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Preface

Itis the purpose of this work to show that the distribution of the income of society is controlled by
a natural law, and that this law, if it worked without friction, would give to every agent of
production the amount of wealth which that agent creates. However wages may be adjusted by
bargains freely made between individual men, the rates of pay that result from such transactions
tend, it is here claimed, to equal that part of the product of industry which is traceable to the labor
itself; and however interest may be adjusted by similarly free bargaining, it naturally tends to
equal the fractional product that is separately traceable to capital. At the point in the economic
system where titles to property originate,—where labor and capital come into possession of the
amounts that the state afterwards treats as their own,—the social procedure is true to the
principle on which the right of property rests. So far as it is not obstructed, it assigns to every one
what he has specifically produced.

In a series of articles and monographs, published at intervals since 1881, | have endeavored to
formulate the parts of this theory relating severally to value, capital, wages, interest, rent and
profits. These papers appeared in the New Englander, the Quarterly Journal of Economics, the Yale
Review, the Political Science Quarterly, the Annals of the Academy of Political and Social Science,
the Revue d'Economie Politique, the Dictionary of Political Economy, and the series of monographs
and studies published by the American Economic Association. These partial statements are now
brought into an orderly arrangement and extensively supplemented.

The term natural, as used by classical economists in connection with standards of value, wages
and interest, was unconsciously employed as an equivalent of the term static; and it is such
natural or static standards that this volume undertakes to present. It aims to show to what rates
the market prices of goods, the wages of labor and the interest on capital would conform, if the
changes that are going on in the shape of the industrial world and in the character of its activities
were to cease. It tries completely to isolate the static forces that act in distribution from the
dynamic forces. Actual society is always dynamic, and the part of it that we are most concerned
with is highly so. Change and progress are apparent everywhere, and industrial society is
constantly assuming new forms and discharging new functions. Because of this continual evolution
the standards of wages and of interest to-day are not what they will be ten years hence. There are,
however, normal standards to-day. In the midst of all changes there are at work forces that fix
rates to which, at any one moment, wages and interest tend to conform. However stormy may be
the ocean, there is an ideal level surface projecting itself through the waves, and the actual surface
of the turbulent water fluctuates about it. There are, likewise, static standards with which, in the
most turbulent markets, actual values, wages and interest tend to coincide.

What would be the rate of wages, if labor and capital were to remain fixed in quantity, if
improvements in the mode of production were to stop, if the consolidating of capital were to
cease and if the wants of consumers were never to alter? The question assumes, of course, that
industry shall go on, and that, notwithstanding a paralysis of the forces of progress, wealth shall
continue to be created under the influence of a perfectly unobstructed competition. The values
and the rates of wages and interest which, under such conditions, would prevail, are those to
which, in spite of all disturbances that progress occasions, the rates in the actual market tend, at
any one time, to conform. They are the theoretically "natural™ rates which science has seeking.

In presenting the laws by which such rates are fixed, this volume tries to perform a work that is
constructive and not controversial. At a few points it will gain something, in the way of clearness,
by calling attention to contrasting theories, but it will offer no systematic criticism of them. An
adequate treatment of the various theories of distribution would require a book not less extensive
than this one devoted wholly to controversy. The plan of making relatively few references to other
writings may leave a reader in some uncertainty as to whether a particular part of the present
work may have been borrowed from existing economic literature, and it seems therefore



necessary to say that no part has been consciously borrowed in this way. At the dates when [ first
published the several parts in the series of articles above referred to, only one important point
could, so far as I now know, have been thus obtained. One very important point might have been
taken from the writings of the early economist, von Thiinen; and if | had seen the passage in his
works in which it is stated, before publishing certain articles which contained a similar statement,
those articles would not have failed to refer to the work of this brilliant pioneer in economic
theory. The omission is now remedied. In an extended note | have pointed out the resemblances
and the differences between von Thiinen's final-productivity theory of wage and interest and my
own. Up to a certain point the two theories can be stated in identical terms; and yet the difference
between them is in reality a radical one.

It was the claim advanced by Mr. Henry George, that wages are fixed by the product which a man
can create by tilling rentless land, that first led me to seek a method by which the product of labor
everywhere may be disentangled from the product of cooperating agents and separately
identified; and it was this quest which led to the attainment of the law that is here presented,
according to which the wages of all labor tend, under perfectly free competition, to equal the
product that is separately attributable to the labor. The product of the "final unit" of labor is the
same as that of every unit, separately considered; and if normal tendencies could work in
perfection, it would be true not only of each unit, but of the working force as a whole, that its
product and its pay are identical.

