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MERCANTILISM

An Inaugural Lecture, delivered at the University of Cambridge on 15 October 1%5.

The economist's case for free trade is deployed by means of a model from
which all relevant considerations are eliminated by the assumptions. Each
country enjoys full employment. There is no migration of labour and no
international investment, however great the differences in the level of
profits in different countries may be. At the same time there is perfect
mobihty and adaptability of factors of production within each country.
Perfect competition prevails. Fixed exchange rates are taken for granted.
Equality between the values of imports and exports of each country is
quickly established, in the face even of large disturbances, by movements of
relative prices brought about through the international monetary
mechanism. All this has to be granted before the argument begins. Yet

I BEGAN to read for the Tripos in the last decade in which the doctrine of the
universal benefits of free trade was still dominant. It was imposed upon our
young minds as a dogma. W e were being received into the fraternity of
economists, who knew that free trade is right, unlike the silly plain man
who supposed that protection might do his country good, and the
misguided pohtician who supported the vested interests of particular
industries. In the dark age before the hght of Adam Smith dawned, there
had been mercantihsts who were both misguided, because they thought it
proper for a government to operate in favour of the economic interests of its
own country, though at the expense of others, and silly because they
thought that it was in a country's interest to build up a trade surplus by
restricting imports. W h e n Keynes attacked the dominant orthodoxy, one of
the things that grieved my teachers most was that he should try to
rehabilitate the mercantilists, thus damaging the claim of the free-traders to
superior benevolence and wisdom.
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^ See USA Department of Commerce, The united States in the World Economy, p. 170.

prescriptions for policy were drawn from it, with great confidence, to
apply to a world which by no means conformed to the assumptions.
In practice the policy seemed to work, in the era that ended in 1914, just
because the assumptions of the model were not fulfilled. There was enough
unemployment to keep money-wage rates in check. There were massive
migrations reallocating the supply of labour between countries of low
and high economic opportunity; and there was a continuous, though
fluctuating, flow of international investment.
Investment was typically made by the enterprise ofdeveloped industrial
countries looking out (under the guidance of prospective profit) for
supplies of primary products. The finance and the imports required in the
developing country came in the main from the same source, so that
surpluses ofexports offset the capital outflow. By the time that loan charges
and remittances of profits in the developing countries began to outweigh
new borrowing, a sufficient flow of exports to provide for them would be
built up (barring errors and accidents) for the object ofthe investment in the
fIrst place was precisely to develop the production of commodities for
export to the ever expanding market of the industrial metropolis.
In this way a broad general tendency prevailed to harmony between
flows of trade and capital movements.
When perfect harmony did not prevail, discrepancies were not difficult
to eliminate. London was the money market of the world; the income
account for sterling, taking trade and interest payments together, was
always in surplus. When a deficit appeared in the overall balance of
payments, causing a loss ofgold, it was only necessary to raise the bank rate
and cut down lending from London to fit the surplus. There was no need for
heavy pressure operating through prices on the balance of trade, in the
manner postulated for the economists' model.
On the other hand a borrowing country, when it found capital inflow
falling short of its import surplus, was automatically obliged to curtail
expenditure until unemployment and falling incomes cut down its imports
to what it could pay for. For these countries, eliminating discrepancies was
very disagreeable but they were not yet provided with economists to make
their complaints articulate.
For England, the general system of free trade, fixed exchange rates, and
uninhibited play of market forces was highly satisfactory as long as her
economy held the dominant place in the expanding capitalist world. I say
England deliberately for Ireland and Scotland suffered in the process.
We ought not to be surprised that what now seems such a flimsy
construction as the economists' model should have appeared to hold so
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much weight and authority, for it did not really have to stand on its o w n
logical base. It was the fagade of a dogma with soUd interests behind it.
In the 1920s, at the time when I was being brainwashed, the soHd
interests had already crumbled, for, in the immortal words of 1066 and All
That, after 1918 America became T o p Nation, and that was a Bad Thing.
But the fagade still stood. It was an eminent economist w h o persuaded
the authorities that restoring the mere mechanism of the gold standard
would restore the harmonious international fmancial relations in which it
had been able to operate.
In the 1930s, the fagade, along with the whole structure, was thoroughly
pulverized in the great slump.
Each country, fmding profits falling and unemployment growing, tried
to save for itself a larger share in the shrunken total of world activity, by one
means or another - tariffs, import quotas, subsidies, exchange depreciation
and counter-depreciation - each exporting its o w n imemployment, as the
phrase was, to the rest of the world. International trade was cut down all
round relatively to home production, which itself had been drastically
reduced. Over three years the total output of manufacturing industry in the
capitalist countries fell by 40 per cent while international trade fell by 60 per
cent.'
Certainly the free play of market forces was not operating, as in the
model, to secure full employment and balanced trade for each country.
It was n o w seen that any one country that could succeed in cutting its
imports (relatively to its exports) and substituting home production was so
much the less badly off. Since all were trying to do it, none could gain much
for long, but any that had refrained from joining the scramble would have
found the world's unemployment being dumped upon it.
These considerations caused Keynes to repudiate the free-trade doctrine
which he had once preached as fervently as any. W e know n o w that free
trade is not an equilibrium state that would be reached if each country
individually followed its o w n enlightened self-interest. It could be achieved
only by mutually accepted self-denying ordinances, establishing a code of
behaviour that would be good for all if each observed it.
It was found possible to show, even within the terms of the economists'
model, that, when each country individually pursues its o w n individual
interests, they will pile up tariffs against each other. In the final position,
with trade restricted all round, n o one, considered separately, is likely to be
better off than they would have been if they had all agreed not to begin, and
certainly, taken together, they are much worse off. It follows, within the
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W h e n the trading system for the capitalist world was being
reconstructed after the last war, many agreements, such as G A T T and IMF,
were based upon the philosophy of mutual undertakings to avoid badneighbourly conduct of one kind or another, but it proved impossible to
frame rules that would permit the right exceptions while ruling out the
wrong ones.
The great slump is n o w a half-forgotten nightmare. Ever since the war,
partly by good luck, partly by good management and partly by the arms
race, overall effective demand has been kept from serious relapses.
Nowadays governments are concerned not just to maintain employment,
but to make national income grow. Nevertheless, the capitalist world is still
always somewhat of a buyer's market, in the sense that capacity to produce
exceeds what can be sold at a profitable price. Some countries have
experienced spells of excessive demand, but this corrects itself only too
soon. The chronic condition for industrial enterprise is to be looking roimd
anxiously for prospects of sales. Since the total market does not grow fast
enough to make room for all, each govemment feels it a worthy and
commendable aim to increase its own share in world activity for the benefit
of its own people.
This is the new mercantilism.
The fact that a section of the world economy has contracted out of the
market system and is growing up beside it, is helpful to it to some extent, for
the socialist countries believe in the old free-trade doctrine that the
purpose of exports is to pay for imports, and they are always willing to buy

The characteristic feature of the new mercantilism is that every nation
wants to earn a surplus from the rest. I have already referred to the
distinction between a country's income account and its overall balance of

A group of nations that can succeed in agreeing to behave as if, for
certain purposes, they were one, thus scores a benefit for all of them in
competition with the outside world.
The larger and more various the free-trade area in which an economy
grows up the more efficient it will be, but it is not at all easy for national
economies, once grown, to make the mutual sacrifices required to create a
common market. The experiences of EEC illustrate the fallacy of the
doctrine that free trade comes about of itself through the operation of
enlightened self-interest. Even the East European socialist countries, who
accept planning for specialization in principle, having been started off by
Stalin on a false track of autarky, are finding it very difficult to move out of
it into a rational system of trade.
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as much as they can sell. But pohtical hostility and particular vested interests
limit the amount of trade that they are allowed with the capitahst world,
and so limit the amount of rehef that they give.
For the rest, everyone is keen to sell and wary of buying. Every nation
wants to have a surplus in its balance of trade. This is a game where the total
scores add up to zero. Some can win only if others lose. The beautiful
harmony of the free-trade model is far indeed to seek.
It is sometimes argued that the fact that common markets and free-trade
areas are now in fashion proves that this is not an age of economic
nationahsm but just the reverse.
Adam Smith triumphed over the old mercantilists by observing that the
division of labour depends upon the extent of the market. This principle has
been vindicated beyond his wildest dreams by the economies of
specialization introduced by modern technology and the innumerable
animal, vegetable and mineral products unknown in his day. For any group
of producers, provided that they can be sure of adequate demand, the
greatest possible specialization is highly advantageous. And a large nation,
with a large internal market within the orbit of its political control, has
important economic advantages over a small one. The small nation has to
weigh the prospects of gain from specialization against the security of home
production for home consumption, while the large nation can enjoy a great
deal of both.
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terms of the model, where full employment is always guaranteed, that they
should enter into a treaty which would impose free trade under the sanction
of a mutually accepted rule.
But in reality, since full employment is not guaranteed, merely to agree
to prohibit beggar-my-neighbour devices for checking imports and
pushing exports would not be to the good of all. The same rule would
inhibit also constructive remedies for unemployment from being
undertaken by individual countries. W h e n one country gives a boost to the
world as a whole by increasing its home activity, its imports are liable to
rise, while, until the rest of the world follows suit, the market for its exports
is not better than before. In short it tends to develop a trade deficit, which it
may not be able to finance. T o be able to benefit the world by increasing
employment at home, it must be free to reduce its propensity to import, so
that its total amount of imports does not rise too fast. O f all bad-neighbourly
conduct among trading nations, the worst is to go into a slump, and
expedients necessary to prevent it have to be excused.
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the American authorities did not object to letting it begin to go. This was
the correct, good-neighbourly pohcy. It was a very great benefit to the
surplus countries who wanted to acquire reserves. For some time they have
been battening upon it. But no stock is inexhaustible to a one-way flow,
even the American stock of gold. Over the last few years the authorities
have begun to worry, and to cut down overseas payments, and call in
receipts. The surplus countries that had become accustomed to an inflow of
reserves are worried when it threatens to dry up, and curtail their outgoings
in turn, so that a spasm of contraction runs through the world fmancial
system.
There is a lot of talk nowadays about international liquidity; the total
stock of the net reserves of all countries taken together has failed to grow
with the money value of the total trade that it has to serve. This is certainly a
serious problem and it should be solved. But to solve it will not cure us of
mercantilism. However great the total supply of liquidity, there will still be
a deflationary kink in a financial system in which every country likes to gain
reserves and hates to lose them. This complaint used to be made against the
old-fashioned gold standard. O u r modem sophisticated arrangements are
haunted by it still.
The story of the American gold hoard is an illustration of how wrong
Marshall was to choose as his motto Natura non fadt saltum - nature does not
proceed by sudden leaps. Economic history creeps in this petty pace from
day to day, but over decades it can swing round sharp comers that leave
equihbrium analysis gaping.
In the system of the new mercantilism, an inflow of reserves is a rather
superficial aim. There are more sohd reasons why a surplus on income
account is advantageous. For one thing, it permits the home country's
financiers to acquire foreign assets. Provided there is no fear of default,
foreign assets are ehgible from a purely financial point of view, simply
because the world is larger and more varied than the home coimtry. Finance
can pick out the plums from a bigger pie. Even when default or confiscation
sometime is vaguely feared, a profit rate which may be, say, 30 per cent per
annum meanwhile, offers a good gamble.
The kind of capital outflow now in vogue is much unhke nineteenthcentury colonial investment to supply exotic commodities for which there
was a market already in view. Modern lending is largely mere placement —
buying up assets that already exist. And when it is implementing real
investment it is often investment to supply the recipient's home market,
protected by tariflfs or monopolistic conditions. For the receiving country
this kind of investment may be an embarrassment. The remission of profits

payments. Precise definitions are very tricky; tough and ready categories
will serve for now. Expenditure on income account includes payments for
imports, visible and invisible, interest and profits due to creditors overseas,
and recurrent government outlay abroad on military installations, etc.
Receipts are the corresponding items on the other side of the account.
Capital outflow comprises loans of all kinds from home citizens and
institutions to foreign, government grants, purchases of foreign securities,
and finance for direct investment carried out overseas by home companies.
These are all included in the general category of foreign lending. The
corresponding items on the other side of the account are the capital inflow,
or foreign borrowing for short.
When, over any period of time, net lending, in this wide sense, falls
short of a surplus on income account, or borrowing exceeds a deficit, the
overall balance of payments is in surplus and there is an inflow into the
monetary system of the country concerned of internationally liquid means
of payment, such as gold or dollar balances. W h e n net lending exceeds the
surplus on income account, or net borrowing falls short of the deficit, the
country is losing monetary reserves.
N o w one of the reasons why countries want to have a surplus on income
account is that it makes it possible to have an overall surplus so as to gain
reserves. This is partly because an exact balance is not possible, and a surplus
is a fault on the right side, and partly because it is highly desirable to have a
good stock of reserves available to be paid out in an emergency, especially
in these uncertain times when even the most respectable currencies are liable
to sudden attacks of adverse speculation.
The free-traders used to mock at the old mercantilists for thinking that a
country could grow rich by amassing treasure. The new mercantilists
beUeve that it is not necessarily foolish to prefer to acquire sterile money
rather than useful goods or profitable assets.
Apart from new mining, some countries can gain reserves only if others
are losing them. (Wj;iat is in effect a loss of reserves may take the form of
accepting short-term habilities, equivalent, as we used to put it, to an inflow
of negative gold.)
At one time the United States was losing reserves quite cheerfully.
Having an enormous surplus on income account after the war, American
business got into the habit of financing investment abroad and American
governments got into commitments of all kinds. The surplus failed to grow
as fast as the outflow, till one fine day the United States found itself with an
overall deficit and reserves flowing out. The stock of gold acquired from
the overall surpluses of more than twenty years was grotesquely huge, and
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From our own point of view, the indicated remedy is to cut inessential
imports, and to restrict consumption for a time while devoting research and
investment to import substitution, as well as to modernizing industry and
education to improve our general efficiency. For us this would not be too
uncomfortable and might even be turned to good account. But for the other
mercantilist nations it would be a sad blow. Their full employment and
their growth depend upon surpluses that, directly or indirectly, depend
upon our deficit. O u r deficit and our falling share in world markets have
been going on long enough for the economies of the rest to become adapted
to them. A kind of quasi-equilibrium has been built round them, which will
be violently upset when they are reversed. And there is bound to be a
formidable back-wash upon our o w n position, partly from retahation and
partly from the automatic chain reaction throughout the rest of the world of
a fall in demand following a fall in sales.
This does not depend on which particular remedies we apply. T o cut
imports is an immediate blow to the exporters concerned. Exchange
depreciation is considered a breach of faith. Various methods of pushing
exports were ruled out by mutual agreements to avoid beggar-myneighbour policies. But suppose that we suddenly became very efficient and
began to recapture our market by offering excellently designed goods at
eligible prices. O u r competitors would suffer just as much from a loss of
sales and would be obhged to react just as sharply as if we balanced our o w n
trade by any other means.
The remedy favoured by the monetary authorities of the world,
including the gnomes, is the old-fashioned one of a credit squeeze, inducing
a sufficient slump to cut down imports and enough unemployment to check
the rise in wages. This method maintains the authority of finance over
industry. Moreover, we were used, in the old days of free trade, to make
deficit nations swallow this bitter medicine, and there is some schadenfreude
in seeing us drink it now.
But this remedy is not only the most intolerable for us; it is the most
dangerous for the others, especially now, when several countries for various
reasons have had to slacken their rate of growth, so that an actual recession

