurance and
banking, establishment of a uniform system of accounats,
enabling easy comparison to be made of the working of
branches, institution of a wuniform system of costing and
of a central ssles agency,”? and so forth. TFor these
economies are scarcely practicable under the lower types
of price-fixing kartel, which are common in Germany, and,
even in fusions and holding companies,® they are very soon
outweighed by the immense difficulty of finding people
competent properly to manage very large businesses,

There are, however, certain structural economies of Jarge-
scale management, which are of a different order and have
a wider reach. First, greater size, implying, as it does, greater
wealth, makes it possible and profitable to spend more money
on experiment. The Committee on Scientific and Industrial
Research report: “Our experience up to the present leads
us, indeed, to think that the small scale on which most British
industrial firms have been planned is ome of the principal
impediments in the way of the organisation of research with
a view to the conduct of those long and complicated investiga-
tions which are necessary for the solution of the fundamental
problems lying at the basis of our staple industries.”* This is
obviously a very important matter ; though it is not clear why

! Hobson, The Industrial System, p. 187, quoted from W. R. Hamilton,
The Cost of Production in Relation to Increasing Qutput.

¥ McCroaty, Eeonomic Journal, Sept. 1902, p. 359.

3 Dr. Licfmann writea: ¢ Einige Trusts, so der Zucker- und Spiritustrust,
bildeten sich zu einer einzigen Gescllschaft um, alse im Wege dor vollstindigen
Vorschmelzung, der Fusion, d.h, dic betreflenden Untornebmungen gehen alle
in ciner cinzigen derart auf, dass sie als besondere wirtschaftliche Organisation
aufhoren zu existieren. Die meiston aber nahmen in ncuester Zeit mach
verschiedenen Versnchen die Form der sogenannten Ifolding Commpany, ciner
Kontroligesellschaft, wie wir es nounen kénnen, an, d.h. dic Gesellschaft erwarh
alle oder doch die Mehrheit der Aktion simtlicher zum Trust gohorender
Einzelgesellschaften *' (Kartelle und Trusts, p. 114),

$ Report, p. 25.
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a number of small firms should not, while retaining full
independence in other respects, agree to collaborate in
promoting research. Secondly, the union into one of what
would have been many firms means that, instead of each
wielding only the secret processes discovered by itself, each
can wield the secrets of all; and in some circumstances this
may involve large savings. Thirdly, a business combining
many establishments is, in general, in contact with a number
of different markets, in which the fluctuations of demand are,
in some measure, independent. It follows that the operation
of such a business involves in the aggregate less uncertainty-
bearing than the operation of its parts would involve if they
were separated. The general economy resulting from this
fact may manifest itself in the greater facility with which
loans can be obtained, or in the lower price that has to be
paid for them, or in the smaller proportionate reserve fund
that the concern needs to keep for equalising dividends,
or in other ways. The essential point is that the
general economy, however it manifests itself, is pecessarily
there. The larger the unit of individual control, the larger
is this economy. After a point, indeed, its growth, as the
unit grows, becomes exceedingly slow. But, until the unit
has reached a very large size, it grows rapidly, and constitutes
a powerful force making for larger units—except, indeed,
among commodities suitable for grading, for which a general
speculative market may be developed, enabling small manu-
facturers, through the practice of hedging, to put themselves
in this respect on a level with large manufacturers! Further,
even if the actual volume of fluctuations were not lessened,
amalgamation might still lead to economies, by enabling the
bulk of the plant to be run steadily, and reserving, after the
pattern of the Sugar Trust, one specially adapted plant to
adjust its output to the fluctuations in aggregate demand.?
One further point may be mentioned. In certain special
industries large-scale control not only achieves a direct economy
by lessening the uncertainty-bearing that is involved in given
fluctuations in the individual fortunes of different firms; it

V Cf. Brace, The Value of Organised Speculation, p. 210,
* Cf. Jenks and Clark, The Trust Problem, p. 43.
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also achieves an indirect economy by reducing the probability
that fluctuations will occur. It does this in occupations
where public confidence is important, and where largeness
of capital resource is calculated to create confidence. This
condition is fulfilled in banking—the more so since publicity
of bankers’ accounts has become common. The reason that
banks differ in this respect from other comcerns is, of course,
that their customers ere their creditors, and not, as in most
trades, their debtors.!

§ 4. So far, we have considered exclusively what I have
called structural economies. There is also another sort of
economy that, in certain circumstances, favours the growth
of large-scale management. So long as an industry is
occupied by a number of establishments separately controlled,
expenditure ig likely to be incurred by all in defending their
market against the others, A large part of the expenditure
upon advertisements and travellers is, s was indicated in
Chapter VI, of this character. But, when, instead of
a pumber of competing firms, there appear, in any section
of an industry, 2 number of firms under a single authority,
a great part of this expenditure can, as was also indicated
in that chapter, be dispensed with. A and B being united,
it is no longer to the interest of either to spend money
in persuading people, whether through travelling salesmen
or in other ways, to prefer the onc to the other. It was
stated, in regard to railways, before the Board of Trade
Conference of 1908: “It is well known that railway com-
panies find it necessary to spend large sums of money in
canvassing against ome another, and, if competition were
removed by judicious amalgamation, the greater part of this
money could be saved.”? This economy is, of course, liable
to be largest where, apart from wunification, “competitive”
expenditure would be largest, namely, not in staple industries
providing easily recognised standard articles, but €n various
sorts of “ fancy ” trades’

1 For a very full study of the subject-matter of §§ 2-3, cf. Marshall, Fndustry
and Trade, bk. il chaps. jii-iv.
2 Railway Conference, p. 26.