There are resemblances and contrasts between the theory that is here presented and those of the
Austrian economists, Karl Menger and Friedrich von Wieser; and one feature which distinguishes
the present system from the others is a recognition of the difference between permanent capital,
or an abiding fund of productive wealth, and particular capital-goods, or instruments of
production, which perish in the using. The relation that this theory bears to the fascinating one
recently published by Ex-minister von B6hm-Bawerk can best be made clear after a later volume
on the dynamics of distinction shall have seen the light. If my present plan had admitted it, |
should have been glad to cite and to discuss many specific contributions to the literature of the
theory of distribution, such as those made by Professor Alfred Marshall, President Francis A.
Walker, President Arthur T. Hadley, Professor Frank W. Taussig, Professor William Smart, Mr. John
A. Hobson, Dr. Charles W. MacFarlane, Dr. Stuart Wood and Mr. Herbert M. Thompson. To three
men | am indebted for general stimulus and suggestion, the effects of which must have appeared
in any theoretical work that | have done. They are my teacher, the late Professor Karl Knies of
Heidelberg, and my early associates in economic work, Professor Franklin H. Giddings of Columbia
University and Professor Simon N. Patten of the University of Pennsylvania.

For an understanding of the plan on which this book is arranged, it is necessary to note that the
principle of final productivity—which, as the work claims is at the basis of the law of wages and
interest—can be stated in a few words; but that, when it is so stated, the significance of the terms
used requires very extended defining. Interest, for example, is said to depend on the productive
power of the final unit of social capital. What, however, is such a final unit, and in what sense can
it be called social? Is it highly composite, and is it apportioned, by some nice adjustment, among
all the industries of society? Does it consist in concrete things that can everywhere be
distinguished? It is said, in the theory, that this increment of productive wealth, on the efficiency
of which the rate of interest depends, consists of a quantity of "permanent capital." Concrete
instruments, however, are not permanent. They perish and require continual replacing, and it is
essential to know the true relation between the instruments which are thus perishing and the fund
of wealth which is abiding. In the apportioning of this fund among different industries, the market
values of different products have their influence; and it is necessary to ascertain the relation
between the laws of value and those of distribution. Moreover, incomes that are determined by
the final-productivity law may also be translated into a form that makes it possible to apply to
them the principle of rent. The nature of rent and its relation to wages and interest need to be



ascertained. Extended statements on many other points are required, if the apparently simple
final-productivity formula for wages and interest is to have definiteness of meaning and a
character of reality that will cause it to interpret the practical facts of life.

Now, it would have been possible to make these explanatory statements first, and to reserve the
presentation of the law of final productivity till every term that a statement of it would use should
have been fully defined and made to represent something in actual business. It would have been
possible to discuss the nature of capital and of capital-goods, value, group relations, rent, etc.,
before presenting the main proposition, concerning the final-productivity law of wages and
interest. There would have been a logical justification of such an arrangement, since the
explanatory statements would have prepared the way for a brief concluding thesis, which would
have contained the essence of the theory. The work would then have culminated in one all-
embracing statement. But the use of so much of the book for preliminary definitions and
discussions would have made a large demand on the reader’s patience, and would have added to
the difficulty of connecting the explanatory matter with the principal thesis. | have, therefore,
preferred to state the main proposition early and the explanatory ones afterward. The variety of
these latter statements is such that, unless the central truth—the final-productivity law—be kept
in mind from the outset, it is not entirely easy to bring them into apparent unity. To make the
logical connections more apparent, | have given to the table of contents the character of an
outline of the series of leading ideas contained in the several chapters, without any attempt to
make it an abstract of the entire contents of the chapters. Many paragraphs are not referred to in
it, but the general argument of the book is, | hope, the better given by reason of these omissions.

The plan of advancing early the chief thesis of the work and causing the full meaning of it gradually
to unfold itself requires that a subject such as rent or value be treated in more than one part of
the book. If rent were to be discussed for its own sake, the treatment of this subject should, of
course, be consecutive; but as the purpose of each reference to rent is to add something to the
meaning of the thesis which states the final-productivity law of distribution, it is best to forego the
attempt to finish the treatment of rent in one passage and, rather, to give the amplifications of the
main thesis in a natural order.