will put a burden upon its future balance of payments; and in this age of
economic nationalism it is dangerous and disagreeable to be bought up by
foreign interests. By the same token, the lending country is gaining
something over and above a high return on its money.
The high return goes primarily to the financiers. The most important
benefit from a surplus on income account, which affects the whole
economy, is that, provided that there are energetic enterprises and thrifty
capitalists to take advantage of it, it permits home investment to go full
steam ahead, while a deficit country is nervously pulling on the brake for
fear of excessive imports. Investment in the strong country brings technical
progress which improves its competitive position and makes its balance of
trade all the stronger, while the weak country slips into stagnation or suffers
distressing spasms of stop and go.
There is another hazard that has been introduced into the game in the
post-war period. Partly because of long spells of near-full employment and
partly because of a change in the internal balance of pohtical forces,
industrial countries have been experiencing a continuous process of rising
money-wage rates. In the stagnant country, costs are pushed up, making its
competitive position all the weaker, while the strong country can afford a
greater rise, because output per head is increasing faster, and yet is subject to
less pressure, because its workers' real earnings are visibly growing.
A strong country may find itself only too strong when the energy and
competitive advantages of its industrialists give it such a large surplus that,
from the point of view of the economy as a whole, home investment would
offer a better use for its resources. An excessive surplus could be reduced, by
appreciating the currency or allowing money-wage rates to rise faster, thus
cutting down the competitive advantage that causes the excess. But this
remedy cannot easily be applied in a measured dose. Industrial supply
curves are usually horizontal, and the world demand curve at any moment
strongly kinked. It is impossible to cut exports a little, by raising relative
costs, without cutting them much too much. Even when its surplus is
more than the country has a good use for, it would rather keep it than risk
losing it.
Thus the authorities in each country, requiring to maintain employment
for their own people and growth in their own national income, in the
general environment of a buyer's market, have good reason to strive to gain
a surplus in their trade and a rising share in world markets. In so far as some
succeed, others fail.
Great Britain has been a notorious failure. I am not thinking of the
sterling crisis and our troubles with the gnomes of Zurich, but of our
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continuous, obstinate, unmanageable tendency to run into a deficit on
income account. This is not only due to the complacency of our
businessmen and the touchiness of our trade unions, which put us into a
weak competitive position. It is due to the corner in economic history that
we have to go round. The rapid descent from the position of T o p Nation,
and the pyrrhic victories of t w o wars, have left us with a propensity to
import greater than we can any longer provide for.
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All this concerns the relations between the industrial capitalist nations. The
greatest change that has come over the world since the war is the emergence
of many new nations, existing at a low economic level, determined to begin
to share in the benefits of modern technology. The most striking thing that
modern technology has done for them so far is to reduce death rates, while
leaving their primitive birth rates unchecked. A terrifying growth of
population is making it all the more necessary for them to increase
production.
Most were provided by colonial investment with one or t w o export
commodities. This gives them something to start on. All but the most
besottedly fanatical free-traders would concede their right to cut down
inessential imports and use their export earnings to import know-how and
investment goods to lay a basis for development.
Such earnings, however, are far from adequate. Technological
developments have limited demand for the ex-colonial products, relatively
to supplies available, partly because of the growth of synthetic substitutes
and partly because the wealthy mercantilists countries foster their own
agriculture, and keep as much of the market as they can to themselves.
Commerce in commodities is conducted on competitive principles, while
the prices of industrial products are administered on a cost-plus basis, so that
they have been drifting upwards with the continuous rise of money-wage
rates. The result has been sluggish growth in the sales of the ex-colonial
commodities and a downward trend in their purchasing power over
manufactures. Moreover, the free play of market forces, which in the
economists' model produces an equilibrium beneficial to all, in reality
generates unpredictable fluctuations in export earnings, that make
2 Sec United Nations, Proceedings ofUNCTAD,

v. 87-8.

consistent planning impossible and turn the choice of investment projects
into a gamble.
Export earnings from commodities provide limited ammunition for
growth, also, just because they were the product of colonial investment and
are still earmarked to pay for it. This is markedly the case in the LatinAmerican economies, which came into a colonial relationship to the United
States after they had won national independence from Spain and Portugal.
Nowadays many of these countries are paying back 30 or 40 per cent of all
their export earnings as profits and interest to foreign capitahsts.^ These
payments are being made, in the main, not for sophisticated k n o w - h o w and
up-to-date equipment supplied by the metropolitan industry, but merely
for extracting their o w n natural wealth from their o w n soil.
Another legacy from colonialism which impedes development is the
tastes and habits of the middle class that grew up within it. Having become
accustomed to an imported style of hfe, these people find it very hard to
give up imported consumption goods, so that such export earnings as do
come in are not easy to mobilize for investment.
In spite of these hmitations, considerable development has gone on and
many amongst the new nations are beginning to export industrial products.
N o w they come hard up against the mercantihsm of the wealthy countries,
who hate cheap imports.
W h e n England was the leading exporter of manufactures, India, for
instance, in the sacred name of free trade, was forbidden to protect her
handicraft workers or foster her infant capitalist industry (though
protection for infant industries was admitted as an exception in the
economists' doctrine). W h e n a duty on imported cloth was imposed for
revenue purposes it had to be offset by a corresponding excise to prevent
local production from enjoying a competitive advantage.
The free-traders argued that the manufactures from Lancashire were far
and away cheaper and better than homespun so that it was a clear benefit to
the Indian consumer to allow imports to undercut and wipe out handicraft
production. They failed to notice that, while the Indian economy had to
bear the whole cost of the imports, the consumer gained only the difference;
at the same time the handicraftsman was thrown into agriculture, already
over-supplied with labour, and lost his earnings to his rival in Lancashire.
N o w the boot is on the other foot, and Lancashire is being undercut by
cheap imports. Free trade is no longer in fashion and Lancashire has to be
protected. T o do ourselves justice, we have gone much further than other
well-to-do nations in permitting manufactured imports from developing

in any one might threaten the whole regime of near-full employment
for all.
The actual sums involved in the British deficit, though serious for us, are
not large in relation to the volume of world trade. W i t h common sense and
goodwill, it would be possible to hmit the damage or even turn it to
advantage. But there is no tradition to help us. The free-trade doctrine,
ignoring the leaps and twists of economic history, simply denied that such a
problem could occur. In the era of the new mercantilism the problem is
recognized so well that all the world stands around shouting at us that
whatever we do is bound to be wrong.
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countries, though by no means going to the whole length of free trade. In
general the new mercantilist system is brutally obstructive to them.
It seems after all that the free-trade doctrine is just a more subtle form of
mercantilism. It is beheved only by those who will gain an advantage
from it.
Nowadays the wealthy capitalist nations make a great thing of the aid
that they are giving to the new nations. Military aid, intended to steel them
against Communism, actually encourages them to go in for cold or hot wars
against each other, which is most inimical to economic growth. Much of
the civilian so-called aid is made on financial terms which are building up a
Latin-American situation for the future in Asia and Africa, though here,
once more, we can take credit for starting a line in interest-free loans. Even
aid which is really a gift is not unambiguous. Individuals who advocate and
administer aid to the developing countries are sincerely concerned to help
them to overcome poverty and to establish their independence, but the
programme as a whole is based upon a contradiction. Its underlying purpose
is to prop up a number of conservative, feudal and fascist governments,
which can be rehed upon in return to respect foreign property. In short the
aim of aid is to perpetuate the system that makes aid necessary.
If the wealthy countries were genuinely anxious to put the new nations
on their feet they would use their funds to compensate the capitalists at
home, and present the developing countries with the equity in their own
resources; and to find alternative employment for the workers at home so as
to be able to permit and encourage imports.
But this would be a complete reversal of the new mercantilist system. In
each era the rules for international economic relations are moulded to suit
the views of the country that is then the most powerful. Therefore it is
generally impossible to get the rules altered.
The Russian people have a way of expressing their view about the
Soviet regime by passing around extremely acid jokes. There was one after
the first manned sputnik. A journalist comes to interview Gagarin's wife:
*And how did you feel when your husband went up into space?' *I was not
there. I was out queueing for milk.' *Well, how did you feel when he came
down?' *I had not got back yet.' The joke is not really against the Soviets
but against the modern world. Considering the fantastic technical mastery
and lavish expenditure shown by investment in horror weapons, and
supersonic flight, and the moon race, surely with a little common sense and
goodwill we could relieve all the housewives of want and discomfort. But it
would have to be genuine common sense and genuine goodwill, not a
disguise for national interests.
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The old orthodoxy, which relied heavily on Say's Law and a natural
tendency to the establishment of equilibrium with full employment, had
been discredited in the depression of the 1930s. Keynes had cleared the way
for a new approach. He broke down the old dichotomy between Principles
and Money, treating the financial system as part of the general functioning of
the economy. He observed that, because prediction of the future is
necessarily uncertain, behaviour affecting economic life (or private life, for
that matter) cannot be governed by strictly rational calculations of the
outcome. He pointed out that accumulation depends upon decision about
investment taken by business firms and governments, not by decisions about
saving taken by households, and he drew a clear distinction (which was
confused in the old orthodoxy) between interest, as the price that a
businessman pays for the use of finance to be committed to an investment,
and profit, which is the return that he hopes to get on it. He pointed out that
wage rates are settled in terms of money and the level of real wages depends
upon the operation of the economy as a whole. All this cleared the ground
for a model appropriate to modern capitalism, but Keynes' own
construction was confined to dealing with short-period analysis.
In a short-period situation, here and now, the organization of industry,
stocks of equipment, the training of the labour force and the habits of
consumers are already settled. These elements in the situation are changing
very slowly and for practical purposes may be taken as constant. The model
is designed to deal with the causes and consequences of the changes in

THE controversies over so-called capital theory arose out of the search for a
model appropriate to a modern western economy, which would allow for
an analysis of accumulation and of the distribution of the net product of
industry between wages and profits.
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The 'mainstream teaching' being developed, particularly in the United
States, seemed to be based upon three distinct types of model, often mixed
up together.
In the furst, the economy is represented by a grand co-operative without
private property. Society saves, and society enjoys the benefit of the
increased income which accumulation provides. T o make sense of Frank
Ramsey's elegant formula for the optimum rate of saving, it is necessary to
suppose that output consists of some kind of homogeneous substance that
can be consumed or used as means of production. Saving, that is, the excess
of output over consumption, is added to stock and increases future
production. The growth of output with the growth of stock is subject to
diminishing returns, and so is the growth of utility for society as a whole
with the growth of consumption.
The second type of model is based on the general equilibrium of Walras.

employment of labour and utilization of given physical resources which
occur with swings of effective demand.
The stock of means of production ('capital goods') in existence at a
moment of time can be represented by a who's w h o of particular items. The
value of the stock is not a very precise concept. Businesses reckon book
value in terms of the accounting conventions that they choose to follow.
The stock exchange value of a corporation depends upon the market's
estimate of future profits and on the level of interest rates. Market
expectations are notoriously unstable and interest rates are influenced by
monetary policy or, in any one financial centre, by events in others.
Since the value of capital is not a precise concept, the rate of profit is not
precise. This did not matter for Keynes. H e needed to consider only the
How of actual gross profits today and the expected return in the future on
fmance invested today. Finance to be invested is a definite sum of money,
with whatever purchasing power it has today over labour time and physical
inputs, but the expected return is far from defmite; it is based upon
extrapolation of past experience, guesswork or convention, coloured by the
subjective mood, 'animal spirits', in which investment plans are being
drawn up.
This was sufficient for short-period analysis, but once Keynes' theory
was accepted, long-nm accumulation became the centre of interest; it was
therefore necessary to come to grips with concepts of the quantity of capital
and the rate of profit in the economy as a whole.
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* Sec The Distribution of Wealth. A Theory of Wages, Interest and Profits, 1899.

The third type of model was derived from Marshall, vulgarized by J. B.
Clark.* Here 'capital' is a factor of production, along with land and labour.
The returns to factors are governed by their marginal productivities.
'Capital' is embodied in 'machines'; the marginal productivity of
'machines' governs the interest received by rentiers. There is a separate item
for profits, which is the return to 'enterprise' or the 'co-ordinating
function', that is, the management of business.
The concept of 'capital' as something distinct from physical means of
production is connected with business experience. A new business sets out
with a sum of money, whether owned by the proprietors or borrowed at
interest. The money is invested in means of production and work in
progress. So long as the business is successful, the value of the original
investment is kept intact. It may be augmented by further investment
financed out of profits or by further borrowing. A part of gross profit is
treated as an amortisation fimd. W i t h the passage of time, the original form
of the investment may cease to be the most profitable and the first stock of
means of production is replaced by another, embodying a different
technique or aimed at a different market. Thus the initial finance (so long as
the business is successful) continues to exist as a sum of value being
continuously embodied in different forms of productive capacity. But
finance arises out of relationships within an economy. H o w can finance be
treated as a factor of production?

Here there is a stock of specific means of production, often called
'machines'. T o overcome the problem of amortisation, machines are
sometimes assumed to be indefinitely durable or, alternatively, subject to
'radio-active decay' so that their value at any moment is independent of
their age. From one point of view this is similar to the short-period concept
of a stock of equipment in existence at a moment of time, but from another
point of view it is quite different. There is no utilization function, showing
how output varies with employment. Labour and machines are fully
utilized in equihbrium and the machines can be used, in different
combinations, to make a great variety of alternative outputs, exhibited on a
'production-possibility surface'. The main emphasis of the analysis is on
exchange. Production consists of hiring various inputs and combining them
in various proportions. W h e n the market is in equihbrium, the rentals of the
various inputs required for each output absorb its value and there is no
profit. This concept of equilibrium requires an exact definition of the
number of workers in the economy (natives and immigrants?) and the hours
of work per week and per year corresponding to 'full employment'.
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* Principles, first edition (1890), p . 614 n. 1. In later editions the same concept is overlaid
with variQus complications.
' *Wage grumbles*, Economic Fragments,

Apparently unaware that this problem had never been solved, the
mainstream economists were drawing production fiinctions of the form
0 = / (#C, L ) , the quantity of output is a function of the quantity of inputs of
labour and 'capital'. Moreover, they were using this formula to interpret
statistics of the performance of industry, and treating the actual levels of
wages and profits as the marginal products of labour and capital. In an
article published in 1953,1 revived the old question and asked whether K,
the quantity of capital, was supposed to be a sum of money or a Ust of
'machines'.
One answer was that a production function can be drawn up in terms of
specified inputs, and that the value of 'capital' is an unnecessary concept.
But these inputs, seemingly, were not produced by profit-seeking
investment. They may have fallen from heaven, like Marshall's meteoric
stones; there is no means of discussing h o w frirther accumulation will take
place.
The more usual answer was to set up a model in which physical products
are as like as possible to money. Ouput consists of a single homogeneous,
divisible commodity, say, butter, which is both consumable and can be
turned into a stock of means of production. The stock is 'malleable'; a stock
of butter which has been used for one type of production can be withdrawn
and moulded into another form without cost and without change in
quantity. (This model is not quite the same as Frank Ramsey's co-operative,
because the income of'society' is divided between wages and profits.)