3 The suggestion, that eombination enables savings to bo made in respect of
Ue number or guality of travelling eslesmen and so on, is not upset by the
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[/ § 5. Let us next suppose that the size of the individual
firm and the size of the individual upit of management in
an industry have been adjusted to the structural and other
economies obtainable, and that the units evolved in this
way are not large enough to exercise any element of mono-
polistic power. It is then clear that monopolistic power will
not be called into being incidentally, as a by-product of
developments that take place without reference to it. But
there still remains, as an influence tending to produce it,
the direct expectation of the gains to which it may lead.
When promoters have reason to believe that the speculative
community will expect a particular monopoly to prove more
profitable than it really will do, this fact promises extra gains
to those who form amalgamated companies, because it enables
them to unload their shares at inflated values, Apart from
this special coneideration, however, we may lay it down
that the magnitude of the gains obtainable from monopolisa-
tion depends, the conditions of supply being given, on the
elasticity of the demand — e the fraction obtained by
dividing a (small) percentage change in price into the
associated percentage change in quantity purchased-—for
the commodity concerned’ The less elastic the dem nd,
the greater, ceferis paribus, are the probable gains, rhe
principal conditions of highly inelastic demand, as given
in Dr. Marshall’s authoritative exposition, must, therefore,
be set out here.

The first condition is that the commodity shall be of a
kind for which it is not easy to find convenient substitutes.

fact that, in some instances, after the formation of a combination, the a?egate
anneal wages paid to sslesmen imereased. For the increase was probably due
to attempts on the part of the combination to extend its market into fields
which were not formerly occupied by any of its constituent members, or in
which the business accessible to sirgle firms was not enough to make it worth
while for any of them to have salesten there.

1 If = is the quantity purchased and ¢(z) the demand price per unit, the
elasticity of demand is represented by z—d;(’z) If this is equsl to unity for
all values of z, the demand curve is a rectangular hyperbols. The verbal
definition of the text is an approximate translation of the above technical
definition so long as the term small contained in it is emphasised. But,
of conrse, 8 50 per cant fall in price must be accompanied, if the elasticity
of demsnd is to be equal to unity, by a 100 per cent rise in consamption.

Q
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The demand for mutton is made comparatively elastic by
the cxistence of beef, the demand for oil by the
existence of gas, and the demand for the service of trams
by the existence of omnibuses. In like manner, the demand
for the service of transport by rail is relatively more elastic
in England than in continental America, because “the long
broken coast-line of England and the great number of ports”
render the competition of water carriage exceedingly
powerful ;! and the demand for the services of any particular
line of railway is, in general, fairly elastic, even where no
water competition exists, in consequence of the indirect
competition of lines running to other markets®* Yrom
another field a good example of the point I am now con-
sidering is furnished by Jevons, in his book on the Coal
Question: “ When the Government of the Two Sicilies placed
an exorbitant tax on sulphur, Italy having, as it was thought,
a monopoly of native sulphur, our manufacturers soon had
resort to the distillation of iron pyrites or sulphide of iron”?
As regards the kinds of commodity, for which it is likely
that substitutes can be employed, little of general interest
can be said. It should be observed, however, that the
products of a district, or a country, whose efforts are directed
to leadership in quality, as distinguished from quantity,
are less exposed to the competition of substitutes than other
products. For example, the prime qualities of beef and
mutton in Great Britain have not been affected by the
development of the American and Australian trade to nearly
the same extent as the inferior gualities* It is, therefore,
a commercially important fact that English menufacturers
enjoy a very marked leadership of quality in wall-papers, fine
textiles and cables, whereas in the electrical and chemical®
industries they are in a decidedly inferior position.® Obviously,
from the present point of view, we must include among the
substitutes for any commodity produced by a seller exercising
monopolistic power the same commodity produced by other

1 Cf. Macpherson, 7 tation tn Europe, p. 231.

2 Cf. Joboson, American Railway Transportation, pp. 267-68.

3 The Coal Question, p. 135.

4 Cf, Besse, L' Agriculture ca Angleterre, pp. 45 and 85,
5 Cf. chy, Monopole, Kartelle und Trusts, pp. 227, 228, 237.
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sellers. The larger, therefore, is the proportion of the totel
output of product that a seller exercising monopolistic power
provides in any market, the less elastic the demand for his
services will be. Inelasticity of demand for monopoly goods is,
therefore, promoted in industries where importation from rival
sources is hindered by high transport charges, high tariffs, or
international agreements providing for the division of the field
between the combined producers of different countries.
Furthermore, in order that the elasticity of demand may be
affected by substitutes, it is not necessary tbat the rival source
of supply should be actually existing. In some industries
manufacture by people who are normally purchasers is
itself a possible rival source of supply. Thus, the Committee
on Home Work observe: “Unless the price, at which these
articles (baby linen and ladies’ blouses and underclothing) are
sold to the wives and daughters of the better-paid working
men and small middle-class people, is low, those who would
otherwise be purchasers will buy the materials and make
the articles at home.” The same remark seems to apply
to laundry-work and charing. The poor housewife has the
power, if reason offers, to do these things for herself. Con-
sequently, the demand for the services of specialists at such
tasks is exceptionally elastic® For example, it has been
remarked of Birmingham: “The washerwomen are among
the first to suffer in any period of trade depression, for,
as the first economy in bad times is to do your own washing,
the tiny laundry with a very local connection is soon
emptied.”?
J The second condition, making for inelasticity of demand,
13 that a commeodity shall give rise to only 2 small proportion
of the total cost of any further commodities ir the production
of which it may be employed. The reason, of course, is that,

1 Since 1905 an international agreement of this kind seems to have existed
in regard to steel rails (Levy, Monopole, Kartelle und Trusis, p. 250). There
is & similar agreement in the tobacco industry (idid. p. 254).

* Cf. Chapman, Unemployment in Lancashire, p. 87.