The mathematical modes of statement that have been adopted in many parts of the book have
been purposely made entirely simple and untechnical. Not even the notation that is in vogue in
mathematics has been used.

In the final preparation of this volume | have received assistance that | desire gratefully to
acknowledge from my colleague, Professor E. R. A. Seligman; from Professor H. L. Moore, of Smith
College; from Mr. A. S. Johnson, Fellow in Columbia University; and particularly from Mr. A. M.
Day, Instructor in Political Economy and Social Science in the same University, who has read the
work repeatedly in the manuscript and has made very many helpful suggestions, and, in
connection with the revising of the proofs, has rendered invaluable aid.

JOHN BATES CLARK.



Chapter |
Issues that depend on Distribution

For practical men, and hence for students, supreme importance attaches to one economic
problem—that of the distribution of wealth among different claimants. Is there a natural law
according to which the income of society is divided into wages, interest and profits? If so, what is
that law? This is the problem which demands solution.1

A majority of men live chiefly by labor; and for these men the resultant of all the economic forces
takes the practical form of wages. Arts have been mastered, labor has been divided and
subdivided, and machinery has been set working; and as the result of it all, that which comes to
wage-earners is the pay that employers give to them. The amount of this pay fixes the degree of
comfort that these men themselves can enjoy, and the amount of culture, health and well-being
that they can insure to their children. Moreover, the affects of high or low wages upon the welfare
of the working class are cumulative, as generations succeed each other. The money that a man
earns may be thought of as potential well-being condensed into a material form; and if workers
now get enough of it to put them on a high plane of comfort, their descendants will probably
reach a higher plane. It is, then, the nature of the law of wages which determines whether the
continuous life of working humanity shall have a rising or a falling trend.

Wages are usually paid by one person to another. The amount thus paid is adjusted by bargain,
and may seem to depend on the comparative power and the adroitness of the parties to the
contract; for commercial strategy is an important art, practised by both employers and workmen
according to their several abilities. There is, however, a market rate of wages; and this is, in the
main, controlled by ulterior and positive forces. The so-called "higgling of the market", in fact,
affects the rate of pay for labor only in a local way and within narrow limits. The amount that
workmen can generally, by any shrewdness or firmness, exact from employers is limited, as we
shall show, by the productive power that resides in labor; and the forces that control the
prevailing terms of wage contracts are those which determine the amount of that productive
power. There is, in short, a deep acting natural law at work amid the confusing struggles of the
labor market.

The function of this natural law is to separate the gross earnings of society into three generic
shares that are unlike in kind. It causes the whole annual gains of society to distribute themselves
into three great sums—general wages, general interest and aggregate profits.2 These are,
respectively, the earnings of labor, the earnings of capital and the gains from a certain
coordinating process that is performed by the employers of labor and users of capital. This purely
coordinating work we shall call the entrepreneur's function, and the rewards for it we shall call
profits. The function in itself includes no working and no owning of capital: it consists entirely in
the establishing and maintaining of efficient relations between the agents of production.

We have said that the pay which, with all the bargaining strategy that they call use, workmen get
from employers is limited by the productive power that resides in labor itself, and that a study of
the wage law must search for the influences that fix this productive power. We may now advance
the more general thesis—Ilater to be proved—that, where natural laws have their way, the share
of income that attests to any productive function is gauged by the actual product of it. In other
words, free competition tends to give to label what labor creates, to capitalists what capital
creates, and to entrepreneurs what the coordinating function creates.

The entire study of distribution is, in this view, a study of specific production. It is an analysis of the
wealth-creating operation, and a tracing to each of the three agencies that together bring wealth
into existence of the part which it separately contributes to the joint result. To each agent a
distinguishable share in production, and to each a corresponding reward—such is the natural law
of distribution. This thesis we have to prove; and more hinges on the truth of it than any
introductory words can state. The right of society to exist in its present form, and the probability



that it will contribute so to exist, are at stake. These facts lend to this problem of distribution its
measureless importance.