J. B. Clark blithely treated 'capital* as a quantity of something which
could be embodied in various kinds of'capital goods' and changed from one
embodiment to another, but he did not try to explain what this quantity
consisted of Marshall at one moment pronotmced that the factors of
production should be regarded as land, labour and waiting.^ Waiting
means owning a stock of wealth. Thtis the stock of capital is represented by
the simi of the value of aU assets owned by the individuals and institutions
that the economy comprises. But Marshall was well aware that the value of
assets is influenced by the level of the rate of interest and he admitted that it
is impossible to derive the rate of interest from the value of capital without
arguing in a circle. Wicksell was troubled by the same problem. Just before
the eruption of the Keynesian revolution, Dennis Robertson posed the
question of the meaning of a quantity of capital in terms of his story often
men with nine spades.*
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* See On Concepts of Capital and Techniml Change, Cambridge University Press, 1971.

This model was described as a parable. A parable, in the usual sense, is a
story drawn from everyday life intended to explain a mystery; in this case it
is the mystery which is expected to explain everyday life.
In order to interpret a time-series of statistics, the stock of butter in the
model was identified with the book value of physical assets of firms
comprised by U S industry. As the relative shares of wages and profits in
value added were fairly constant in the period studied, it was possible to go
through the motions of fitting a Cobb-Douglas production function to the
figures. But it was found that the ratio of the value of capital to value of
output was fairly constant through time, thus (with a constant share of
profit) the ex-post overall rate of profit on capital must have been constant
over the period, while the average real-wage rate rose in step with the rise
of output per head. O n a production function representing the 'state of
technical knowledge', rising real wages entail a falling rate of profit.
Evidently, the statistics, at each point of observation were drawn from a
different state of technology. The figures might be interpreted to show that
technical progress over a period had been roughly neutral; they could not
exhibit a production function, or marginal productivities, *in a given state
of technical knowledge', as the mainstream theory required.
There was some argument about the problem of'measuring capital' but
there was no answer to the old problem that, if the total stock of capital is a
sum of value, it already presupposes the overall rate of profit, whereas if it is
a list of'machines' there is no unit in which it can be reckoned as a quantity.
For some purposes, for instance a comparison between the industries in
various countries, a very rough measure of the physical capital to labour
ratio could be used, say horse power per man employed. But then it will not
generally be found that where this ratio is highest, the rate of profit on
capital is lowest.

The butter model made it possible to revive all the propositions of preKeynesian orthodoxy. Say's Law prevails; saving governs accumulations;
uncertainty disappears, for one investment can be turned instantaneously
into another when circumstances change. Interest paid to rentiers is
identified with profits accruing to firms. There is a well-behaved
production function in labour and the stock of butter; when the ratio of the
stock to the labour force is rising as accumulation goes on, the butter wage
rises and the rate of butter profit on butter capital falls. Most remarkable of
all, technical progress raises the productivity of the stock of butter without
cost and without changing its quantity. (At first there was a mistake in the
argument here that was put right by Professor Rymes.)*
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The discussion which I had tried to revive in 1953 took a new turn with the
publication of Piero Sraffa's Production of Commodities by Means of
Commodities in 1960.
In Sraffa's model, the treatment of physical capital, though highly
simpHfied, is less fanciful than either meteoric stones or a stock of butter.
W e are presented with, so to speak, a snapshot of a process of production
going on in a particular industrial economy. A particular labour force is
producing a particular flow of output by means of a particular technique,
specified in a system of equations. The technique dictates what physical
inputs, in what proportions, are required for labour to produce the output,
over what period of time. Stocks of inputs are continuously reproduced as
they are used up (long-lived equipment is treated in a separate model which
however, can be fitted into the same argument). The net output of any
period is the excess of the product over stocks of inputs existing at the begin
ning of the period. Thus output consists of a list of quantities of particular
commodities, independent of prices. N o w , everything in physical terms

The famous Leonrief paradox was a result of this confusion. Because
physical capital per man (by any measure) was highest in the United States,
it was supposed that 'capital' there should be the cheapest factor of
production and that therefore U S exports should be more 'capital intensive'
than imports. Leontiefs calculation showed that the value of capital per
man was on the average less in the export industries. This seems to indicate
that, while U S industry (at that time) was generally superior to its rivals in
productivity, the superiority was most marked in the industries producing
productive equipment. W h y should this be considered a paradox?
The lack of an acceptable defmition of a 'quantity of capital' was masked
by the manner in which main-line teaching was (and still is) divided into
two mutuaUy exclusive departments. Micro theory was based on a mixture
of the Walrasian model, in which there is an endowment of ready-made
inputs (meteoric stones) with zero profits in equiHbrium, and the Pigovian
model in which each furm can borrow as much fmance as it chooses at a
given rate of interest and 'equilibrium firms' have earnings such that net
profits exactly cover the interest bill. Macro theory was concerned with
Keynes and the slump. Thus there was no place in the syllabus for a
discussion of the mode of operation of a modern capitalist economy
considered as a whole. 'Capital theory' was regarded as an esoteric doctrine
which had no appHcation to any question of general interest.
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Another objection is that a Sraffa system is only a special case of general
equilibrium with 'fixed coefficients', that is, with only one possible
combination of inputs. This betrays a basic difference between t w o
conceptions of the process of production. In the general equilibrium model,
the story begins with an arbitrary stock of ready-made inputs which can be
combined in various ways to produce a variety of different outputs. In
Sraffa's model, the stock of inputs in existence today was the result of
investments made in the past in order to produce today's output with the
technique which is in use today. Which concept is the less inappropriate to
an industrial economy?
Sraffa did in fact introduce a variety of techniques into his model.
Where several techniques are known, it is assumed that, given the
prevailing share of wages in net output, the technique has been chosen
which maximizes profits when prices are such as to make the rate of profit

remaining the same, the share of wages in net output is run through every
value from unity to zero. Corresponding to each value of the share of wages
is a set of prices (in any numeraire) for all outputs and inputs, and a uniform
rate of profit on the value of the stocks of inputs at these prices.
These calculations must be regarded purely as an intellectual
experiment. In reahty neither the real-wage rate nor the rate of profit could
be zero, and it is unnatural to suppose that the composition of output would
be the same with widely different levels of real wages. In an actual economy
of which a snapshot is taken, some particular pattern of prices is ruling. The
'changes' of the share of wages in the argument are not actual historical
events, only calculations by the observing economist.
Sraffa was not trying to construct a model for positive analysis, though
the concept of a technique of production as an input-output table in
physical terms is certainly very useful. His own purpose was purely
negative - to provide a prelude to the critique of economic theory.
The theory that Sraffa was preparing to criticize was the Marshallian
orthodoxy that prevailed when he began to work on these ideas in the
1920s; but objections to his argument have been drawn mainly from the
general equihbrium doctrines prevalent today. O n e objection is that he
'leaves out demand'. This objection does not stand. If we people his model
with firms and households then, when a particular rate of profit obtains,
firms are carrying out gross investment in order to earn profits from sales
and households are purchasing goods at prices that yield the ruling rate of
profit. The pattern of demand is evidently appropriate to the flow of
production along with the distribution of income, and the flow of
production is appropriate to the pattern of demand.
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Between each pair of techniques is a switch point at which the ratio of
the t w o values of capital is equal to the ratio of the flows of profit per
annum, so that the rate of profit is the same for both.
Contrasting this construction with the well-behaved production
function in the butter economy, we see, first of all, that the production
function is continuously differentiable, for the smallest difference in the stock
of butter per man employed entails a difference in output per man, while
the pseudo-production function may have wide gaps between switch
points, over which the same output per head is associated with a falling rate
of profit and rising share of wages. Moreover, however dense the pages of
the book of blueprints, there must always be a discontinuity in engineering

The furore about *reswitching' raged around the conception of a pseudoproduction function. There is supposed to be a book of blueprints
specifying all possible techniques for producing a flow of net output of a
given composition with a given labour force. Each technique is a Sraffa
system of equations requiring a specific stock of inputs, which are
continually reproduced as they are used up, and involving a particular timepattern in the process of production. The techniques are listed in order of
net output per unit of labour. Corresponding to each share of wages in net
output is a profit-maximizing technique. Inferior techniques are eliminated,
so that each technique in the book is eligible at at least one rair of profit. Each
point represents an economy on a steady-state growth parfi. The stock of
means of production in existence at that point has been produced in the Ught
of expectations of profit which are turning out to be correct 'today' and are
therefore renewed for the future. Since expectations are held with perfect
confidence, we may suppose that the ruling rate of interest is equal to the
rate of profit, but it is the rate of profit, determined by technical conditions
and the share of wages in net output, that governs the rate of interest, not
vice versa. (But here Piero Sraffa himself does not agree with my
intepretation of his model.) In an uncertain world, of course, positive (or
even zero) net investment will not take place unless interest rates are
appreciably lower than expected profits.

uniform throughout the economy. Making quite orthodox assumptions
about the character of technology, Sraffa showed that the same technique
may be ehgible at widely different rates of profit. It was this which alerted
the mainstream economists to the fact that their orthodoxy was being
questioned.
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* 'Paradoxes in capital theory', Quarterly Journal of Economics, November 1966, p. 578.

terms between one technique and the next. O n both constructions a higher
share of wages is associated with a lower rate of profit; the most
fundamental rule of the production function is that a larger stock of butter
per man is associated with higher output, whereas on the pseudoproduction function there is no presumption that a technique giving higher
output per man requires a higher value of capital at the rate of profit at
which it is eligible. And even when two techniques are compared at the
same rate of profit, it is not necessarily the case, on the pseudo-production
function, that a lower rate of profit is associated with a higher value of
capital per man and a higher output per head. In short, a more labourintensive technique may be eligible at a lower rate of profit than another
which provides a higher output per man.
This was the point that caused all the trouble. A pseudo-production
function may contain backward switch points at which a technique with a
higher output per head than the next is eligible at a higher rate of profit.
This may be associated with *reswitching', since at the lowest rate of profit
the eligible technique must be one with a high output per head.
The reason for these differences between the t w o constructions is
obvious. The well-behaved production function conflates the concept of
the value of capital with a stock of physical means of production while the
pseudo-production function distinguishes between the physical means of
production required for a particular technique and its value at various rates
of profit.
After some hesitation. Professor Samuelson accepted the logic of the
pseudo-production function. In the Summing Up of the debate ten years ago,*
he even referred to *a general blueprint technology model of Joan Robinson
and MIT type' but his interpretation of it was (and still is) very different
from mine. He recognized that each point on a pseudo function is supposed
to represent an economy in a steady state, in which inputs are being
reproduced in unchanged physical form, and yet he supposed that saving
could raise an economy from one point to the position at another. He
envisages a process of accumulation creeping up the pseudo-production
function from lower to higher shares of wages, and higher to lower rates of
profit. But an increase in gross investment above the rate required to
maintain a steady state would entail an enlargement of investment
industries (which would have to shrink again when a new steady state was
reached). The former pattern of prices would be upset. Inputs appropriate
to one technique would have to be scrapped and replaced by those
appropriate to another. And how are we to imagine that the prospect

52

123

^ 'Parable and realism in capital theory: the surrogate production function*, Review of
Economic Studies, 1%2, XXIX, 193-206.

A similar difficulty arises in arguing from Walrasian general
equilibrium: At a point on the production-possibility surface at which
supply and demand are in equilibrium for each commodity, buyers and
sellers evidently expect the same prices which obtain today to be ruling next
week. A change in demand rupttires the equilibrium, disappoints
expectations - some for the better and some for the worse - and requires
investment in one kind of stock and disinvestment in others. Here also,
further developments can be analysed only in Keynesian terms.
The notion that conditions of demand allocate scarce means between
alternative uses might apply to the case of an independent peasant deciding
what crops to grow to feed his family, but in modem industry the greater
part of resources, at any moment, are committed, in fixed equipment, to a
narrow range of uses. The question of allocation concerns new investment,
but both the level and form of investment are decided, for the most part, firom
political motives (armaments, hospitals) and firom judgments of their
own interests by the great corporations. It can hardly be identified with
the beneficient operations of a hidden hand in a perfectly competitive
market.
The exposition both of general equiHbrium and of long-run
accumulation seems generally to be conducted by drawing a t w o dimensional diagram on a blackboard and then introducing historical
events into it. A change cannot be depicted on the plane surface of the black
board. Changes occur in time, and as soon as a point moves off the

of a lower rate of profit in the future induces these changes to be made?
A steady state impHes that everyone concerned holds perfectly confident
expectations that the future will continue to reproduce the past. If those
expectations fail to be fulfilled, the economy is thrown into short-period
disequilibrium and analysis has to be conducted in Keynesian terms.
This is nothing to do with 'reswitching'. Professor Samuelson's first
reaction to Sraffa had been to construct a special case of a pseudoproduction function (the 'surrogate production function')^ in which, at
each point, labour-value prices rule, so that the cost of the stock of means of
production, for each economy, is independent of the rate of profit. A higher
value of capital is then always associated with a higher net output per head.
O n such a pseudo-production function, backward switch points cannot
occur. But, like the general case, it can be used only for comparisons of
supposed steady-state economies, not for analysing a process of acciunulation changing the value of capital per man.
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' Growth and Income Distribution, Cambridge University Press (1974), p. ix.
« Ibid.