3 Cadbury, Women's Work, p. 172. It may be added that, (rom a short-
period peint of view, the elasticity of the demand for new production of certain
durable goods is made greater than it would otherwise be by the fact that

half-worn-out garments and other such things are possible substitutes for new
ones, (Cf. Chapman, The Lancashire Collox Indusiry, p. 120.)
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when the proportion is small, a large percentage rise in the
price of the commodity, with which we are concerned, involves
only a small percentage rise in the price of these further
commodities, and, therefore, only a small percentage con-
traction of consumption, Dr. Levy suggests that this
condition makes the demand for the ordinary raw materials of
industry highly inelastic! A similar line of thought brings
out the fact that the elasticity of the demand for commodities
at wholesale will be smaller, the larger is the proportionate
part played by retailing and transport expenses in the cost
of the commodities to consumers,

The third condition is that the further commodities,
if any, in whose production our commodity is employed,
shall be such that subatitutes cannot easily be found for
them. Thus, the raw materials of the building trade should
be subject, other things being equal, to a less elastic demand
than those of the engineering trade, because foreign machines
can compete with English machines much more easily than
foreign houses can compete with English houses.?

The last condition is that the other commodities or services,
which co-operate with our commodity in the making of a finished
product, shall be easily “squeezable,” or, in technical language,
shall have an inelastic supply schedule.

§ 6. The preceding considerations suggest that units of
control adequate to exercise monopolistic power will often be
found, even though neither structural econowmies nor advertise-
ment economies dictate their formation. The tendency towards
this result is opposed by the difficulty and cost involved in
bringing about agreements among competing sellers. This
difficulty and cost depend upon the following general circum-
stances. [First, combination is easier when the number of
sellers is small than when it is large; for small numbers both
facilitate the actual process of mnegotiation, and diminish the
chance that some party to an agreement will subsequently’

1 Monopole, Kartelle und Trusts, p. 280.

2 It should be noticed, however, that, though houses as wholes cannot be
imported, it is becoming always easier to import parfs of them. The imports
of wrought stonme, marble, snd joinery doubled between 1890 snd 1902 ;
whereas, from the provinces to London the ‘‘imports” of these things have
increased still more largely (Dearle, The Zondon Busiding Trades, p. 52).
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violate it. An attempt to form a Kartel in the German
match trade in 1883 is reported by Liefmann to have failed,
because no less than 245 separate producers had to be con-
sulted.! Secondly, combination is easier when the various
producers live fairly close to one another, and so can come
together easily, than when they are widely scattered. The
reason why combination prevails in the German coal industry,
and not in the English, is partly that, in Germany, the pro-
daction of coal is localised, and not spread over a number of
different districts, as it is in this country.! A similar reason
probably accounts, in great measure, for the excess of combina-
tion that appears among sellers in general, as compared with
buyers in general; for, it may be observed, at auctions,
where buyers also are closely assembled, combination among
them is not infrequent. Thirdly, combination is easier when
there is a certain uniformity about the product of the various
firms. There is great difficulty in arranging any form of
Kartel agreement in respect of goods that have to be adapted
to individual tastes, or are subject to the influence of changes
of fashion. One writer suggests that a reason why English
firms are combined to a less extent than foreign firms is that
they concern themselves, as a rule, with the higher qualities,
and the more specialised kinds, of commodities, rather than
with “mass goods” ;> and another, in like manner, attributes
the greater ease with which Coke Kartels are formed in
Germany, as against Coal Kartels, to the greater uniformity
of quality generally found in coke! Fourthly, combination is
easier when the tradition and habit of the country is favourable,
than when it is unfavourable, to joint action in general. When
employers have been accustomed to act together in Chambers
of Commerce, in agreements as to discounts and rebates, or in
negotiations with unions of workpeople, the friction to be
overcome iu making a price agreement is evidently less than
it would be if they came together for the first time for that
purpose. Thus: “The Association—such as the Merchants'
Association of New York-—has, indeed, no monopoly power,

L Unternechmeverdande, p. 57.

2 Cf. Levy, Monopole, Kartelle und Trusts, p. 172.

3 Levy, Monopole, Kartelle und Trusts, p. 187.

4 Walker, Combinations in the German Coal Industry, p. 43.
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but it is, nevertheless, of very great importance, owing to its
socialising effects and ifs tendency to prepare the way for a
stronger organisation, the combiunation or pool”! In like
manner, the New Zealand arbitration law “forces employers
into unions, for only thus can they defend themselves under
the Act, and these naturally evolve into organisations for
restricting competition.”? Yet again, there can be no doubt
that the various forms of joint action which British engineering
firms, for example, were compelled to take during the Great
War, must have done much to smooth the way for future
combination. Perhaps, the opposing friction is also somewhat
smaller when the producers concerned are companies than it
is when they are private firms, in whose operations the sense
of personal importance plays a larger part.

§ 7. The preceding section has tacitly implied that, where
the gain from unification exceeds the cost and trouble involved,
unification will, in fact, occur. This implication, however,
is not warranted. It does not necessarily follow that,
because an opportunity for agreement advantageous to all
parties exists, an agreement will in fact be made. The
reason is that mutunal jealousy may cause A and B to leave
the melon of common gain uncut, rather than that either
should allow the other to obtain what he considers a share
unduly large relatively to his own. Shall “ participation ” be
proportional to the capacity of the several combining firms, or
to their average product during recent years, or to the amount
of the investment that has to be made in plant and goodwill,
or to some other quantity ? “One manufacturer has patents
and special machinery, which have cost him a great deal of
money, and by which he sets much store. He will not enter
the proposed combination unless these costs are made up to
him. Another manufacturer may have a large productive
capacity, fifty nail machines, for example. He may have
been unable to find a market for the output of more than
half hig machines, but in the combination, he contends, all his
capacity will become available. He, therefore, insists that
productive capacity should be the basis on which the allotment

L Robinson, 4merican Economic Association, 1904, p. 126,
? V. 8. Clark, United States Bullctin of Ladowr, No. 43 p. 1251,
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of shares in the trust should be made. A third man, by the
excellence of his equipment and the energy of his methods, has
been able to run his plant at its full capacity, while his com-
petitor, with a larger productive capacity but a less favourable
location or a less capable body of subordinates, has operated
only half time. The successful manufacturer contends that
average sales should be the basis of allotment.”' Disputes on
these lines may easily prevent agreement if direct negotiation
between the different firms is attempted. It should, however,
be noticed that they cam, in great part, be obviated, and that
the difficulty of combination can be correspondingly reduced,
when an amalgamation is effected gradually by the process of
absorption (exemplified among English banks), or when a
company promoter, undertaking to buy up and consolidate a
number of competing concerns, negotiates terms separately
with each of them, without stating into what arrangements he
has entered with the others.