The welfare of the laboring classes depends on whether they get much or little; but their attitude
toward other classes—and, therefore, the stability of the social state—depends chiefly on the
question, whether the amount that they get, be it large or small, is what they produce. If they
create a small amount of wealth and get the whole of it, they may not seek to revolutionize
society; but if it were to appear that they produce an ample amount and get only a part of it, many
of them would become revolutionists, and all would have the right to do so. The indictment that
hangs over society is that of "exploiting labor.” "Workmen" it is said, "are regularly robbed of what
they produce. This is done within the forms of law, and by the natural working of competition.” If
this charge were proved, every right-minded man should become a socialist; and his zeal in
transforming the industrial system would then measure and express his sense of justice. If we are
to test the charge, however, we must enter the realm of production. We must resolve the product
of social industry into its component elements, in order to see whether the natural effect of
competition is or is not to give to each producer the amount of wealth that he specifically brings
into existence.

In case it shall prove to be true that products and shares do thus coincide, we need further to
know whether each of these separate incomes grows absolutely larger or smaller. We must
ascertain whether evolution makes labor more productive, and therefore better paid, or less
productive, and therefore worse paid. We need also to know whether it treats capital and the
undertaking function, in these respects, well or ill. As evolution proceeds, do owners of capital and
users of capital become better off or worse off? Having first tested the honesty of the social state,
by determining whether it gives to every man his own, we have next to test its beneficence, by
ascertaining whether that which is his own is becoming greater or smaller. The right of the present
social system to exist at all depends on its honesty; but the expediency of letting it develop in its
own way depends entirely on its beneficence. We therefore need first to know whether we have
the right to let natural economic forces work as they are doing; and we need next to know
whether, on grounds of utility, it is wise to let them work thus.

The whole income of the world is, of course, distributed among all the persons in the world; but
the science of distribution does not directly determine what each person shall get. Personal
sharing results from another kind of sharing: only the resolving of the total income of society into
wages, interest and profits, as distinct kinds of income, falls directly and entirely within the field of
economics. Each of these shares is unlike the others in kind, since it has a different origin. One
comes from performing work, one from furnishing capital and one from coordinating these two
agents. Nearly every man's income, furthermore, is more or less composite. Laborers own some
capital, capitalists perform some labor, and entrepreneurs usually own capital and perform a kind
of labor. To what extent a particular man's income is derived from one source or another, depends
on a wider range of influences than our present study can include. We cannot inquire how much
labor a capitalist naturally performs. What we wish to ascertain is solely what fixes the rate of
wages, as such, and what fixes the rates of pure interest and of net profits, as such. When these
rates are determined, a particular man's income depends on the amount and kind of work that he
performs, the amount of capital that he furnishes, and the extent and kind of coordinating that he
does. That which is beyond his control, and fixed by a general and purely economic law, is the
determination of the product that labor and capital, in themselves, can create and ultimately get.

We are, then, to seek only to discover the forces that fix the amounts of the three kinds of income.
It is a striking fact, however, that, even though we thus restrict the inquiry, we do, if we are
successful, settle the great personal issues that range men in hostile classes. By discovering the
law that fixes the rates of wages, of interest and of pure profits, we decide whether the man, A,
has a grievance against B. We have not, indeed, thus ascertained why one of them has only $500 a
year, while the other has $50,000; but we have ascertained something about the two incomes that



decides whether each of them rightfully belongs to the man who gets it. The two kinds of
distribution, however, though thus closely related, must be kept distinct.

Personal distribution decides what is the income of particular men. It gives to A $500 a year, to B
$50,000, to C $500,000, etc., regardless of the way in which any one income is obtained. What we
call functional distribution decides how much is secured in a particular way. It makes the pay for a
certain grade of labor $1.50 a day, regardless of who performs the labor. It makes the rate of
interest five per cent, regardless of who gets it. The difference between these two kinds of
distribution is marked and important, for the dividing lines that are drawn by one of them cut
across those which are drawn by the other. Taking the income of a particular man, as a dividend,
by a functional distribution you may separate it into wages, interest and profits; for this individual
man may get something in each of these ways. Taking all wages, as such, as a dividend, you may,
by a personal distribution, separate this gross amount into the pay that goes to each one of a
myriad of different men.