The pseudo-production function was a very useful piece of scaffolding
but it is not to be incorporated in the construction of a dynamic theory.
Obviously, two stocks of inputs appropriate to t w o different techniques
cannot co-exist in time and space. There is no book of ready-drawn
blueprints appropriate to different rates of interest. As accumulation goes
on, technology evolves, and no technique is blueprinted before it is about to
be used. Moreover, no stock of means of production in real life is ever
perfectly adjusted to the expectations of profit being entertained when it is
in use. The pseudo-production function was not a model for the analysis of

Similarly . . . the post-Keynesian theories of economic growth and
income distribution, which have required so many artificial
assumptions in the efforts to reconcile them with marginal
productivity theory, encounter almost no difficulty when directly
grafted on to Classical economic dynamics.*

Since the mainstream flows awry, we must return to the source. The
classical economists did not treat society as a co-operative and they did not
treat capital as a quantity of homogeneous stuff. For them, finance was the
means of organizing labour and physical inputs to produce outputs, and
gross profit was derived from the excess of physical output over the physical
wage bill. Keynes condemned Ricardo for his neglect of short-period
instabihty but, as Luigi Pasinetti says: *Keynes' theory of effective demand,
which has remained so impervious to reconciliation with marginal
economic theory, raises almost no problem when directly inserted into the
earlier discussions of the Classical economists.'^
This is still more true of Michal Kalecki's version of the theory of
employment, which grew, out of the Marxian schema of expanded
reproduction and which related imperfect competition to the Marxian
concept of exploitation.
Pasinetti continues:

blackboard into the third dimension of time, it is no longer bound by the
relationships shown in the diagram.
It seems as though, all this while, mainstream teaching has been
inculcating defective methodology.

124

53

125

It is high time to abandon the mainstream and take to the turbulent
waters of truly dynamic analysis.

He who is convinced against his will
Is of the same opinion still.

capitalism but a device to smoke out the contradictions in mainstream
teaching.
The controversy has been a great waste of mental energy, for
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' In Professor Robertson's example, when a tenth man joins nine who are digging a hole,
nine more expensive spades are turned into nine cheaper spades and a bucket to fetch beer.

^ Throughout this essay we shall be abstracting from land as a factor of production, so we
will not bother the student with it.
2 Keynes, General Theory, p. 214.

Part of an article published in the Review of Economic Studies, 1953-4, Vol. XXI (2), No.
55. Excisions have entailed a few words of alteration in the original text.

{Economic Fragments, p. 47.)

T o treat capital as a quantity of labour-time expended in the past is
congenial to the production-function point of view, for it corresponds to
the essential nature of capital regarded as a factor of production. Investment
consists, in essence, in employing labour now in a way which will yield its
fiiiits in the future while saving is making current products available for the
workers to consume in the meantime; and the productiveness of capital
consists in the fact that a unit of labour that was expended at a certain time in
the past is more valuable today than a unit expended today, because its fruits
are already ripe.

THE dominance in neo-classical economic teaching of the concept of a
production function, in which the relative prices of the factors of
production are exhibited as a function of the ratio in which they are
employed in a given state of technical knowledge, has had an enervating
effect upon the development of the subject, for by concentrating upon the
question of the proportions of factors it has distracted attention from the
more difficult but more rewarding questions of the influences governing the
supplies of the factors and of the causes and consequences of changes in
technical knowledge.
Moreover, the production function has been a powerful instrument of
miseducation. The student of economic theory is taught to write 0 = / ( L ,
C) where L is a quantity of labour, C a quantity of capital and Ο a rate of
output of comimodities.^ He is instructed to assume all workers alike, and to
measure L in man-hours of labour; he is told something about the indexnumber problem involved in choosing a unit of output; and then he is
hurried on to the next question, in the hope that he will forget to ask in
what units C is measured. Before ever he does ask, he has become a
professor, and so sloppy habits of thought are handed on from one
generation to the next.
The question is certainly not an easy one to answer. The capital in
existence at any moment may be treated simply as *part of the environment
in which labour works'.^ W e then have a production function in terms of
labour alone. This is the right procedure for the short period within which
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the supply of concrete capital goods does not alter, but outside the short
period it is a very weak line to take, for it means that we cannot distinguish a
change in the stock of capital (which can be made over the long run by
accvunulation) from a change in the weather (an act of God).
W e may look upon a stock of capital as the specific Ust of all the goods in
existence at any moment (including work-in-progress in the pipe-Hnes of
production). But this again is of no use outside the strict bounds of the short
period, for any change in the ratio of capital to labour involves a
reorganization of methods of production and requires a change in the
shapes, sizes and specifications of many or all the goods appearing in the
original list.*
As soon as we leave the short period, however, a host of difficulties
appear. Should capital be valued according to its future earning power or its
past costs?
W h e n we know the future expected rate of output associated with a
certain capital good, and expected future prices and costs, then, if we are
given a rate of interest, we can value the capital good as a discounted stream
of future profit which it will earn. But to do so, we have to begin by taking
the rate of interest as given, whereas the main purpose of the production
function is to show how wages and the rate of interest (regarded as the
wages of capital) are determined by technical conditions and the factor
ratio.
Arc we then to value capital goods by their cost of production? Clearly
money cost of production is neither here nor there unless we can specify the
purchasing power of money, but we may cost the capital goods in terms of
wage units; that is, in effect, to measure their cost in terms of a unit of
standard labour.
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All the same, the problem which the production fimction professes to
analyse, although it has been too much puffed up by the attention paid to it,
is a genuine problem. Today, in country Alpha, a length of roadway is
being cleared by a few men with bulldozers; in Beta a road (of near enough
the same quality) is being made by some hundreds of men with picks and
ox-carts. In Gamma thousands of men are working with wooden shovels
and little baskets to remove the soil. W h e n all possible allowances have
been made for differences in national character and climate, and for
differences in the state of knowledge, it seems pretty clear that the main
reason for this state of affairs is that capital in some sense is more plentifiil in

'Capital' is not what capital is called, it is what its name is called. The capital
goods in existence at a moment of time are all the goods in existence at that
moment. It is not all the things in existence. It includes neither a rubbish
heap nor Mont Blanc. The characteristic by which 'goods' are specified is
that they have value; that is, purchasing power over each other. Thus, in
country Alpha an empty petrol tin is not a *good', whereas in Gamma,
where old tins are a source of valuable industrial raw material, it is.
The hst of goods is quite specific. It is so many actual particular objects,
called blast fiimaces, overcoats, etc., etc. Goods grouped under the same
name differ from each other in the details of their physical specifications and
these must not be overlooked. Differences in their ages are also important.
A blast furnace twenty years old is not equivalent to a brand new one of the
same specification in other respects, nor is an egg twenty days old
equivalent to a brand new one. There is another relevant characteristic of
the goods. An overcoat requires one body to wear it, and an egg one mouth
to eat it. Without one body, or one mouth, they are useless, and t w o bodies
or mouths (at a given moment of time) cannot share in using them. But a
blast furnace can be used by a certain range of numbers of bodies to turn
iron ore into iron. Therefore the description of a blast furnace includes an
account of its rate of output as a function of the number of bodies operating
it. (When long-period equihbrium prevails, the number of bodies actually
working each piece of equipment is the number which is technically most
appropriate to it.)
There is another aspect of the goods which is quite different. O f t w o
overcoats, completely similar in all the above respects, one is on the body of
Mrs. Jones> who is purring with inward dehght at her fme appearance.
Another is on the body of Mrs. Snooks, w h o is grizzling because, her
husband's income being what it is, she is obhged to buy mass-produced
clothes. In what follows we shall not discuss this aspect of goods at all. W e

THE QUANTTTY OF CAPFTAL

But here we encounter a fundamental difficulty which hes at the root of
the whole problem of capital. A imit of labour is never expended in a pure
form. All work is done with the assistance of goods of some kind or another.
When Adam delved and Eve span there were evidently a spade and a
spindle already in existence. The cost of capital includes the cost of capital
goods, and since they must be constructed before they can be used, part of
the cost of capital is interest over the period of time between the moment
when work was done in constructing capital goods and the time when they
are producing a stream of output. This is not just a consequence of
capitalism, for equally in a sociaHst society a unit of labour, expended
today, which will yield a product in five years' time, is not the same thing as
a unit which will yield a product tomorrow.
Finally, even if it were possible to measure capital simply in terms of
labour-time, we still should not have answered the question: O f what units
is C composed? W h e n we are discussing accumulation, it is natural to think
of capital as measured in terms of product. The process of accumulation
consists in refraining from consuming current output in order to add to the
stock of wealth. But when we consider what addition to productive
resources a given amount of accumulation makes, we must measure capital
in labour units, for the addition to the stock of productive equipment made
by adding an increment of capital depends upon h o w much work is done in
constructing it, not upon the cost, in terms of final product, of an hour's
labour. Thus, as we move from one point on a production function to
another, measuring capital in terms of product, we have to know the
product-wage rate in order to see the effect upon production of changing
the ratio of capital to labour. O r if we measure in labour units, we have to
know the product-wage in order to see how much accumulation would be
required to produce a given increment of capital. But the wage rate alters
with the ratio of the factors: one symbol, C, cannot stand both for a
quantity of product and a quantity of labour-time.
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Alpha than in Gamma. Looked at from the point of view of an individual
capitalist, it would not pay to use Alpha methods in Gamma (even if
unhmited finance were available) at the rate of interest which is ruling, and
looked at from the point of view of society, it would need a prodigious
effort of accimiulation to raise all the labour available in Ganmia even to the
Beta level of technique. The problem is a real one. W e cannot abandon the
production fimction without an effort to rescuQ the element of common
sense that has been entangled in it.
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* A man of words but not of deeds
Is like a garden full of weeds.*
This is sadly true of the theory of capital.

*

out a case before a Royal Commission) in how the man of words, w h o is
measuring capital, chooses to value the plant.*
The man of words has a wide choice of possible methods of evaluation,
but none of them is very satisfactory. First, capital may be conceived of as
consisting either in the cost or in the value of the plant. If cost is the measure,
should money cost actually incurred be reckoned? It is only of historical
interest, for the purchasing power of money has since changed. Is the money
cost to be deflated? Then by what index? O r is capital to be measured at
current replacement cost? The situation may be such that no one in his senses
would build a plant like this one if he were to build now. Replacement cost
may be purely academic. But even if the plant is, in fact, due to be replaced
by a replica of itself at some future date, we still have to ask what proportion
of the value of a brand new plant is represented by this elderly plant? And
the answer to that question involves future earnings, not cost alone.
If the capital is to be measured by value, h o w do we decide what the
present value of the plant is? The price at which it could be sold as an integral
whole has not much significance, as the market for such transactions is
narrow. T o take its price on the Stock Exchange (if it is quoted) is to go
before a tribunal whose credentials are dubious. If the capital-measurer
makes his own judgment, he takes what he regards as likely to be the
future earnings of the plant and discounts them at what he regards as the
right rate of interest for the purpose, thus triumphantly showing that the
most probable rate of profit on the capital invested in the plant is equal to
the most appropriate rate of interest.
All these puzzles arise because there is a gap in time between investing
money capital and receiving money profits, and in that gap events may
occur which alter the value of money.
T o abstract firom uncertainty means to postulate that no such events
occur, so that the ex ante expectations which govern the actions of the man
of deeds are never out of gear with the ex-post experience which governs the
pronouncements of the man of words, and to say that equilibrium obtains is
to say that no such events have occurred for some time, or are thought liable
to occur in the future.
The ambiguity of the conception of a quantity of capital is connected
with a profound methodological error, which makes the major part of neo
classical doctrine spurious.
The neo-classical economist thinks of a position of equilibrium as a
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take it that an overcoat (Mark IV) is an overcoat (Mark IV), and no
nonsense.
N o w , this enormous who's who of individual goods is not a thing that
we can handle at all easily. T o express it as a quantity of goods we have to
evaluate the items of which it is composed. W e can evaluate the goods in
terms of the real cost of producing them - that is, the work and the formerly
existing goods required to make them, or in terms of their value expressed
in some unit of purchasing power; or we can evaluate them according to
their productivity - that is, what the stock of goods will become in the
future if work is done in conjunction with it.
In a position of equilibrium all three evaluations yield equivalent results;
there is a quantity which can be translated from one number to another by
changing the unit. This is the defmition of equilibrium. It entails that there
have been no events over the relevant period of past time which have
disturbed the relation between the various valuations of a given stock of
goods, and that the human beings in the situation are expecting the future
to be just like the past - entirely devoid of such disturbing events. Then
the rate of profit ruling today is the rate which was expected to rule today
when the decision to invest in any capital good now extant was made,
and the expected future receipts, capitalized at the current rate of profit,
are equal to the cost of the capital goods which are expected to produce
them.
When an unexpected event occurs, the three ways of evaluating the
stock of goods part company and no amount of juggling with units will
bring them together again.
W e are accustomed to talk of the rate of profit on capital earned by a
business as though profits and capital were both sums of money. Capital
when it consists of as yet uninvested finance is a sum of money, and the net
receipts of a business are sums of money. But the t w o never co-exist in time.
While the capital is a sum of money, the profits are not yet being earned.
When the profits (quasi-rents) are being earned, the capital has ceased to be
money and become a plant. All sorts of things may happen which cause the
value of the plant to diverge from its original cost. W h e n an event has
occurred, say a fall in prices, which was not foreseen when investment in
the plant was made, how do we regard the capital represented by the plant?
The man of deeds, who has decisions to make, is considering h o w future
prospects have altered. He is concerned with new finance or accrued
amortization funds, which he must decide h o w to use. He cannot do
anything about the plant (unless the situation is so desperate that he decides
to scrap it). He is not particularly interested (except when he has to make
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* Pigou, The Economics of Stationary States.