1 Meade, Corporatior Finanee, p. 36.



CHATTER XII
MONOPOLISTIC COMPETITION

§ 1. A conprrioN of monopolistic competition exists when
each of two or more sellers supplies a considerable part of the.
market with which they are connected. In these circumstances
it can be shown that there is no tendency for either of them
to devote to production such an amount of resources as will
render the value of their marginal trade net products equal to
that yielded by resources employed in industries in general
A demonstration of this proposition can be given in ordinary
language as follows.

§ 2. Let us first ignore all forms of action which aim, by
sacrifice in the present, at obtaining an advantage against
rivals in the future, We have, then, to do with the pure
problem of “multiple monopoly.” This problem assumes its
simplest form when two monopolists only are supposed to be
present; and, in this form, it has been much discussed among
mathematical economists. Cournot decided, as is well known,
that the resources devoted to production under duopoly are a
determinate quantity, lying somewhere between the quantity
that would have been so devoted under simple competition
and under simple monopoly respectively, Professor Edgeworth,
on the other hand, in an elaborate critique, maintains that the
quantity is indeterminate. This latter view is now accepted
by all mathematical economists. The quantity of resources
which at any moment it will be most profitable to A to
employ in his business depends on the output which B is
employing, and wvice verse. The quantity employed by each,
therefore, depends on his judgment of the policy which the
other will pursue, and this judgment may be anything accord-

232
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ing to the mood of each and his expectation of success from a
policy of bluff. As in a game of chess, each player's move is
telated to his reading of the psychology of his opponent and
his guess as to that opponent’s reply. Hence, the investment
of each separately and of the two jointly is indeterminate.
There are, however, limits outside of which it cannot travel.
At the one extreme, it cannot, in any circumstances, pay either
seller to invest less than nothing. At the other extreme, it
cannot, in geperal, pay either to invest more than it would
pay him to invest if the other seller were investing nothing.
Hence, the range of indeterminateness of aggregate investment
stretches from nothing at the one extreme, up to the sum of
the investment that would maximise A’s monopoly revenue in
the absence of B and the investment that would maximise B’s
monopoly revenue in the absence of A. It can be shown by
a technical argument, developed in Appendix III § 15, that
this sum is likely to be smaller than the quantity of resources
that would have been invested by A and B jointly under
conditions of simple competition. Now, we have learned from
Chapter VIIL that, under conditions of constant return, this
last quantity would be such as to make the value of the
marginal trade net product in our industry equal to the value
of marginal trade net products in general ; under conditions of
increasing return greater than this; and under conditions of
diminishing return less than this. It follows that, where-
conditions of constant or increasing return prevail, the quantity
of resources invested in an industry subject to monopolistic
competition will, in general, be such that the value of the
marginal trade net product there exceeds the value of marginal
trade net products in general, the extent of the excess being
indetermipate ; and that in conditions of diminishing return,
the value of the marginal trade net product in an industry
subject to monopolistic competition is not likely to be equal
to, but may be either greater or less than, the corresponding
general value.

§ 3. So far, we have specifically excluded the effects of
price warfare designed to secure future gains by driving a
rival from the field or exacting favourable terms of agreement
from him. The indeterminateness just described exists under
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monopolistic competition, even though neither of the monopolists
“hopes to ruin the other by cut-throat prices”! In many
instances of monopolistic competition, however, price warfare
—or cut-throat competition—does, in fact, take place. It
consists in the practice of selling at a loss in order to inflict
injury on a rival. It must be distinguished carefully from
the practice of reducing prices down to, or towards, prime cost,
which frequently occurs in periods of depression. This latter
practice may involve large reductions of price below the
“normael,” and it is certain to do this when demand is variable
and prime cost is small relatively to supplementary cost; but
it does not involve “selling at a loss” in the strict sense.
Cut-throat competition proper occurs only when the sale price
of any quantity of commodity stands below the short-period
supply price of that quantity. When it occurs, the quantity
of investment is no longer indeterminate between nothing and
some quantity smaller than the quantity proper to simple
competition, but is liable to exceed this qnantity to an extent
determined by the opinion entertained by each of the combatants
about the staying power of his opponent, and by other strategical
considerations. There is, obviously, no tendency for it to
approximate to the quantity that will make the value of the
marginal trade net product of the resources employed equal to
that which is yielded by resources in general; but it is not
possible to say anything further than this.

§ 4. The broad resul$ of this discussion is that, in industries
under monopolistic competition ménus the « cut-throat ” element,
the value of the marginal trade nmet product of investment is
indeterminate, but is likely, except under conditions of
diminishing returns, to exceed the value of marginal trade
net products in general ; and that, in industries under mono-
polistic competition plus the cut-throat element, it is wncon-
ditionally indeterminate.

) Edgeworth, Giornale degli economisti, November 1807, p. 405.



CHAPTER XIII
SIMPLE MONOPOLY

§ L. A coxpITiox of simple monopoly exists when a single
seller only is exercising monopolistic power—whether or
not there are other sellers in the market who accept the
price fixed by this seller—and when, allowance being made
for cost of carriage and so forth, the same price rules
throughout the whole of his market. This condition of things
works out in two different ways, according as, on the one
hand, the entry to the industry is so far restricted that no
resources are drawn into it other than those actually finding
employment in it, or, on the other hand, entry to the industry
is free. I shall study first industries of restricted entry.