Profits, in the abstract, be it noted, are not under a moral obligation to wages in the abstract;
although the entrepreneur, who gets profits, may owe something to his workmen, who get the
wages. Rights are always personal; and only a sentient being has claims, as only an intelligent
being has duties. There is, then, no issue of right or wrong involved in the fact that wages, as such,
fall from a dollar and a half a day to a dollar; but the taking of a half-dollar from the daily pay of
each member of a force of men, and the adding of it to the gains of an employer, raises between
the parties a critical issue of justice or injustice. The question is: Has the employer taken
something that the laborer has produced? Exactly this issue is forever pending between industrial
classes. Every day a definite amount is handed over by one class to another. Is this amount
determined by a principle that humanity can approve and perpetuate? Does it treat men fairly?
The issue is personal; but it settled by a knowledge of purely functional distribution.

If each productive function is paid for according to the amount of its product, then each man gets
what he himself produces. If he works, he gets what he creates by working; if he also provides
capital, he gets what his capital produces; and if, further, he renders service by coordinating labor
and capital, he gets the product that can be separately traced to that function. Only in one of
these ways can a man produce anything. If he receives all that he brings into existence through
any one of these three functions, he receives all that he creates at all. If wages, interest and
profits, in themselves considered, are fixed according to a sound principle, then the different
classes of men who combine their forces in industry have no grievances against each other. If
functions are paid according to their products, men are also. Hence, while rights are personal, the
issue of rights that is involved in distribution is settled by a functional study.

We ought, indeed, go into a further and purely ethical inquiry. We might raise the question,
whether a rule that gives to each man his product is, in the highest sense, just. Certain socialists
have, indeed, contended that such a rule cannot attain justice. Work according to ability and pay
according to need, is a familiar formula, which expresses a certain ideal of equity in distribution.
This rule would require the taking from some men of a part of their product, in order to bestow it
on others who might be more necessitous. It would violate what is ordinarily regarded as a
property right. The entire question whether this is just or not lies outside of our inquiry, for itis a
matter of pure ethics. Before us, on the other hand, is a problem of economic fact. Does natural
distribution identify men's products and their gains? Is that which we get and which the civil law
enables us to keep really our own property by right of creation? Do our actual estates rest, from
their very beginnings, on production?

When a workman leaves the mill, carrying his pay in his pocket, the civil law guarantees to him
what he thus takes away; but before he leaves the mill he is the rightful owner of a part of the
wealth that the day's industry has brought forth. Does the economic law which, in some way that
he does not understand, determines what his pay shall be, make it to correspond with the amount



of his portion of the day's product, or does it force him to leave some of his rightful share behind
him? A plan of living that should force men to leave in their employers' hands anything that by
right of creation is theirs, would be an institutional robbery—a legally established violation of the
principle on which property is supposed to rest.

The is the problem that we have to solve. It is an issue of pure fact. If the law on which property is
supposed to rest—the rule, "to each what he creates"—actually works at the point where the
possession of property begins, in the payments that are made in the mill, etc., for values there
created, it remains for practical men so to perfect the industrial system, after its kind, that
exceptions to this prevalent rule maybe less frequent and less considerable. We can deal
otherwise with robberies that are not institutional; but it is evident that a society in which
property is made to rest on the claim of a producer to what he creates must, as a general rule,
vindicate that right at the point where titles originate—that is, in the payments that are made for
labor. If it were to do otherwise, there would be at the foundation of the social structure an
explosive element which sooner or later would destroy it. For nothing, if not to protect property,
does the state exist. Hence a state which should force a workman to leave behind him in the mill
property that was his by right of creation, would fail at a critical point. A study of distribution
settles this question, as to whether the modern state is true to its principle. Property is protected
at the point of its origin, if actual wages are the whole product of labor, if interest is the product of
capital, and if profit is the product of a coordinating act.



Chapter Il
The Place of Distribution within the Traditional Divisions of Economics

We have undertaken to solve a test problem of distribution—to ascertain whether the division of
the social income into wages, interest and profits is, in principle, honest. We have seen that this
compels us to enter the realm of production, in order to find whether these incomes are earned. Is
each of them specifically created by the agent that gets it? If it is, the entire science of distribution
is nothing more than a science of the process of specific production. In any case, the relation of
the wealth-creating process to the wealth-dividing process needs a most searching examination.