One notion of equilibrium is that it is reached (with a constant labour force)
when the stock of capital and the rate of profit are such that there is no
motive for further accumulation. This is associated with the idea of an
ultimate thorough-going stationary state,^ in which the rate of profit is
equal to the *supply price of waiting'. In this situation an accidental increase
in the stock of capital above the equihbrium quantity would depress the rate
of profit below this supply price, and cause the additional capital to be
consumed; while any reduction would raise the rate of profit, and cause the
deficiency to be made good. Equilibrium prevails when the stock of capital
is such that the rate of profit is equal to the supply price ofthat quantity of
capital.
But this notion is a very treacherous one. W h y should the supply price
of waiting be assumed positive? In Adam Smith's forest there was no
property in capital and no profit (the means of production, wild deer and
beavers, were plentiful and unappropriated). But there might still be
waiting and interest. Suppose that some hunters wish to consume more than
their kill, and others wish to carry consuming power into the fiiture. Then
the latter could lend to the former today, out of today's catch, against a

LONG-PERIOD EQUE^IBRIUM

position towards which an economy is tending to move as time goes by. But
it is impossible for a system to^ei into a position of equilibrium, for the very
nature of equihbrium is that the system is already in it, and has been in it for
a certain length of past time.
Time is unlike space in two very striking respects. In space, bodies
moving from ^ to ß may pass bodies moving from ß to ^ , but in time the
strictest possible rule of one-way traffic is always in force. And in space the
distance from -4 to Β is of the same order of magnitude (whatever allowance
you like to make for the Trade Winds) as the distance from Β to ^ ; but in
time the distance from today to tomorrow is twenty-four hours, while the
distance from today to yesterday is infmite, as the poets have often
remarked. Therefore a space metaphor applied to time is a very tricky knife
to handle, and the concept of equilibrium often cuts the arm that wields it.
When an event has occurred we are thrown back upon the who's who
of goods in existence, and the 'quantity of capital' ceases to have any other
meaning. Then only that part of the theory of value which treats of the short
period, in which the physical stock of capital equipment is given, has any
application.
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promise of repayment in the future. The rate of interest (excess of
repayment over original loan) would setde at the level which equated
supply and demand for loans. Whether it was positive or negative would
depend upon whether spendthrift or prudent family men happened to
predominate in the conmiunity. There is no a priori presumption in favour
of a positive rate. Thus, the rate of interest cannot be accounted for as the
*cost of waiting*.
The reason why there is always a demand for loans at a positive rate of
interest, in an economy where there is property in the means of production
and means of production are scarce, is that finance expended n o w can be
used to employ labour in productive processes which will yield a surplus in
the future over costs of production. Interest is positive because profits are
positive (though at the same time the cost and difficulty of obtaining finance
play a part in keeping productive equipment scarce, and so contribute to
maintaining the level of profits).
Where the 'supply price of waiting' is very low or negative, the
ultimate sutionary equihbriimi cannot be reached until the rate of profit has
fallen equally low, capital has ceased to be scarce and capitahsm has ceased
to be capitahsm. Therefore this type of equihbrium is not worth discussing.
The other way of approaching the question is simply to postulate that
the stock of capital in existence at any moment is the amount that has been
acctunulated up to date, and that the reason why it is not larger is that it
takes time to grow. At any moment, on this view, there is a certain stock of
capital in existence. If the rate of profit and the desire to o w n more wealth
are such as to induce accumulation, the stock of capital is growing and,
provided that labour is available or population growing, the system may be
in process of expanding without any disturbance to the conditions of
equihbrium. (If t w o snapshots were taken of the economy at t w o different
dates, the stock of capital, the amount of employment and the rate of output
would all be larger, in the second photograph, by a certain percentage, but
there would be n o other difference.) If the stock of capital is being kept
constant over time, that is merely a special case in which the rate of
accumulation happens to be zero. (The t w o snapshots would then be
indistinguishable.)
In the internal structure of the economy conditions of long-period
equihbrium may then be assumed to prevail. £ach type of product sells at its
normal long-nm supply price. For any one type of commodity, profit, at
the rate ruling in the system as a whole on the cost of capital equipment
engaged in producing it, is part of the long-run supply price of the
commodity, for no commodity will continue to be produced unless capital
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^ The equalization of the value of two annuities at any point of time entails their
equalization at any other point of time. If the cost of a new machine is equal, at the moment
when it is brand new, to the discounted value of its expected gross earnings, it follows that, at
any later point of time, the accumulated value of the original cost and gross earnings up to
date will, if expecutions have been proved correct up to date and are unaffected for the
future, be equal to the present value of the remaining gross earnings expected over the future.
Cf Wicksell, *Real capital and interest*, Lectures (English edition), Vol. I, p. 276.

bill in terms of output) are expected to be sufficient to amortize the
investment over its working life, allowing for interest at the ruling rate on
accrued amortization funds, as well as providing profit at the ruling rate.
The supply price of an equipment which has been working for a certain
time may be regarded as its initial cost accumulated up to date at compound
interest, minus its gross earnings also accumulated from the dates at which
they accrued up to the present, for this corresponds to the expectations
which induced capitalists in the past to make the investment concened.
Since initial cost is incurred at the beginning, and earnings accrue over
time, the element of interest on cost in the above calculation exceeds the
element of interest on earnings. Thus when an equipment has yielded a
quarter of its expected total earnings, its supply price, in this sense, is
somewhat more than three-quarters of its initial cost; half-way through,
somewhat more than half its initial cost, and so forth, the difference at any
moment being larger the higher the rate of interest. Over its life the
accvunulated interest on its earnings, so to say, catches up upon the
accumulated interest on its cost, so that at the end of its life it is fully paid off
and its supply price (abstracting from scrap value) has fallen to zero.
The value of an equipment depends upon its expected future earnings. It
may be regarded as future earnings discounted back to the present at a rate
corresponding to the ruling rate of interest. In equilibrium conditions the
supply price (in the above sense) and the value of an equipment are equal at
all stages of its life.*
Equilibrium requires that the stock of items of equipment operated by
all the capitalists producing a particular commodity is continuously being
maintained. This entails that the age composition of the stock of equipment
is such that the amortization funds provided by the stock as a whole are
being continuously spent on replacements. W h e n the stock of equipment is
in balance there is no need to inquire whether a particular worker is
occupied in producing final output or in replacing plant. The whole of a
given labour force is producing a stream of final output and at the same time
maintaining the stock of equipment for future production. N o r is it
necessary to inquire what book-keeping methods are used in reckoning

invested for the purpose of producing it yields at least the same rate of profit
as the rest. (It is assumed that capitalists are free to move from one line of
production to another.) Thus the *costs of production' which determine
supply price consist of wages and profits. In this context the notion of a
quantity of capital presents no difficulty, for, to any one capitalist, capital is
a quantity of value, or generalized purchasing power, and, in a given
equiHbrium situation, a unit of any commodity can be used as a measure of
purchasing power.
Since the system is in equilibrium in all its parts, the ruling rate of profit
is being obtained on capital which is being used to produce capital goods,
and enters into their *cost of production'. Profit on that part of the cost of
capital represented by this profit is then a component of the *cost of
production' of final output. A capitalist who buys a machine ready made
pays a price for it which includes profit to the capitalist who sells it. The
profit a capitalist who has the machine built in his o w n workshops will
expect to receive, from sales of the final output, includes profit on the interest
(at a notional rate equal to the ruling rate of profit) on the cost of having the
machine built reckoned over the period of construction. For when he builds
the machine himself he has a longer waiting period between starting to
invest and receiving the first profit. If he could not earn profit on the
notional interest cost, he would prefer to make an investment where there
was a shorter waiting period, so that he could receive actual profit earlier.
The actual profit he could plough into investment; thus acquiring (over the
same waiting period) the same quantity of capital as in the case where he
builds the machine for himself. (He would also have the advantage that he
could change his mind and consume the profit, whereas in the first case he is
committed to the whole scheme of investment once he begins.) Thus,
investments with a long gestation period will not be made unless they are
expeaed to yield a profit on the element of capital cost represented by
compound interest over the gestation period (if there were uncertainty,
they would have to be expected to yield more, to compensate for the
greater rigidity of the investment plan).
W e need not go back to Adam to search for the first pure unit of labour
that contributed to the construction of existing equipment. The capital
goods in being today have mutually contributed to producing each other,
and each is assumed to have received the appropriate amount of profit for
doing so.
So much for the supply price of an item of new equipment. H o w are we
to reckon the supply price of part-worn equipment? Investment in new
equipment is not made unless its gross earnings (excess of output over wages
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* This appears as an appendix to my Accumulation of Capital.

' The order of magnitude of the influence of the rate of interest is shown by the formula
provided in the Mathematical Addendum by D. G. Champemowne and R. F. Kahn.* For
this formula it is necessary to assume (a) that the total stock of capital is constant over time,
(b) that earnings are at an even rate over the life of the plant. C is the capital value of an
investment, Κ the initial outlay, r the rate of interest and Τ the period over which the asset
earns. For values of rT less than 2 we use the approximation C/K=^{1 + i rT).
On the basis, when the rate of interest is, for example, 6 per cent, a machine often years'
life costing ^IQO when new must earn £13-3 per annum surplus over the current outlay on
working it (including current repairs). The yield will then be 6 per cent on a capital value of
;i;55.
A group often such machines of ages zero to nine years have a pattern of values, at any
moment, which corresponds to the pattern over time of a single machine. It requires an
annual outlay on renewals of £100 permanently to maintain the stock of machines. They
represent a capital value of £550 and yield a return of £33 per annum.
If the rate of interest were 10 per cent, rT would be equal to 1 and the capital value
(abstracting horn a higher initial cost of machines due to the higher interest rate) would be
£5S3; the earnings of each machine would then have to be £15-8 to yield the required rate
of profit.
If the length of life of machines was twenty years, and the rate of interest 5 per cent,
capital value would again be £5^, and each machine would have to yield ^7-9 per annum
(£5 for amortization and £2-9 for interest); at 10 per cent, rT would be equ;d to 2; the
capital value would then be £6&β, and each machine would have to yield ;(;il - 7 per annum.

The neo-classical system is based on the postulate that, in the long n m , the
rate of real wages tends to be such that all available labour is employed. In
spite of the atrocities that have been conmiitted in its name there is
obviously a solid core of sense in this proposition. T o return to our road
builders, employment per unit of output is much higher in Ganmia than in
Alpha, and it seems obvious that this is connected with the fact that real
wages there are much lower - that the plethora of labour keeps real wages
down, and so helps to get itself employed. Let us try to see what this means.
The basic data of the system are: the labour force, the amount of capital
and the state of technical knowledge, expressed as the hierarchy, ranged
according to degrees of mechanization, of the possible techniques of
production. In order to satisfy the neo-classical postulate of full
employment, the given amount of capital must employ the given amount of
labour.
At any given wage rate, the interplay of competition between
capitalists, each seeking to maximize his own profits, is assumed to ensure
that the technique will be chosen that maximizes the rate of profit. Thus, the
technique is a function of the wage rate. The outfit of productive equipment
in existence is determined by the technique and the total amount of capital.
A given outfit of equipment offers a given amount of employment. Thus,
we have the amount of employment as a function of the wage rate. W e can
then state the neo-classical postulate: the wage rate is assumed to be such
that the technique of production is such that the given quantity of capital
employs the given labour force. It is necessary to postulate that the amount
of real wages (which is not the same thing as the wage bill but is governed
by it) in relation to the cost of subsistence is at least sufficient to maintain the
given labour force in being.
The condition that the given amount of capital employs the given
amount of labour thus entails a particular rate of profit. But the value of the
stock of concrete capital goods is affected by this rate of profit and the

WAGES A N D PROFTTS

capital puts upon the assumptions of equilibrium emphasizes the
impossibility of valuing capital in an uncertain world. In a world where
unexpected events occur which alter values, the points of view of the man
of deeds, making investment decisions about the future, and of the man of
words making observations about the past, are irreconcilable, and all we
can do is botch up some conventional method of measuring capital that will
satisfy neither of them.

amortization quotas. These affect the relations between individual
capitalists, but cancel out for the group as a whole.
In equilibrium the age composition of the stock of equipment is stable,
but the total stock may be in course of expanding. The average age of the
plants making up a balanced stock of stable age composition varies with the
length of hfe of individual plants. If the total stock is remaining constant
over time, the average age is equal to half the length of life. If the stock has
been growing, the proportion of younger plants is greater and average age
is less than half the life span. (There is an exact analogy with the age
composition of a stable population.)
The amount of capital embodied in a stock of equipment is the sum of
the supply prices (reckoned as above) of the plants of which it is composed,
and the ratio of the amount of capital to the sum of the costs of the plants
when each was brand new is higher the greater the rate of interest.''
Equilibrium requires that the rate of profit ruling today was expected to
be ruling today when investment in any plant now extant was made, and
the expectation of future profits obtaining today was expected to obtain
today. Thus the value of capital in existence today is equal to its supply price
calculated in this manner. The heavy weight which this method of valuing
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order books, that is to say, a scarcity of labour relatively to effective
demand, but the equihbrium assumptions do not permit us to say anything
about effective demand.)
Somehow or other, accumulation may be conceived to push down the
rate of profit, and raise the factor ratio.
But the very notion of accumulation proceeding under equilibrium
conditions at changing factor ratios bristles with difficulties. The rate at
which the factor ratio changes is not governed in any simple way by the
pace at which accumulation goes on - it depends upon the form which
technical innovations take and the movement of the overall level of real
wages. Moreover, the effect of a given change in technique depends upon
the speed at which it is made, relatively to the length of life of plant. If
capital per man is rising rapidly some capitalists' plants appropriate to a
variety of degrees of mechanization will be operating side by side.
Even if we can find a way through these comphcations, there remains
the formidable problem of how to treat expectations when the rate of profit
is altering. An unforeseen fall in the rate of profit ruptures the conditions of
equihbrium. Capitahsts who are operating on borrowed funds can no
longer earn the interest they have contracted to pay, and those operating
their own capital fmd themselves in possession of a type of plant that they
would not have built if they had known what the rate of profit was going
tobe.
Thus, the assumptions of equihbrium become entangled in selfcontradictions if they are apphed to the problem of accumulation going on
through time with a changing profit rate. T o discuss accimiulation we must
look through the eyes of the man of deeds, taking decisions about the future,
while to account for what has been accumulated we must look back over
the accidents of past history. The t w o points of view meet only in the who's
who of goods in existence today, which is never in an equiUbriiun
relationship with the situation that obtains today.
In short, the comparison between equilibrium positions with different
factor ratios cannot be used to analyse changes in the factor ratio taking
place through time, and it is impossible to discuss changes (as opposed to
differences) in neo-classical terms.
The production function, it seems, has a very limited relevance to actual
problems, and after all these labours we can add little to the platitudes with
which we began: in country Gamma, where the road builders use wooden
shovels, if more capital had been accumulated in the past, relatively to
labour available for employment, the level of real wages would probably
have been higher and the technique of production more mechanized, and.

amount of 'capital' that we started with cannot be defined independently
of it.
What becomes of the neo-classical doctrine if we read it the other way
round: that the rate of profit tends to be such as to permit all the capital that
comes into existence to be employed? Suppose that the wage rate has been
established at a level which yields some conventional minimum real wage,
and that, the technique having been chosen which maximizes the rate of
profit, the quantity of capital in existence does not employ all available
labour, so that there is a reserve of unemployment. Accumulation can then
proceed with unchanging technique and constant rate of profit until all
available labour is employed. If population is increasing at least as fast as
capital is accumulating, full employment is never attained, and the
expansion of the economy can continue indefinitely (we have postulated
that there is no scarcity of land, including all non-produced means of
production).
So far the argument is dismally simple. W h a t are we supposed to
imagine to happen when there is full employment in the long-period sense,
that is, when there is sufficient plant in existence to employ all available
labour? One line of argument is to suppose that the capitalists who are
accumulating act in a blindly individuahstic manner, so that a scramble for
labour sets in; the money-wage rate is bid up, and prices rise in an indefinite
spiral. (It is of no use to bring the financial mechanism into the argument,
for if the supply of the medium of exchange is hmited, the interest rate is
driven up; but what the situation requires is a fall in the rate of interest, to
encourage the use of more mechanized techniques.)
O r we may postulate that the capitalists, while fully competitive in
selling, observe a convention against bidding for labour - each confines
himself to employing a certain share of the constant labour force. Then
anyone who wishes to increase the amount of capital that he operates shifb
to a more mechanized technique. Those who first make the change may be
supposed to compete for wider markets and so to reduce prices relatively to
money wages. A higher degree of mechanization then becomes ehgible,
and the switch to more mechanized techniques proceeds at a sufficient rate
to absorb new capital as it accrues. Alternatively, we might imagine that an
excessive number of plants of the less mechanized type are actually built,
and that their redundancy, relatively to labour to man them, reduces profit
margins, so that the wage rate rises and induces mechanization. (Whichever
line we follow the argument is necessarily highly artificial, for in reality the
state of trade is the dominant influence on investment. The situation which
promotes the mechanization of production is full employment and full
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* Lectures on Economic Principles, Vol. I, p. 95.