§ 2. In Chapter VIIL. it was shown that, when simple com-
petition prevails, the value of the marginal trade net product
of resources invested in an industry is equal to the value of the
marginal trade net products of resources in general if production
obeys the law of constant returns, greater than this central level
if it obeys increasing returns, and less than this central level
if it obeys diminishing returns. When simple monopoly
prevails, it is to the interest of the monopolist to restrict
his investment of resources in order to raise the price of
the product; and he will so regulate its amount as to make
the excess of his aggregate receipts over his aggregate costs
(including earnings of management and so forth) as large
as possible. It follows that under simple monopoly the
value of the marginal trade net product will always be larger
than that which would emerge under conditions of simple
competition. Hence, in any industry working under con-
ditions of constant returns or of increasing returns, the

235
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substitution of simple monopoly for simple competition
necessarily, other things being equal, causes the value of
the marginal trade net product to diverge from (in the sense
of exceeding) the central level more widely than it did
before; and, when the conditions are such that several
positions of equilibrium exist, the divergence may be very large
indeed. In an industry working wunder conditions of
diminishing returns this result is not certain; for in such
an industry simple competition causes the value of the
marginal trade net product to fall short of the central level
In these circumstances that contraction of investment, to
which simple monopoly leads, may evolve a value of marginal
trade net product that diverges from the central level to
a smaller extent than the value of marginal trade net product
associated with simple competition. In Appendix IIL. the
conditions in which output under monopoly will diverge
less than output under simple competition from the ideal
output—which are substantially equivalent to the conditions
in which monopoly will be less injurious to the national
dividend—are displayed. It does not seem possible to say
generally whether these conditions are likely or unlikely
to be realised in an industry obeying diminishing returns
that is selected at random. But in practice simple
monopoly is much more likely fo be introduced into industries
of increasing returns than into industries of diminishing
returns ; and here, as indicated above, there is no uncertainty
about the result.

§3. ‘When monopolistic power is exercised by a com-
bination of sellers through the agency of a price-agreement,
the restrictive influence upon investment may be enhanced
in an indirect way by a further circumstance. It is not
practicable to make an agreement touching more than one
or two roughly defined grades of service. Consequently,
since an adapted charge cannot be made for them, the
intermediate grades tend to disappear, even though numerous
purchasers—some of whom, as things are, buy nothing—
would have bought these grades, if they had been obtainable
at a proportionate charge. Therefore, resources, which, under
a perfectly constructed monopoly agreement, would have



ou. Xinn SIMPLE MONOPOLY 237

been devoted to the production of these grades, are excluded
by the imperfect character of actual agreements. This effect
is chiefly found among railway and shipping companies,
which are bound by freight-rate conventions but compete
in the frequency, speed, and comfort of their trains or ships.!
Thus, there may be a demand for slow delivery of goods
at a cheap rate, but no such delivery may be available,
“ Vans are sent out with light loads in order to secure the
earliest delivery, and, in many cases, and particularly in the
suburbs of larger towns, two or three vans will be engaged
in delivering light Joads which could easily be conveyed in
one”;? first-class rapid vessels are employed to carry things
for which they are quite unpecessary, because agreements
preclude the offer of lower rates if slower and cheaper vessels
are used ;® and so forth. The misdirection of resources that
arises in this way is additional to the misdirection due to
a \s}mple exercise of monopolistic power,

§ 4. Some qualification of the above results is necessary
in industries where temporary low prices may lead to the
development of new demands. For, when a prospect of this
kind exists, particularly if conditions of increasing return
prevail and if the ruling rate of interest on investments
is low, it may pay a monopolist to accept low prices for
a time, even though to do so involves production at a
loss, for the sake of the future gain; whereas it would not
pay any one among 2 large pumber of competing sellers
to do this, since only a very small proportion of the future
gain resulting from his action would accrue to bhimsed. It
is important, however, to observe that the creation of a
new demand, which may thus sometimes be credited to
monopoly, is only a social gain when the demand is really
new, and not when it is merely a substitute for some other
demand which is at the same time destroyed. It is not,
for example, a social gain if a2 railway company, by temporary

! The agreements, short of pooling, between railways sometimes embrace
agreements as to speed ; those between the members of some, but not all,
shipping conferences, agreements as to the relative number of sailings permitted
to the varions members (Royal Commission on Shipping Rings, Report, p. 23).

2t Report of the Board of Trade Railvay Conference, p. 39.
* Royal Commission on Shipping Rings, Report, p. 108,
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low prices, “develops the traffic” from one district at the
expense of destroying the traffic from another equally well
situated district; and it is not a social gain if, by a like
policy, some ring of traders causes people, who used o obtain
a given measure of satisfaction from crinolines and no satis-
faction from hobble-skirts, to obtain the like given measure
of satisfaction from hobble-skirts and no satisfaction from
crinolines. This consideration suggests that the transitional
advantage of simple monopoly, that has just been set out,
is not generally very important in comparison with the
long-period disadvantages previously explained.