The terms, Production, Distribution, Exchange and Consumption, have been used to designate four
divisions of economic science. These, however, are not distinct divisions; for one of them includes
two of the others. The production of wealth, asit is carried on by an organized society, is a process
that embraces within itself both exchange and distribution. This fact makes it necessary
completely to rearrange economic theory, for purposes of study, and to divide it according to a
new principle. The old landmarks of the science will not entirely disappear, for it will still be
necessary to speak of production, distribution, etc., as processes that are going on, and that can be
defined and understood. As divisions of the science, however, they will vanish; for the
demarcations that have been made between them correspond to nothing in actual life. They are
forced distinctions, made for the sake of resolving into smaller areas a field that is too large to be
dealt with as a whole. As we throw them away, the economic field takes on an entirely new
appearance, and it will soon be seen that this is its true and natural appearance. This field will still,
however, have its divisions; and it is a striking fact that the study which shows how hopelessly
blended are exchange, distribution and production has also the effect of revealing three divisions
of economics that are natural and clear. We attain the true divisions, in fact, by perceiving why we
may not use the old ones.

Production is the bringing of commaodities into existence; and in any state except a primitive one it
is accomplished by a division of labor. The producer is a specialist, selling one article, or a part of
an article, and buying what he needs with the proceeds. Only society in its entirety is an all-around
creator of goods. This is equivalent to saying that social production is now accomplished by means
of exchanges. The passing of goods from man to man enables all society to make all goods; and
the two expressions, "division of labor,” on the one hand, and “exchange,” on the other, merely
describe in different ways the organized process of creating wealth, as contrasted with the
method of isolated and independent production. Where a thing stays in one man's hands until it is
finished and in use, production is not yet socialized.3 Society in its entirety is the one producer of
wealth. Exchange is, then, the socializing element in production. It is a characteristic part of the
comprehensive process.

The relation of man to Nature in the productive operation remains unchanged, however much
society may be organized. The earth still gives matter, and man transforms it. The making of a
steel tool in a modern shop is, in this respect, akin to the fashioning of a stone hatchet by a
prehistoric man. What is new in social production is the relation of man to man. Interdependence
has supplanted independence: a great organization has taken the place of a mass of unconnected
producers. Specializing and exchanging have made this difference.

Production by society as a whole, moreover, involves a fixing of values. If we part with our own
products, something must decide how much we are to get in return for them. The ratios of
exchange that a market establishes have, not unnaturally, been treated in that division of the
science which is customarily entitled exchange. Is that, however, the proper place for them?

There is a kind of distribution that does not fix the rates of wages and interest, but determines
how much one industry, as a whole, including its laborers, its capitalists and its entrepreneurs,
shall get, as compared with other industries. It determines whether one whole branch of business
shall be more prosperous than another. This is an intermediate part of the general distributing

10



operation. and it is accomplished by means of prices. When wheat, for example, is high in price,
the farming industry is well paid, as compared with others; and when wheat is cheap, that industry
is ill paid. If what we have in mind is the so-called "market price" of an article,—the immediate
price of any given supply of an article,—this kind of value governs what we may call group
distribution. If steel, for example, sells at a high rate, a large income goes to the group that
produces it. This income distributes itself somewhere in the group; but how much of it laborers
get, and how much capitalists and employers get, is a question that we do not now raise. This is
determined by an ultimate distribution taking place within the groups. Group distribution is a
preliminary division of the social income, and it deals with branches of industry in their entirety.
The terms of this primary division of the social income depend on the prices of different kinds of
goods. Farmers want wheat to be dear, as miners want ore to be dear, etc. Prices, then, fix the
incomes of these groups.

The great income of all society—that which is to be distributed—really consists of concrete
articles, all for some use, Most of them are goods for consumption; and they serve to stock
retailers' shops, while waiting for purchasers. In some way this promiscuous stock of consumers’
goods gets divided into shares, of which every man, whether he be a laborer or a capitalist, gets a
part. There is no way in which the fixing of the terms of this division can be begun and completed
after the goods are finished and exposed for sale. If, before the stock of goods was ready to be
taken by consumers, nothing had been done to decide how much each laborer and each a
capitalist might have, the distribution would have to be made according to some arbitrary rule and
by some officer of the state. The terms of the division that is actually made, however, are fixed as
the production of the goods goes on: the goods are really apportioned in the making.