I have included here only the negative part of this article as the constructive
parts are expanded in my book. The Accumulation of Capital The trouble
which I was trying to expose arose from burdening the concept of a
production function with inappropriate tasks. The notion of a range of
possible techniques, co-existing in time in the form of projects, amongst
which choices are made by firms or investment planners when new
productive capacity is being set up, has a genuine operational meaning
(though it is very difficult to apply in the complicated situations that arise in
reality). In that context, it is appropriate to measure the investible resources
about to be committed in terms of value. The difficulties that present
themselves arise out of the uncertainty of the future and can be imagined to
disappear in conditions of perfect tranquillity.
When presented with the task of determining the distribution of the
product of industry between labour and capital, the neo-classical
production function comes to grief (even in the most perfect tranquillity)
on the failure to distinguish between 'capital' in the sense of means of
production with particular technical characteristics and 'capital' in the sense
of a command over finance.
When presented with the task of analysing a process of accumulation,
the production function comes to grief on the failure to distinguish between
comparisons of equiUbrium positions and movements from one to another.
The remarks about equilibrium on page 78 above seemed very queer
to Sir Dennis Robertson,* and, indeed, they are not well worded. M y point
was this: a state of equilibrium is one in which each individual is satisfied
that he could not do better for himself by changing his behaviour. Applied
to long-hved capital equipment, this means that the stock in existence today
is in all respects what it would have been if those concerned had known, at
relevant dates in the past, what expectations about the future they would be
holding today. But periods affected by different decisions overlap and the
relevant past stretches back indefinitely. Thus, an economy can be
following an equilibrium path today only if it has been following it for
some time already. A thorough-going stationary state is a limiting case in
which nothing changes except the date as the economy moves along its
equiHbrium path.

POSTSCRIPT

given the amount of capital accumulated, the more mechanized the
technique of production, the smaller the amount of employment would
have been.
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National0konomisk Tidsskrift, 1946. This paper is based on a lecture given to the
National^konomisk Forening at Copenhagen on 6 December 1946.

* General Theory of Employment, Interest and Money, p..15.
2 Full Employment in a Free Society, p. 18.

VARIOUS definitions of *full employment' have been used by English
writers. Keynes originally used a definition in terms of Marshall's concept
of 'disutility of labour'.* Beveridge says there is full employment when
there are more unfilled vacancies than unemployed workers.^ Others call
full employment the level of employment at which money-wage rates
begin to rise.
O n all these definitions there may be large numbers of workers
unemployed when 'full employment' is said to exist. It is preferable to take a
simple-minded definition, and to say that there is 'full employment' when
no one is unemployed.
There is a difficulty in giving a precise definition of'available labour'.
Hours of work may vary. The number of married women 'available' for
employment may not be clear cut. But if we can take a rough working
definition of 'available labour' then we may say that 'full employment'
exists when all available labour is employed.
This is a state of affairs that can never be completely attained. In a
changing world there are always bound to be, at any moment, some
workers who have left one job and have not yet found another.
Technical changes and changes in tastes both at home and in foreign
markets bring about shifts in demand between industries. Although seasonal
unemployment could be very much reduced by dovetailing operations
with different seasonal peaks, there is probably an irreducible minimum of
seasonal unemployment in some districts. Changes in occupation for
personal reasons will always be going on. So long as such shifts in
employment are taking place, there is always likely to be some
unemployment even when the general demand for labour is very high.
Thus completely full employment can never be seen.

OBSTACLES T O FULL

OBSTACLES TO FULL EMPLOYMENT

21

' Command Paper, 3331.

N o r is completely full employment desirable. The attainment of full
employment, in this absolute sense, would require strict controls, including
direction of labour. T o raise the average of employment from 86 per cent
(the average for Great Britain, 1921--38) to, say, 95 per cent, would be
compatible with a much greater amount of individual liberty than to raise it
from 95 per cent to 98 per cent. T o raise it from 95 per cent to 98 per cent
(not momentarily — but on the average) would involve great sacrifices of
liberty, and to raise it from 98 per cent to 100 per cent would involve
complete conscription of labour.
N o one regards 100 per cent employment as a desirable objective. *Full
employment policy* does not mean aiming at 100 per cent employment, but
aiming at a continuous level of employment as near to 100 per cent as is
practicable with the methods of control which are acceptable to the public.
In what follows I shall use the phrase *full employment' loosely, to mean 'as
near full employment as is reasonable'.
This use of language, though not exact, is sufficiently clear for all
practical purposes.
In England, we are now living under a regime where it is generally
accepted that it is the duty of government to maintain full employment.
This was accepted even before the Labour Government came into power.
For us, this is a great revolution in ideas. During the great slump of the '30s
it was the orthodox and official view that government action could not
increase employment. In 1929, when Lloyd George was running an election
campaign on the promise to aboUsh unemployment by means of
government outlay on public works, the Treasury enunciated the doctrine
that government outlay could not, in fact, increase the total level of
investment.*
Looking back now, it seems almost incredible that such views should
have been taken seriously. There are still in England many w h o are sceptical
or unsympathetic about the new policy, but they have to use far more subtle
and sophisticated arguments than the 'Treasury View' of 1929.
The change in official and orthodox ideas is of the greatest importance.
But up to the present we are living in a fool's paradise. V7e have accepted a
full employment policy, and we are in fact enjoying a high level of
employment. There is some unemployment in certain areas, where
reconversion to peace-time production is held up for want of buildings.
Apart from this there is substantially 'full employment' in the sense of as
high a level of employment as is reasonable to expect.
But this is largely a coincidence. It has little to do with the new policy,
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Indeed, it is impossible for the State to divest itself of responsibiUty for
the direction of employment once it has accepted responsibility for the total
amount of employment. There are many in England at present who
advocate the use of 'global methods' designed to affect the total
employment without exercising any discrimination over the allocation of
labour between uses. But this is in fact impossible. Any policy, even if it is
purely global in conception, will produce concrete results and have an
influence upon the direction of employment. The decision not to interfere
with private investment is itself a positive decision.
Thus the responsibility for deciding h o w the influence of the State upon
the direction of employment is to be used cannot be escaped.
The problem of deciding what are the 'needs of society' and of
adjudicating between conflicting needs is by no means simple. There is no
one Platonic ideal of the 'best use of the nation's resources'. Conflicts of
interest and conflicts of ideology are bound to persist. But somehow or
other a democracy does decide what it wants. In England at present there is
no doubt that the people want more than, in fact, can be done at all quickly.
Housing - first in the sense of some kind of a roof over everyone's head,
later in the sense of improving the disgraceful condition of our great cities
and our backward rural districts. Re-equipment of industry - not for the
sake of profit, but for the sake of meeting our desperate foreign trade
position and for raising the general standard of production and therefore of
consumption. Improvement of our education and our health services,
which involves large investment in building and equipment as well as in
training of personnel. Improvements in the efficiency and amenity of our

the conception of 'counter-cychcal* government investment, that is, the
idea that the Government should step in and increase its own investment
when private investment falls off, and slow down its own investment when
private investment increases. In my view, this policy is fundamentally
wrong. It means giving private enterprise the first choice. W h e n private
firms choose to make investment they can. W h e n they no longer want
labour, the Government will use the labour for something or other. W h e n
private investment recovers, the Government must release labour again, so
that it can be used for profitable investment. This whole point of view is
subject to the gravest objection. Once we have accepted the idea that it is
the business of the Government to see that labour is always employed, we
must go on to admit that it is the business of the Government to see that
labour is employed in the most useful possible way: that is to say, that
schemes of investment should be direaed to meet the needs of the
community, and not to suit the whims and fancies of profit-seeking firms.

because just now there would be full employment in any case. At the
moment we are living in an inflationary situation - that is, there is an excess
of demand over supply for labour as a whole. The acute shortage of houses,
due to bombing and to the cessation of building during the war; the drive
for exports, which is being conducted not in order to maintain
employment, but in order to balance our trade; the great reduction in
private stocks of clothes, furniture, and so forth combined with war-time
savings ready to be spent on goods as soon as they become available; and the
requirements of industry for reconversion to peace-time production — all
these add up to an effective demand for labour in excess of supply.
The consequent tendency to inflation is kept in check by the methods
evolved during the war. Heavy taxation, rationing, control of prices, a
vague and unformulated, but nevertheless fairly successful wages policy,
control of imports, licensing of private investment, propaganda for saving,
in short, all war-time methods of checking inflation are still in force. These
methods are fairly well understood by the Government, and accepted with
more or less good-natured grumbling by the public.
If it were possible to keep up permanently a condition of near-inflation
and run the machine on the brakes - that is, with controls to curb excessive
demand — employment policy would be straightforward and compara
tively easy to manage.
The real test of the new policy will come when there is a fall in demand.
H o w will it be met? The danger may come from within or from without.
Let us first consider the internal danger. There may be a fall in the rate of
private investment when the reconstruction boom comes to an end, but this
is unlikely to be serious. Industrial investment, in equipping factories and so
forth, has never been a very large part of all home investment. The main
bulk of home investment is in building and civil engineering. If the
Government can control the rate of building, the investment plans of
nationalized industries, and the timing of large schemes, such as the
electrification of rural districts, then it should be possible to plan for a steady
level in the great bulk of investment. This in itself would help to steady
private investment because it would go a long way towards stabilizing
incomes, and therefore the general level of profits. Further, by consultation
and persuasion, without overt control, the large firms can probably be
induced to fit their investment plans into a national scheme. And a small
uncontrolled fringe would probably not be very unstable.
The White Paper on Employment Policy* issued by the late Coalition
Government was not based upon this point of view. It was based rather on
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These methods can be used to prevent an internal failure of demand. But
for Great Britain, and equally in Denmark, the main danger does not he
inside the country, but outside - that is, in a fall in demand for exports,
whether due to a slump in the outside world or to a long-period change.
This would present a difficult situation even for a fiilly planned
economy. It creates t w o problems - h o w to maintain employment and h o w
to deal with the balance of payments.
If demand falls in export industries, work must be found for the labour
released. If exports are highly specialized, this is by no means an easy matter.
It is of little use just to increase purchasing power in general. Plans should
be drawn up specifically for {a) buying up and using or storing products
formerly exported, (i) turning labour to alternative products, or (c)
arranging an alternative foreign outlet to replace the lost market. Such plans
are not easy to work out satisfactorily, and although there is much talk in
England now about employment policy, it may be doubted that plans on
these lines are actually being prepared. If the world slump were to come
soon there would be little difficulty, for the home market is starved of
goods, and would eagerly absorb what is at present being exported. So far
as miscellaneous consumer goods are concerned, actually the same goods
could be sold at home. And where the same goods are not appropriate,
alternative uses for labour could easily be found. For a country whose