5. In the discussion so far we bave assumed the entry
to industries, in which simple monopoly prevails, to be so
far obstructed or restricted that no resources are drawn into
them other than those actually finding employment there.
As a rule this condition is fulfilled, because, when it is not
fulfilled, the trouble of forming monopolistic agreements will
seldom be worth undertaking. Still, monopolistic agree-
ments without restriction of entry are sometimes made. It
is easy to show, that, under these agreements, the rpational
dividend suffers more than it would do, if the same mono-
polistic price policy prevailed in conjunction with restriction
of entry to the industry. For, broadly speaking, what
happens is this. The marginal net product of resources
actually finding employment in the monopolised indusiry is
the same as it would be under a system of restricted entry.
But, besides these resources, other resources have been drawn
away from employment elsewhere and have become attached
to the industry. These extra resources will either be all
idle themselves, or will make a corresponding quantity of
resources already in the industry idle. The dividend, there-
fore, will be reduced below what it would have been under
a system of restricted entry, by the difference between the
productivity of that quantity of resources which it pays to
set to work in the monopolised industry and the pro-
ductivity of that quantity for which the receipts of the
industry would suffice to provide normal earnings. This con-
sideration does not, of course, prove that restriction of entry
to an industry, in which monopoly prevails, is socially .
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irable ; for it may well happen that free entry would compel

monopolist to change. his policy, and to adopt one
roximately equivalent to that dictated by competition.
only proves that restriction is advantageons in those—
‘bably exceptional — monopolies where the removal of
triction cannot affect price policy.!

| Attention may be called here to a isr case. Suppose the same
33 to yield two joint products, one of which is controlled monopolistically
the other is not. Then, as shown above, if entry to the indusiry can be
ricted, simple monopoly will make the outputs of both products less than
* wonld be under simple competition, The whole of the non-monopolised
¢ product that is produced will be s0ld, but a part of the other product will
mbly be thrown away. If, however, entry to the industry is mot restricted,
e resources will flow into it than would so flow under simple competition.
3 will mean that the output and sale of the non-monopolised joint product
rger than it would have been under simple competiion. Tt is pessidle,
1gh improbable, that, as & nec resnlt, there may be evolved a larger sum of
mmers’ surplus than simple competition would allow. {Cf. ante, Ch. VIIL.



CHAPTER X1V
DISCRIMINATING MONOPOLY !

§ 1. Up to this point we have supposed that monopolisation,
when it occurs, will be of the simple form which does not
involve discrimination of prices as between different
customers, We have now to observe that this variety
of monopolisation is not the only possible sort. Dis-
criminating power will sometimes exist alongside of mono-
polistic power, and, when it does, the results are affected.
It 1is, therefore, important to determine the circumstances
in which, and the degree to which, monopolists are able
to exercise, and find advantage in exercising, this power.

§ 2, The conditions are most favourable to discrimination,
that is to say, discrimination will yield most advantage to
the monopolist when the demand price for any unit of a
commodity is independent of the price of sale of every other
unit. This implies that it is impossible for any one unit
to take the place of any other unit, and this, in turn, implies
two things. The first of these is that no unit of the
commodity sold in one market can be transferred to anmother
market. The second is, that no unit of demand, proper to
one market, can be transferred to another market, The
former sort of transference needs no description, but the latter
is somewhat subtle, It would occur if the promulgation of
different rates for transporting coal originating in A and coal
originating in B enabled the more favoured district to

1 In this chapter some of the results, depending, as they do, on mathematical
reasoning that cennot readily be tramslated into ordinary language, are
necessarily stated in a somewhat dogmatio form. For proof of these resulta
reference must be made to Appendix III

240
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increase its production of coal and, therefore, its demand
for carriage, at the expense of the less favoured district. In
order that the conditions most favourable to discrimination
may prevail, this sort of transferability, as well as the other,
must be excluded TUnder the monopolistic arrangements
practicable in real life the above kinds of transferability are
absent or present in varying degrees. I propose to set out
a series of examples under each of the heads just
distinguished.

§ 3. Units of commodity are entirely non-transferable
when the commodity in question consists of services applied
directly by the sellers to the persons of their customers,
such as the services of medical men, barristers, teachers,
dentists, hotelkeepers and so forth. A medical man’s offer to
charge any one set of persons less than any other set cannot
lead to the one set becoming middlemen for the services
which the other set desire. Services applied directly by the
seller to commodities handed to them for treatment, such as
the service of transporting different articles, are also entirely
non-transferable. A railway’s offer to charge one price for a
ton-mile of transport service to copper merchants and a lower
price to coal merchants cannot lead to any middleman device,
because it is physically impossible to convert copper into coal
for the purpose of transport and afterwards to reconvert it.
A slightly, but only slightly, lower degree of non-transferability
exists among services that are normally rendered in physical
connection with the private dwellings of purchasers. Gas and
water supplied to private houses are instances in point. Here
transference is not entirely excluded, because it is possible, at
sufficient cost of money and trouble, to detach the commodities
from the distributing plant along which they are brought and
to carry them elsewhere. Lesser degrees of non-transferability
exist among commodities whose transference is obstructed
merely by high costs of transportation or by tariff charges.
The degree of non-transferability in these circumstances
may, evidently, be large or small, according as the distance,
or the rate of customs duty, that separates two markets
between which diserimination is attempted is large or small.
In like manner, various degrees of non-transferability can

R
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be brought about artificially by enforcing upon purchasers
contracts that penalise re-sales. For example, in the Ruhr
coal district, the agreement made by the syndicate with
industrial purchasers provides “that re-sale to railways, gas
works, brick works or lime-kilns, or any reshipment from
the original point of destination, shall be penalised by an
addition of 3 marks per ton to the selling price”! If no
agreement of this kind, no cost of carriage, and no tariff
exist, complete transferability will prevail.

§ 4. Units of demand are almost completely non-transfer-
able from one market fo another, when the commodity
concerned is something ready for final consumption, and when
the markets, between which discrimination is to be made,
are distinguished according to the wealth of the purchasers.
It is clear, for instance, that the willingness of doctors to
charge less to poor people than to rich people does not lead
to any rich people, for the sake of cheap doctoring, becoming
poor. In like manner, the provision of the service of
transport at difterent rates to coal merchants and to copper
merchants does not lead to any copper merchants, for the
sake of the cheap transportation, becoming coal merchants
No doubt, in both these examples some slight transference may
be achieved through successful fraud, such as a pretence on
the part of rich people that they belong to the poorer group,
and the smuggling of copper in the guise of coal; but this
kind of thing is of no practical importance. It is interesting
to note that sellers often attempt artificially to create the
above type of non-transferability by attaching to different
grades of their product trade marks, special brands, special
types of packing and so on—all incidents designed to prevent
possible purchasers of the grades that are highly priced
relatively to the cost of production from becoming instead pur-
chasers of the grades that are sold at a lower rate of profit.?