The creation of such a general stock of commaodities for use is a great synthesis, which goes onin a
systematic way. One group of producers makes the article A, another group makes B, another C,
etc. As A is sold, the sum that is paid for it is apportioned among the entire group that makes it;
and as B is sold, the returns from this sale are divided, in the same way, among all who have
helped to make this article. The prices of completed articles thus fix the incomes of groups in their
entirety, These sub-groups are, in an equally exact way, divided into sub-groups. Thus it takes
farmers, wool merchants, manufacturers, dyers, cloth merchants and tailors to make a coat. Each
of these classes constitutes a sub-group; and each gets a share of the returns of the general
group—a share in every case dependent on prices. If wool is dear, farmers thrive; and if the
difference between the price of wool and the price of cloth is large, manufacturers thrive. It is
market values that fix the incomes of sub-groups, as well as those of groups.

Neither of those price-adjusting operations, however, directly fixes wages and interest. This is the
final and critical part of distribution. It takes place within the sub-groups, and it constitutes the
third and final division that has to be made. The portions of income that fall to farmers,
manufacturers, etc., as such, have to be further subdivided; for a share must be paid to every
laborer and to every capitalist. This last division is not made, however, as the mere general
divisions are made, by a mere sale of finished goods: finer and more difficult adjustments are
involved. We need now to have clearly in mind the systematic way in which the division of the
grand stock of usable goods proceeds, the manner in which it follows the stages of production and
the part that the fixing of exchange values has in it. This distribution goes on in three distinct
stages. There are to be made a division, a subdivision and a final subdivision of the social income.
The first division fixes the income of industrial groups; the second fixes that of sub-groups, and the
final division adjusts wages and interest within each of the innumerable sub-groups in the system.
The shares of the groups and those of the sub-groups depend entirely on the prices of goods, and
therefore the fixing of market values results in the adjustment of the terms of group distribution,

A™ B c
A" B" c"
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A B' C'
A B C

Thus, let A™ represent some one completed product, any bread; and let A represent raw material,
the standing wheat of which it is mode. A" may then represent the wheat as threshed and
conveyed to the elevator of a milling company, A" may represent it as it is ground into flour, and
A" may represent it baked into loaves. In like manner B, B', etc., represent another commodity—
say, woollen clothing—in its several stages of advancement, and the series of C's represent still
another commodity. All the A's constitute the product of one general group; and the price of A™
fixes the size of its entire group income. The prices of B™ and C™' likewise fix the general incomes
of the two groups that make them. Similarly, the difference between the price of A" and that of
A™ fixes the income of the sub-group that transforms the one article into the other. In this case
the difference is the gross income of the baking industry. In the same way, the difference between
the price of A" and that of A" determines the income of the flouring industry, etc. The income of
each sub-group in the whole series, then, depends directly on prices.

A philosophy that goes behind such market prices, however, brings us to what are called "natural”
or "normal” prices. These are the values, expressed in terms of money, to which, in the long run,
market values tend to conform. These normal values are also in another way, phenomena of
distribution; for a certain force that operates within the sphere of group distribution establishes
the normal standards to which market values tend to conform. We have just seen that market
prices fix the incomes of the different groups, as such, and so control distribution in its early
stages. We have now to see that a deeper force, and one that also acts in distribution, controls
normal prices. Market prices are the cause of group distribution; normal prices are the effect of a
certain phenomenon of distribution. The adjustment of natural or normal prices is a part of the
distributive process. The movements that make prices "natural™ are, in fact, efforts on the part of
different men to get their natural shares of income.

Prices are at their natural level when labor and capital in one industry produce as much and get as
much as they do in any other. Normal prices mean equalized wages and equalized interest. If the
prices of wheat, wool, iron, lumber, etc., were such that no laborer and no capitalist could acquire
an enlarged producing power by leaving the industry that creates one of these commodities, and
betaking himself to one that makes another, the price of each of the commodities would be
normal.

The familiar definition of natural price is: that which conforms to the cost of production. The
economist has been in the habit of putting himself, in imagination, in the business man's position,
and of considering the money that he pays out in producing an article as the cost and what he gets
by selling the article as the return. The tendency of competition, according to this conception, is to
bring the price down to the point at which the return equals the cost. This is, however, an
individualistic and limited view of the law of normal prices. It presents that law as it appears to a
man who is performing his one particular part of the social operation of creating wealth. The
broad view, on the other hand, presents the law as it appears to a student who has all society
within the range of his vision. It is, indeed, true that the normal price of each article is its cost. The
cause of this, however, is not local in the industry; it is not anything that takes place within the one
group that makes the commodity. The influence that brings, let us say, cotton cloth to a natural
price is one that works throughout the productive system. A broadly social tendency it is, in fact,
that makes any one price normal. The traditional statement of the law of normal price is not
incorrect; but it is misleading, because it is partial and inadequate. It presents things from an
entrepreneur's point of view, instead of from a social point of view.