transport system. Improvements in the amenity of the countryside (there are
many cottages in England which are without gas or electricity and even
without piped water) which are desirable both for their own sake and to
check the drift away from agriculture, which is one of our serious economic
problems. These and many other 'social needs' are agreed by the nation, in
the vague and yet definite sense in which democracies do agree upon their
needs.
The task of deciding between these needs, and reducing them to a
scheme of priorities, must be the duty of the Government. The methods to
be used are still in course of evolution, and no doubt they will work
clumsily, and be the subject of much dispute and criticism. But a merely
passive policy of compensating the vagaries of private enterprise would be
the least hopeful of all possible methods of solving the problems involved.
The 'counter-cyclical' policy is subject to another objection. It is very
unpractical. It is not at all easy to switch on and off schemes of investment at
a moment's notice, or even at six months' notice. Besides, private and public
investment are often closely bound up together. You cannot have factories
built during the boom and wait for the next slump to make roads up to their
gates. It is essential for a sane employment policy that investment should be
planned as a whole and not merely stabilized by 'counter-cyclical' pubUc
works.
The second branch of the White Paper policy is to maintain
consumption when investment falls off. W h e n investment falls, incomes
decline and there is 'secondary unemployment' due to the fact that con
sumers have less money to spend. The suggestion is that, at such a moment,
the purchasing power of consumers should be increased, and the general
level of demand for consumption goods kept up, so as to fend off the
'tertiary unemployment' which follows when consumer goods industries
become less profitable, and investment in them in turn falls off.
The prejudice which still exists in the British Treasury (or which, at any
rate, still existed when the White Paper was written) made it impossible to
advocate remission of taxation and the deliberate creation of a budget
deficit as a means of maintaining purchasing power. They did, however,
suggest the creation of a deficit in the social insurance funds by reducing
weekly contributions when demand threatens to fall. This would make
rather a feeble contribution to solving the problem. Many more or less
fanciful schemes for regulating purchasing power have been suggested by
EngUsh economists. These seem often to be rather perverse. There is
something repugnant to common sense in the idea of giving money to
people to spend just in order to keep up the market for goods and make
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industry profitable. Ordinary people consider that they should be given
money either because they deserve it, or because they need it, not just in
order to make a market. It is necessary to provide at least the appearance of
equity in releasing purchasing power even if the motive is to stabilize
employment. The least arbitrary of these schemes is the device of'deferred
pay* invented by Lord Keynes as a measure of war-time finance. Part of the
income tax paid is credited to the individual to be refunded at the decision
of the Government. This provides a fimd of purchasing power which
people regard as their own money, which can be released when demand for
consumer goods is threatening to fall.
This scheme was used, to a small extent, during the war, and the arrears
of tax credited to the public are held up at present, to be released when the
supply of consumer goods becomes adequate - that is to say, when normal
demand no longer exceeds supply. The release of the credits would provide
a stimulus to demand which could be regulated, in time and in amount, so as
to give a salutary shock to the economy when a failure of demand is
threatening. There is no reason why this system should not be permanent, so
that there are always arrears of potential purchasing power in hand, to be
released when required to maintain demand.
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exports are primarily agricultural the difficulty would probably be greater,
and alternative employment might be harder to arrange.
If the immediate problem of maintaining employment is solved by
switching labour from the foreign to the home market, the further problem
will arise of switching it back again when the foreign market recovers. This
must require a fairly high degree of control over industry. For if we are to
do without the brutal methods of a market economy — unemployment and
bankruptcy - we must have other means of directing production.
The problem of maintaining employment when export demand falls off
is complicated and difficult enough, but if it is solved a worse difficulty
remains - the problem of the balance of payments.
The 'natural' remedy for a fall in exports, under laisser-faire conditions, is
a fall in employment and in income, which reduces demand for imports also
(though not necessarily to the same extent). But if employment is
successfully maintained, then the demand for imports does not fall, and the
balance of trade runs into a deficit. For a country with ample monetary
reserves this would not matter. But for Great Britain it would present a very
serious problem. Discussions are going on now as to means to help countries
which do their duty to the world by maintaining their demand for imports
in face of a slump elsewhere. Let us hope that some world agreement will be
arrived at on these lines, for the provisions of the Bretton Woods fund only
scratch the surface of the problem.
The main remedy for a trade deficit envisaged under Bretton Woods is
exchange depreciation. But this is not a remedy appropriate to the disease. If
the trouble is caused by a decline in total world demand, there is first of all
very little reason to expect that depreciation would bring about a recovery
of exports for a particular country. Depreciation works by reducing the
rektive price of the country's exports, and, in a general slump, there are
probably very few commodities for which price-elasticity of demand is
high. Moreover, even if it does do good from the point of view of the
country in question, it can do so only at the expense of other countries, for it
works by improving the competitive position of the depreciating country,
and securing for it a larger share of the shrunken world trade, by reducing
the share of its rival producers. N o remedy is beneficial to the world as a
whole that does not increase the total of world demand.
Behind this balance of trade problem again lies a further difficulty - the
difficulty of distinguishing cyclical from long-period changes in foreign
demand. The remedies required are quite different in the t w o cases. If
demand for exports has fallen temporarily, the capacity of the export
industries should be preserved with the utmost care, and any transfer of
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labour from them made with an eye to restoring it to them as soon as
possible. Imports should be kept up as far as reserves permit. But if the
change is permanent it is necessary as quickly as possible to reduce the
productive capacity of the trade which has lost its market - to foster, if
possible, alternative exports, and if that cannot be done, to set about cutting
down imports. Thus a mis-diagnosis of the situation would lead to a totally
wrong policy being pursued; the medicine for one disease is poison in
another, and diagnosis will never be easy, since long-run and cyclical
changes are often mixed up together.
At the present time, framing of policy is particularly difficult, for one
great unanswerable question hangs over everything - what will the USA
do in the coming slimip? W e can be pretty sure that history will not repeat
itself, and economists planning n o w for the return of the 1930s would be like
the generals who are acoised in peace-time of planning to win the last war.
The most that one can say is, that we must prepare for a flexible policy
and for an inteUigent and quick response to events.
Flexibility requires control. It is a popular error that bureaucracy is less
flexible than private enterprise. It may be so in detail, but when large-scale
adaptations have to be made, central control is far more flexible. It may take
two months to get an answer to a letter from a government department, but
it takes twenty years for an industry under private enterprise to readjust
itself to a fall in demand.
For this reason, full-employment policy requires a high degree of central
control over the economic system. Just how much control remains to be
seen. The problem of combining the necessary degree of control with the
traditional methods of democracy is the dominating political problem of
the present time.
If all these problems are successfully solved, certain difficulties arise from
the very success of the full-employment policy.
For people who have a secure income in any case, full employment is a
great nuisance. There are no domestic servants, the theatres are always full
and the holiday resorts overcrowded. Goods are in short supply, not
because less are produced, but because other people are consuming more.
Shopkeepers become over-bearing instead of obsequious.
For managers in industry discipline is hard to preserve because workers
are no longer frightened of losing their jobs.
Unpleasant tasks such as coal-mining cannot recruit labour on the old
terms.
All these 'drawbacks* are, of course, the reverse side of the advantages of
full employment for the mass of the people.
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Finally, there is the problem of preserving the value of money. If the
demand for labour is strong, money-wage rates tend to rise, and since the
demand for commodities is also high, prices rise with costs. A successful
employment policy, just because it is successful, entails a chronic danger of
inflation.
U p till now, in England, the Vicious spiral' has been kept within
bounds, but we have no definite wages policy, nor are we likely to have
one, for individual Trade Unions are jealous of their independence.
The danger of an all-round rise in wages could probably be dealt with
by an over-all understanding with the Trade Unions, but the problem of
relative wage changes is not easy to solve. There are many trades, of which
mining is the chief example, where wages are obviously too low, whether
we consider it from the human point of view of the disagreeableness and
danger of the work, or from the economic point of view of the need to
attract labour away from less onerous occupations. So long as
unemployment was general, a completely irrational wage system could
persist, but once there is full employment, wages must conform broadly to
the text-book rule of equalizing the 'net advantages' of different
occupations. The process of raising wages which are too low, involves
raising the general level of wages (no one advocates lowering wages rates
which are relatively high) and therefore is likely to involve a rise in the cost
of living. Thus even right and necessary wage changes contain the threat of
the 'vicious spiral'.
All this sounds pessimistic, but only because dangers and difficulties can
be clearly foreseen. Whatever may happen, we are better off^if our eyes are
open, and nothing that can happen now can be so bad as the blind misery of
the great slump.
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From Essays in the Theory ofEmployment, 1937.

See below, p. 192, note 5 for an exceptional case.
Unless it happens that the multiplier is higher than the average for the world in the
country whose balance increases.
5 The visible balances ofall countries normally add up to a negative figure, since exports
are reckoned f.o.b. and imports c.i.f. But this is compensated by a corresponding item in the
invisible account, representing shipping and handling costs.

FOR anyone country an increase in the balance of trade is equivalent to an
increase in investment and normally leads (given the level of home
investment) to an increase in employment. l An expansion of export
industries, or of home industries rival to imports, causes a primary increase
in employment, while the expenditure of additional incomes earned in
these industries leads, in so far as it falls upon home-produced goods, to a
secondary increase in employment. But an increase in employment brought
about in this way is of a totally different nature from an increase due to
home investment. For an increase in home investment brings about a net
increase in employment for the world as a whole, while an increase in the
balance of trade of one country at best leaves the level of employment for
the world as a whole unaffected. 2 A decline in the imports ofone country is
a decline in the exports of other countries, and the balance of trade for the
world as a whole is always equal to zero.!!
In times of general unemployment a game of beggar-my-neighbour is
played between the nations, each one endeavouring to throw a larger share
of the burden upon the others. As soon as one suceeds in increasing its trade
balance at the expense of the rest, others retaliate, and the total volume of
international trade sinks continuously, relatively to the total volume of
world activity. Political, strategic and sentimental considerations add fuel
to the fire, and the flames of economic nationalism blaze ever higher and
higher.
In the process not only is the efficiency ofworld production impaired by
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* Sec General Theory, p . 334. M r . Keynes offers himself as a sacrifice. But {pace Sir
William Beveridge) it was never the o r t h o d o x v i e w that a tariff cannot lead t o an increase in
employment in the short period; see Pigou, Public Finance, p . 224.

Before proceeding any fiirther it is necessary to make a digression, for it
has sometimes been denied that the restriction of imports will increase home
employment.* This view appears to arise from a confiision as to the nature
of the classical argument for free trade. The classical argument states that
(with certain well-known exceptions) the pursuit of profit will bring about
the specialization of resources and the distribution of trade between nations
in such a way that the maximum of efficiency is achieved. Any arbitrary
interference with the channels of trade will therefore lead to a decline
in efficiency, and a reduction in the amount of output obtained from a
given amount of resources. This argument, on its o w n ground, is un
exceptionable. But in the nature of the case it can throw no Hght upon the
division of a given total of employment between nations. It tells us that,
with given employment, output per head will be higher when trade is free.
It cannot tell us that when one country increases its share in world
employment, at the expense of reducing output per unit of employment, its
total output will be reduced. Still less can it tell us that employment in any
one country cannot be increased by increasing its balance of trade. Indeed
it is obvious to common sense that a tax upon imported goods will lead
to an increase in the output of rival home-produced goods, just as a tax

The principal devices by which the balance of trade can be increased
are ( 1 ) exchange depredation, ( 2 ) reductions in wages (which may take
the form of increasing hours of work at the same weekly wage), ( 3 )
subsidies to exports and (4) restriction of imports by means of tariffs and
quotas. T o borrow a trope firom Mr. D . H . Robertson, there are four
suits in the pack, and a trick can be taken by playing a higher card out of
any suit.

the sacrifice of international division of labour, but the total of world
activity is also likely to be reduced. For while an increase in the balance of
trade of one country creates a situation in which its home rate of interest
tends to fall, the corresponding reduction in the balances of the rest tends to
raise their rates of interest, and owing to the apprehensive and cautious
tradition which dominates the pohcy of monetary authorities, they are
chronically more inclined to foster a rise in the rate of interest when the
balance of trade is reduced than to permit a fall when it is increased. The
beggar-my-neighbour game is therefore hkely to be accompanied by a rise
in the rate of interest for the world as a whole and consequently by a decline
in world activity.
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* The argument is backed up by the contention that 'exports pay for imports', see, e.g.
Beveridge and others, Tariffs: the Case Examined, Chapter VI. It is admitted that in some
circumstances imports may be curtailed without exports falling to an equal extent, but this
entails an increase in foreign lending, and it is argued that if foreign lending increases, home
investment must decline (loc cit., p. 57). Now when the imposition of a tariff increases the
balance of trade the increase in foreign lending which is required to prevent a rise in the
exchange rate is brought about by a fall in the home rate of interest, and this is calculated to
increase, not diminish, the volume of home investment. The flaw in the argument consists in
overlooking the fact that an increase in home income will increase saving, so that increased
foreign lending is not made at the expense of lending at home.
The classical, as opposed to the neo-classical, argument is usually set out upon the
assumption that full employment is the normal state, and in the classical system of analysis the
question of a beggar-my-neighbour increase in home employment does not arise.
* Beveridge, op. cit., p. 110.
' When the foreign demand is inelastic a tax on exports (as in Germany in 1922) or
restriction of output (as in many raw-material-producing countries in recent years) will
increase the balance of trade, while at the same time reducing the amount of employment in
the export industries, and increasing the ratio of profits to wages in them. In these
circumstances, therefore, an induced increase in the balance of trade may be accompanied by
no increase, or even a decrease, in the level of employment.

Exchange depreciation and a reduction in the level of money wages lead
to an increase in the balance of trade, provided that each stands above the
optimum level. A subsidy to exports will increase the balance of trade
provided that foreign demand has an elasticity greater than unity,^ while
restriction of imports by quotas will increase the balance of trade provided
that home demand has an elasticity greater than unity. These four

' The manner in which funds are raised or receipts expended is, of course, of the utmost
importance, but analysis of the effects of changes in fiscal policy on employment can easily be
superimposed upon the analysis here set out. For instance if receipts from import duties are
paid into a sinking fund, or used to relieve taxation on the rich in such a way as to increase
their savings, there will be an increase in thriftiness which will counteract the effect upon
employment of increased foreign investment.
* If the elasticity of demand for imports is less than unity, there will be a primary decrease
in employment in these industries, since additional expenditure upon imports will be made at
their expense, but in this case a given increase in the balance of trade must entail so much the
greater increase in exports.

expedients are thus all limited in their scope. A tariff reduces the volume of
imports, and tends to reduce their foreign price, even when home demand is
inelastic. Total expenditure by home consumers upon imports, including
tax payments, may increase, but the payment to foreigners must be reduced.
Tariffs thus provide an expedient for increasing the balance of trade which
can still be used when all else fails.
W e must now consider the effect upon home employment of an increase
in the balance of trade brought about by each of the four expedients. T o
simplify the discussion we may postulate that the funds necessary for a
subsidy are raised, or the receipts from import duties expended, in such a
way as not to interfere with the distribution of income or to alter thriftiness
in the home country.* Each expedient must be supposed to produce its o w n
full effect. For instance, it must not be supposed that the influence of a fall in
the exchange rate on the balance of trade is counteracted by a rise in money
wages, or that a tariff leads to a rise in the exchange rate.
A fall in the exchange rate, or in money wages, causes a primary increase
in employment in export industries, and in industries producing goods rival
to imports.^ For a given increase in the value of exports (in terms of home
wage units) the increase in employment will be greater the greater is the
elasticity of supply, and for a given decrease in the value of imports it will
be greater the greater is the elasticity of foreign supply and the greater is the
elasticity of supply in the rival home industries. It is possible that an increase
in the balance of trade may lead to no primary increase in employment.
For instance, suppose that the elasticity of home supply of export goods
is zero and the elasticity of demand for import goods unity. Then a fall in
the exchange rate will lead to a proportional increase in the value of
exports, without any increase in their voltmie, and consequently without
any increase in employment in the industries producing them, while
the value of imports and the output of rival conmiodities will be un
changed.
In the case of a subsidy the primary increase in employment is in the

upon any commodity will stimulate the output of substitutes for it.^
The popular view that free trade is all very well so long as all nations are
free-traders, but that when other nations erect tariffs we must erect tariffs
too, is countered by the argument that it would be just as sensible to drop
rocks into our harbours because other nations have rocky coasts.® This
argument, once more, is unexceptionable on its own ground. The tariffs of
foreign nations (except in so far as they can be modified by bargaining) are
simply a fact of nature from the point of view of the home authorities, and
the maximum of specialization that is possible in face of them still yields the
maximum of efficiency. But when the game of beggar-my-neighbour has
been played for one or two rounds, and foreign nations have stimulated
their exports and cut down their imports by every device in their power,
the burden of unemployment upon any country which refuses to join in the
game will become intolerable and the demand for some form of retaliation
irresistible. The popular view that tariffs must be answered by tariffs has
therefore much practical force, though the question still remains open from
which suit in any given circumstances it is wisest to play a card.
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•° While there may be a primary decrease in employment in industries whose costs are
raised as a result of the increase in output of export goods or whose receipts are reduced by
the collection of funds for the subsidy.
^ · While there may be a primary decrease in employment in the industries whose costs
are raised.
^2 In general, the more elastic is the demand for imports the larger will be the increase in
the ouφut of the rival industries and the smaller the proceeds of the duties.

export industries alone,'® while in the case of a tariff the primary increase is
in the industries rival to imports'' and in the industries benefited by the
expenditure of the receipts from duties.'^ In the case of quotas the primary
increase is in the rival industries alone.
In each case, the increase in incomes due to the increased balance of trade
will lead to secondary employment. Thus even when there is no primary
increase in employment at all, total employment will increase as a result of
the increased balance of trade. The lower are the elasticities of supply in the
industries primarily affected the greater will be the increase in profits,
relatively to wages, in them, and the smaller the increase in expenditure
coming from them. Thus the secondary increase in employment is likely to
be smaller the smaller is the increase in primary employment.
W e must next consider the effect of the various expedients upon real
income per unit of employment. Output per unit of employment normally
falls off as employment increases. For a given increase in employment the
decline in output per unit of employment will be greater in the case of
subsidies, tariffs or quotas than in the case of exchange depreciation or a fall
in wages, since advance is being made upon a narrower front. This is merely
another way of stating the classical argument that the mal-distribution of
resources due to an artificial stimulus of particular industries leads to a
decline in output for a given level of employment.
The change in income per unit of employment will also be influenced by
the effect of the various expedients upon the terms of trade. An
improvement in the terms of trade, that is, a rise in the price of exports
relatively to the price of imports represents an increase in incomes, per unit
of employment, earned in export industries, relatively to the cost of
imported commodities. If the total value of imports and of exports is more
or less commensurate an improvement in the terms of trade will therefore
bring about a rise in the average real income per unit of employment for the
country as a whole.
A fall in money wages which affects all industries equally, is equivalent,
as we have seen, to an equal proportional fall in the exchange except in
respect to obligations fixed in terms of home currency. Abstracting from
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of trade is 6p - liq which is eqcal to If
Thus the change in the terms of
P IJ ' E h + 'If r;, + if
trade is adverse or favourable according~is
greater or less than ~.