1 Walker, Combination in the German Coal Industry, p. 274.

2 It must bo added, however, that, thouglh trade marks are sometimes mere
deviees for ercating monopoly power, there is, nevertheless, a valid yeason for
protecting them against infringement by legal enactinents, because *an induce-
ment is thereby given to mako satisfactory articles and to continue making

them.” (Cf. Taussig, American Eeonomic Review Supploment, vol. vi., 1016,
. 177.)
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A smaller degree of non-transferability exists between the
markets for hotel accommodation in the season- and out of
the season; for heavy discrimination might cause a con-
siderable number of people to change the time of their
holiday. A still smaller degree of non-transferability exists
between the markets for railway transport from A to B,
which are provided respectively by traders in A wishing
to send a given commodity direct to B, and by traders in
C wishing to send this commodity to B through A. For
a large difference in the rates charged would cause production,
that would normally occur at the less favoured, to take place
instead at the more favoured, point. Perfect transferability
exists when the markets are distinguished by some badge,
the attachment of which involves no cost, as, for example,
if railways charged ome fare to passengers carrying pencils
and another fare to passengers without pencils. The
immediate effect of this discrimination would be to transfer
all demands from the less to the more favoured market, and
discrimination would yield no advantage to the monopolists.

§ 5. When a degree of non-transferability, of commodity
units on the onme hand, and of demand units on the other
hand, sufficient to make discrimination profitable, is present,
the relation between the monopolistic seller and each buyer is,
strictly, one of bilateral monopoly. The terms of the contract
that will emerge between them is, therefore, theoretically
indeterminate and subject to the play of that “bargaining”
whose social effects were analysed at the end of Chapter VI
When a railway company is arranging terms with a few large
shippers, the indeterminate element may have considerable
importance.  Usually, however, where discrimination is
of practical interest, the opposed parties are, not a single
large seller and a few large buyers, but a single large seller
and a great number of relatively small buyers. The loss
of an individual customer’s purchase means so mucb less
to the monopolistic seller than to any ome of the many
monopolistic purchasers, that, apart from combination among
purchasers, all of them will almost ceftainly accept the
monopolistic seller’s price. They will recognise that it is
useless to stand out in the hope of bluffing a concession, aud
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will buy what is offexred, so long as the terms demanded
from them leave to them any consumers’ surplus. In what
follows I assume that fhe customers act in this way. So
assuming, we may distinguish three degrees of discriminating
power, which a monopolist may conceivably wield. The
ideal degree would involve the charge of a different price
against all the different units of commodity, in such wise
that the price exacted for each was equal to the demand
price for it, and no consumers’ surplus was left to the buyers.
A second degree would obtain if a monopolist were able to
make # separate prices, in such wise that all units with
a demand price greater than z were sold at a price z, all with
a demand price less than z and greater than y at a price
y, and so on. A third degree would obtain if the monopolist
were able o distinguish among his customers = different
groups, separated from one another more or less by some
practicable mark, and could charge a separate monopoly price
to the members of each group. This degree, it will be
noticed, differs fundamentally from either of the preceding
degrees, in that it may involve the refusal to satisfy, in one
market, demands represented by demand prices in excess of
some of those which, in another market, are satisfied.

6. These three degrees of discriminating power, though
all theoretically possible, are not, from a practical point of
view, of equal importauce. On the contrary, in real life the
third degree only is found. No, doubt, we can imagine
conditions in which discrimination even of the first degree
could be achieved. If all consumers had exactly similar
demand schedules,! it could be achieved by the simple device
of refusing to sell in packets of less than the quantity which
each consumer required per unit of time, and fixing the
price per packet at such a rate as to make it worth the
consumer's while, but only just worth his while, to purchase
the packet. Thus, if every demander would give for a
hundredth physical unit of commodity, when he already has
ninety-nine units, the sum of one shilling, but would prefer

1 A person’s demand schedule for any commeodity ia the list of different
quantitica of that commodity that he would purchase at diflerent price Ievels.
Cf. Marshall, Principles of Lconomics, p. 96.
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to give 300 shillings for a hundred units, rather than have
o units at all, the monopolist may make bis unit of sale
one hundred physical units and charge for this unit of
sale a price of 300 shillings. If there is no combination
among the buyers, the number of units sold will then
be the same as would have been sold at a price of
one shilling per physical unit, and, in effect, the physical
units satisfying demands of different keenness will have
been sold at different prices. But this method of dis-
crimination, whether in a complete or a partial form, is
scarcely ever practicable, because the individual demand
schedules, of which the market demand schedule is made
up, are, as a rule, very far indeed from being similar. For
this reason an analysis of the method is of academic interest
only.! Apart from this method, ideal discrimination might
still conceivably be established by detailed separate bargain-
ing with every separate customer. But it is obvious that
that method involves enormous cost and trouble. Further-
more, since it implies separate bargains with individuals,
it opens the way, not only to error, but alse to the perversion
of agents through bribery. These considerations are, in
general, sufficient to make monopolists themselves unwilling
to adopt the method; and, even if they were not thus
unwilling, it would be hardly possible for the State, in view
of the large opportunities for “unfair” competition which
the method affords, to leave their hands free, “Whatever
financial advantage there may be in charging against each
act of transport a rate adapted to its individual circumstances,
the arbitrary nature of a system of rates arranged on this
plan implies so0 much uncertainty and lends itself to such
serious abuses, that we are compelled to condemn it.”* Thus,

1 For such an analysis, ¢f. my paper *“ Monopoly sud Coosumers’ Surplus,”
Economic Journal, September 1904,

3 Colson, Cours d'économic politique, vol. vi p. 211. Special opportunities
for injurious diserimination of this sort exist when a railway company is also
itself & large producer of some commodity, say ccal, which it also transports
for rival prodacers. To prevent the obvious abuses to which this state of things
may lead, the ‘‘commodity clause™ of the Hepburn Act passed in 1906 in the
United States made it unlawful for any railway to engage in interstate
transport of any commodity which had been mined or manufactured by itself,
The law does not, however, prevent a railway from transporting a commodity
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a powerful influence is always at work persuading or cown-
pelling monopolists to act on general rules, with published
tariffs, guarded, as effectively as may be, against the under-
mining influence of ubpublished rebates. This means that
they cannot, except in extraordinary circumstances, introduce
either the first or the second degree of discrimination, and
that the third degree is of chief practical importance.

§ 7. Monopoly plus discrimination of the third degree is
not a determinate conception. It is theoretically possible
to divide any market in an indefinitely large number of
different ways, of which some would be more, and others less,
advantageous to the monopolist. If the monopolist had an
absolutely free hand in the matter, the division he would
choose would be such that the lowest demand price in sub-
market A exceeded the highest demand price in sub-market
B, and so on throughout. If the aggregate demand of the
markets collectively had an -elasticity greater than unmity
throughout, the resulting system would be identical with
that proper to the second degree of discrimination, for the
lowest demand price in each group would also be the price
calculated to yield maximum monopoly revenue from that
group. If the aggregate demand had not an elasticity greater
than unity throughout, the maximising price in some groups
would be greater than the lowest demand price in those groups,
and the system would, therefore, be different from the above,
In any event, the separation of markets, in such wise that the
lowest demand price in the first exceeds the highest demand
price in the second, and so on, would obviously be better,
from the monopolist’s point of view, than any other kind of
separation. But in practice the monopolist’s freedom of action
is limited by the need, already referred to, of acting on general
rules. This consideration makes it necessary that he shall
choose, for his sub-markets, groups that are distinguishable
from one another by some readily recognisable mark. More-
over, since a hostile public opinion might lead to legislative
intervention, his choice must not be such as to outrage the

preduced by a company in whick it holds a majority of the shares, and it can,
thereforo, be evaded without great difliculty., (Cf. Jones, T%e Anthracite Coal
Cowmbrination, pp. 190 et seq.)
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popular sense of justice. Thus, he will not distinguish and
bring together entirely new groups, but will make use of
distinctions already given in nature. Nor is this all.  For in
some circumstances the condition of non-transferability holds
good, not generally, but only as between certain markets which
are constituted independently of the monopolist’s volition.
Thus, the existence of an import tariff or of high transport
charges on imports to all parts of his country’s fromtier—a
condition easiest to realise when that country is an island—
may make it possible for a seller to charge a lower price for
bis goods abroad than at home without the risk of inviting the
return and resale of his exports. Clearly, therefore, a monopolist
cannot hope to find a series of sub-markets that conforms to
his ideal altogether, but he may find one in which only a
comparatively small number of the demand prices embraced in
the first sub-market are lower than the highest demand price
of the second sub-market, and so on throughout all the
sub-markets,

§ 8. I now pass to an analysis of consequences, and, as in
the preceding chapter, I shall begin with monopolised industries
to whichk entry can be restricted. The analysis, to be complete,
would need to take account of the fact that, in real life, the
demand of one purchaser for any +* unit of a commodity is
sometimes, in part, dependent upon the price at which this
commodity is being sold to other purchasers! When markets
are interdependent in this way, the issue is complicated, but
the broad results, though rendered less certain, are not, it would
appear, substantially altered. Consequently, in the following
pages I shall assume that the quantity demanded in each sub-
market depends only on the price ruling in that sub-market.
This procedure enables resort to be had to the same general
method that has been pursued hitherto.

§ 9. As already explained, practical interest centres upon
monopoly plus discrimination of the third degree. But, before
studying this, we may, with advantage, glance at the simpler
problem presented by the two higher forms of discrimination.
It is easily seen that under monopoly plus ideal discrimination,
since, with a monopolist, individual net product and trade

U Cf. Appendix I1L. $§ 9-10,
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net product are necessarily identical, it is to the advantage
of the monopolist to push forward investment in his industry
to the point at which the value of the marginal trade uet
product of resources there is exactly equal to the value of the
marginal trade net product of resources in general. In general,
this result i3 more advantageous to the national dividend
than anything that can be hoped for under simple monopoly.
It is, indeed, equally advantageous with that yielded by simple
competition, provided that conditions of constant returns prevail.
But, when conditions of diminishing returns prevail, it is more
advantageons, because, in these conditions, simple competition,
as was shown in Chapter VIII., would cause investment in the
industry to be pushed unduly, so that the value of the marginal
trade net product there would be less than that attainable
elsewhere. When conditions of increasing returns prevail, it
is also more advantageous, because, in these conditions, simple
competition would canse investment in the industry to be pushed
inadequately, so that the value of the marginal net product there
would be greater than that obfainable elsewhere. It appears
further that the advantage involved in monopdly plus ideal
discrimination is greater, the more elastic is the demand for
the commodity produced by the industry, and the more markedly
the conditions of supply depart from constant returns, either
on the side of diminishing or on the side of increasing returns.!
Finally, it should be observed that, when conditions of in-
creasing returns prevail, monopoly plus ideal discrimination
may be associated with a counsiderable amount of investment
in, and output from, an industry in which, under a regime of
simple competition, it would not have been to anybody’s interest
to make any investment at all. It is shown in Appendix IIL
that this result is most likely to be realised (1) if, other
things being equal, increasing returns are acting strongly, in
such wise that a small increase of output involves a large fall
in the cost of production per unit, and (2) if, other things
being equal, the demand for the commodity or service is
elagtic till fairly low price levels have been reached.’

§ 10. It is readily seen that the effccts of monopoly

I Appendix III § 20.
2 Cf, d¥id. § 21.






































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































	Page vierge
	Page vierge