IS Let P be the home price ofimports and IJ ofexports. Let d and efbe the dasticities of
home demand for imports and foreign demand for exports, and ,,11 and 'If the dasticities of
home supply ofexports and foreign supply ofimports. Then the adverse change in the terms

them for the moment, we may conduct our discussion in terms ofexchange
depreciation alone, the argument being made applicable to a fall in wages
by means of reckoning prices and incomes in terms of home wage units.
A fall in the exchange rate, which stimulates the output of export goods
and reduces the demand for import goods, leads to a fall in the world price
ofboth types ofgoods, and a rise in the home price. Since the prices ofboth
types ofgoods move in the same direction it is impossible to say out ofhand
what the effect will be upon the terms of trade.
The fall in the world price of export goods in the first instance will be
greater the less elastic is the foreign demand for them, and the more elastic is
the home supply; while the fall in the price ofimport goods will be greater
the more elastic is the home demand and the less elastic is the foreign supply.
It can be seen that if the elasticity offoreign demand for exports is equal to
the elasticity of foreign supply of imports, while the elasticity of home
supply of exports is equal to the elasticity of home demand for imports, the
initial effect of a fall in the exchange rate will be to move both sets ofprices
to the same extent, so that the terms of trade are unchanged. Further, if the
foreign elasticity of supply exceeds the foreign elasticity of demand in the
same proportion as the home elasticity of demand exceeds the home
elasticity of supply, the terms of trade are unchanged. 15
In general, each country is more specialized in respect to the goods
which it produces than in respect to the goods which it consumes, so that
anyone country plays a more dominant role in the world supply of those
goods which it exports than it plays in the world market for those goods
which it imports. In general, therefore, the world demand for the exports of
one country is less elastic than the world supply to it ofthose goods which it
imports. So far as the foreign elasticities are concerned, there is thus a strong
presumption that a fall in the exchange rate will turn the terms of trade in
the unfavourable direction.
Each country imports a large number of commodities which cannot be
produced at home, so that the elasticity of demand for imports tends to be
low. The elasticity of supply of exports will depend upon the particular
types of goods in question, and upon the general state of trade. In slump
conditions, such as prevail when the game ofbeggar-my-neighbour is most
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The importance of the home country in world markets will also affect
the result. The change in world prices brought about by exchange
depreciation will in general be smaller the smaller is the country concerned,
and the narrower will be the range of the possible changes in the terms
of trade. A large country is likely to suffer a greater deterioration in the
terms of trade, when its exchange depreciates, than a small country, but at
the same time it is only for a very large country that a favourable movement
in the terms of trade can possibly occur, for it is only a large country which
can exercise an appreciable influence on the world prices of the goods
which it imports.
The effect upon the terms of trade of a fall in money wages differs from
the effect of depreciation in so far as there are foreign obligations fixed in
terms of home currency. These are unaffected by a fall in the exchange rate,
while a fall in wages raises the cost of payments and the value of receipts in
terms of home wage units. Thus, in so far as payments fixed in terms of
home currency are an appreciable element in invisible imports, the
deleterious effect of a fall in wages upon the terms of trade will be greater
than the effect of a corresponding depreciation in the exchange, while a
given increase in the balance of trade, in terms of wage units, will require a
larger fall in wages, and so entail larger changes in the prices of other
imports and exports. In so far as receipts fixed in terms of home currency are

production of export goods.
Income per unit of output in the export trades is not reduced, but real income per unit
of output for Ae country as a whole is reduced b y the levy of funds t o pay the subsidy.
^® This is k n o w n as 'making the foreigner pay the tax'. If foreign supply is perfectly
inelastic, price to the h o m e consumer is n o t raised by the import duty at all and 'the foreigner
pays the whole of the tax'.

Services such as transport must be regarded as exports in so far as they enter into the

an appreciable element in invisible exports, the deleterious effect of a fall in
the exchange rate will be greater.
A subsidy to exports leads to a fall in the world price of export goods
which will be greater the less elastic is foreign demand and the more
elastic is home supply. In so far as the price of import goods is affected at all,
it must be raised. The output of export goods is increased, and their price in
the home market, in which they are not subsidized, is raised,^* so that the
price of imports which are rival in the home market to exportable goods
may be raised. A subsidy to exports therefore causes an unfavourable
movement in the terms of trade. In this respect a subsidy is necessarily
more deleterious than exchange depreciation or a fall in money wages.
A tariff leads to a fall in the world price of import goods, which will be
greater the less elastic is foreign supply and the more elastic is home
demand.^* In so far as it affects the price of exports it must raise them. Raw
materials entering into export goods may be subject to duties, while the
increase in the output of home goods which are substitutes for imports may
raise the price of the exportable goods. A tariff therefore has a favourable
effect upon the terms of trade.
Neither a tariff nor a subsidy can normally be applied to the invisible
exports and imports (with the exception of shipping services). W h e r e it is
possible to increase the invisible balance by means of exchange depreciation
without any adverse effect upon the terms of trade (for instance when the
main invisible export consists of receipts fixed in terms of foreign currency),
the advantage of a tariff, as opposed to exchange depreciation, is pro tanto
diminished, and the disadvantage of subsidies increased.
The restriction of imports by means of quotas does not have the same
effect upon the terms of trade as a tariff, since it leads to a rise in the home
price of import goods, while preventing the restriction in home con
sumption from lowering the foreign price. A quota upon imports has
much the same effect as an increase in the degree of monopoly amongst
foreign suppliers. It leads to a deterioration in the terms of trade, while the
benefit from the raised price to the home consumer, which goes to the
exchequer under a tariff, goes to the foreign producers under a quota.
W e have so far considered the terms of trade only in the light of the

in vogue, the elasticity of supply of all commodities, except certain
agricultural products, is likely to be high. It is thus only in exceptional cases
that the home elasticity of demand can exceed the home elasticity of supply
to a sufficient extent to compensate for the excess of the foreign elasticity of
supply over the foreign elasticity of demand, and in general a fall in the
exchange rate must be expected to cause a deterioration in the terms of
trade.
An exceptional case would occur if the home supply of exportable
goods were perfectly inelastic. There would then be no fall in the world
price of exports, while unless either home demand for import goods is
perfectly inelastic or the foreign supply of them perfectly elastic, there will
be some fall in the price of imports, and the terms of trade will become
favourable when the exchange rate falls. Thus for an agricultural country
which produces a considerable proportion of the world supply of some
commodity, the drawbacks of an inelastic world demand for its exports
may be overcome by a sufficiently inelastic home supply. A country for
which an inelastic foreign demand is combined with a highly elastic home
supply will suffer a serious deterioration in the terms of trade as a result of
exchange depreciation.
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^'Seep. 193-194.

The change in real wages which is brought about by the various
expedients is not necessarily commensurate with the change in real income
per unit of employment, for wage earners may consume goods of various
types in different proportions from the average for the country as a whole,
while, in the case of a tariff, the benefit to wage earners of the expenditure
of tax receipts is not necessarily, or usually, commensurate with the
contribution which they make to them. For a given increase in the balance
of trade, the rise in the home price of export goods is greatest in the case of a
subsidy, and the rise in the price of import goods, and of home goods which
are rival to them, greatest in the case of tariffs, while a fall in the exchange
rate or in money wages has an intermediate effect upon both sets of prices
(prices being calculated in wages units, in the case of a fall in money wages).
Thus for a country whose export goods are an unimportant element in the
consumption of wage earners the fall in real wages will be least for a
subsidy, greater for depreciation, and greatest for tariffs, while for a country

The effect of changes in the terms of trade upon income per unit of
employment must be combined with the effects, discussed a b o v e , o f the
distribution of home activity between different groups of industries. The
beneficial effects of a tariff upon the terms of trade may offset the deleterious
effects of concentrating output in a narrower group of industries, and in
favourable circumstances may even lead to an increase in income per unit of
employment. Exchange depreciation and wage cuts occupy the inter
mediate position on both counts; while subsidies and quotas are the most
deleterious, on both counts, of all the expedients for increasing the balance
of trade.

elasticities of home and foreign supply and demand. Any increase in the
balance of trade, by whichever expedient it is brought about, will lead to an
increase in home incomes and activity. It will therefore raise both the
demand curve for imports and the supply curve of exports. But the effect of
increased incomes in raising the demand for consumable imports, and the
effect of increased activity in raising the demand for raw materials, will
normally be far greater than the effect of increased home consumption in
reducing the supply of goods available for export. Increased activity is
therefore likely to have a larger effect in raising the price of imports than in
raising the price of exports, and therefore tells in the direction of worsening
the terms of trade. The presumption that the terms of trade will deteriorate
as a result of a fall in the exchange rate or of wages is therefore increased, the
deterioration due to a subsidy or to quotas is enhanced, and the
improvement due to a tariff mitigated, by the effect of increased activity.
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Even in a country so greatly dependent upon foreign trade as Great Britain these
industries occupy much less than half the working population, while the multiplier appears
to be normally something in the neighbourhood of 2. Thus a given decline in employment in
the foreign trade industries causes an almost equal absolute, and therefore a smaller
proportionate, decline in employment in the home trade industries. This is known as *the
problem of the unsheltered industries'.
^ ' A fall in the exchange rate, or an all-round reduction in wages, will benefit the export
industries even when they bring about no increase, or even a decrease, in the balance of
trade, while quotas will always benefit the home industries protected by them, and subsidises
the industries which receive them. These expedients may therefore be resorted to in certain
circumstances entirely for the sake of the industries concerned, without regard to their effect
upon the general level of activity, while tariffs are often designed for the benefit of particular
groups without much regard to their incidental effect in improving the balance of trade.

which exports food-stuffs and imports the luxuries of the rich the order of
preference is reversed. Quotas, which are commonly applied to agricultural
commodities and so raise the price of food-stuffs, and which make no
contribution to fiscal revenue, bring about the largest fall in real wages of
all the expedients for increasing the balance of trade.
The various expedients have important effects upon the distribution of
income and activity between industries within the home country. An
increase in the balance of trade is accompanied by a rise in the home price of
export goods, or of goods which are rival to imports, or of both together, so
that an increase in the balance of trade increases not only activity, but also
income per unit of output, in the industries concerned in producing these
goods. N o w , when the game of beggar-my-neighbour is being hotly
played, these industries suffer a decline in incomes relatively to the
industries which are not subject to foreign competition,^* and an
improvement in their situation may be regarded as desirable for its o w n
sake, apart from any increase in the total of activity and incomes of the
country. This consideration is of particular importance in so far as it affects
agricultural commodities, since the agricultural community is in general
poorer than the industrial. Any pohcy which is designed to increase the
exports, or reduce the imports, of agricultural commodities has the effect of
turning the terms of trade between agriculture and industry inside the home
country in favour of agriculture, and so of reducing the inequahty in their
earnings. Such pohcies are widely held to be beneficial, in spite of the fall in
the average of real wages which they necessarily bring about.
Certain special considerations apply to each of the four expedients. W e
have treated a reduction in wages as being in general equivalent to a fall in
the exchange rate, but there is one difference between the t w o which is of
the utmost importance. Even if obhgations to foreigners fixed in terms of
home currency are unimportant, internal indebtedness still has to be
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considered. A cut in wages leads to a redistribution of real income in favour
of the fixed-income classes, and an increase in the burden of indebtedness
within the home country. For this reason a cut in wages is undesirable so
long as any other expedient will serve, even if it can be brought about
smoothly without the distress and wastage of industrial disputes, and even if
it can be made equal in all industries so as to avoid arbitrary redistribution of
income and activity between them.
Depreciation of the exchange rate has the disadvantage of being
regarded as a breach of international good faith, while the apprehension of a
fall may have serious effects upon the international financial position of the
home country.
Tariffs and subsidies bring well-known political evils in their train, from
which the more general, automatic and inhuman mechanism of exchange
depreciation is comparatively free, while tariffs foster monopoly by
violently reducing the elasticity of demand for home goods formerly
subject to foreign competition, and so making the gains of monopolization
more tempting to the home producers. Tariffs, it is true, have the advantage
that they are selective, and may be devised in such a way as to bring about
the minimum decrease in real wages for a given increase in employment,
but actually they are not always devised with this end in view.
All expedients are subject to the objection that they are calculated to
promote retaliation; indeed this is the very nature of the beggar-myneighbour game. Which expedient is the least dangerous from this point of
view will depend upon general pohtical considerations.
W h e n a nation, hard pressed in the game, is determined to take a trick,
the decision as to which suit it is wisest to play must be taken in the light of
all the considerations set out above, as they apply to the particular situation
of the nation concerned at the particular moment when the decision is taken.
From an un-nationalist point of view all are equally objectionable, since
each is designed to benefit one nation at the expense of the rest. But there are
circumstances in which a limited indulgence in them cannot be regarded as
a crime. First of all, they may be justified by the plea of self-defence, and
secondly they may be used merely to cancel out a benefit to the rest of the
world that would otherwise result from the policy of one nation. An
increase in home investment in one country tends to increase activity in the
rest of the world, and measures designed to protect the balance of trade
when home investment increases merely cause a larger share of the reward
of virtue to fall to the virtuous nation, while measures which protect the
balance of trade when money wages rise at home merely prevent the rest of
the world from gaining an advantage, and leave it no worse than before.
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