It will be seen, when we make a fuller study of this subject, that a condition in which all things sell
for the amount of money that they have cost—including interest and wages of management, as
elements of cost—is a state in which the gross gains of the different industrial groups are brought
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to pro rata equality, that is, to a condition in which the returns of all groups yield the same
amounts per unit of capital and also the same amounts per unit of labor. Cost prices, then, are
those that give equalized earnings.

It is comparative gains, and not the gains of any one group, that test prices, and determine
whether they are normal. Thus, the present price of wheat is such as to afford a larger product per
unit of capital than is afforded in some other industries; it is above the natural standard, and
would be so even if wages and interest were locally so high that entrepreneurs got nothing above
cost of production. If the result of this should be should be to draw men and capital from other
occupations to the raising of this cereal, the operation would end by reducing to nothing the
excess of gains that is now secured in this occupation. Prices would then be normal, provided that
no other causes had meanwhile noted to disturb the equality of the earning power of labor and
capital in the group system. It is because the prices then realized would afford to the different
industrial groups equalized returns, that the prices themselves are to be called normal. The term
really signifies that group distribution is in a natural state. Equal products everywhere per unit of
labor and equal products per unit of capital—this is the condition that affords natural prices of
goods. Incidentally, this condition gives what have been defined as cost prices.

When, therefore, men have no further inducement to move from one group to another,—that is,
when group distribution is natural,—prices are natural. This requires that labor and capital shall be
so apportioned among the various industries that there is neither overproduction of one article
nor underproduction of another. Society must, in short, so direct its productive energies as to
make different goods in the right quantities. The production of each specific article must be
normal in amount, in order that the prices of it may be normal. The influence that brings
production to this natural state is the effort of laborers and capitalists to seize any special gain that
maybe offered to them, by moving to any group in which the price of the product is high. This is
clearly an operation in group distribution. Thus an influence that originates in distribution brings
about a state of social production in which exchange values are normal. Where, then, within the
four traditional divisions of economic science should the study of exchange value be located? The
phenomenon itself is directly connected with exchange: the proximate cause of it is a state of
production; the ultimate influence that controls it is an action of the forces of distribution.

It is clear that the study of market value falls within the science of distribution. On the surface it is
current market prices that control the distribution which takes place among different groups or
specific industries. These prices, however, are transient, and they fluctuate about certain more
permanent standards. The tendency of group distribution to become normal—that is, to bring
wages and interest to an approximate equality in different industries—draws prices toward the
normal standard.

What, then, is left to be treated under the title, exchange? Only the actual passing of goods from
hand to hand. This process results in ranging men in distinct groups, each of which has its part to
play in the process of social production. Exchange fixes the form of organization of industrial
society. Back of each finished article that the shops offer to us there is ranged a series of
specialized producers, each of whom has taken his turn in putting a touch upon it. Intricate,
indeed, is the organization of society for productive purposes; but the principles that give shape to
it are simple. They are the subjects of the theory of exchange, which is the theory of the
organization of industrial society. When we examine the system of groups of which society is
composed, we shall perceive the full meaning of this statement. For the present, be it noted that
exchanges divide and subdivide industry: they range its forces in groups and sub-groups, the
functions of which are determined by natural law.

It is, further, clear that all this disposing of the agents of production—this putting of some labor
and capital here, and other labor and capital there—is a phenomenon of social production, a part
of the social productive organization. It is a certain marshalling of the productive forces, placing
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them where they will do the most good. Production, in fact, embraces every economic operation
except consumption. Exchange is merely the typical feature of production, as carried on by groups.
Under this head we shall describe the group system of industry. We have seen that an influence
which acts in distribution fixes the sizes of the groups and the amount of goods that each shall
create. In the way that we have just noted, it guards against the production of too much of one
commodity and too little of another. This is also a part of the all-embracing process of social
production.

There is another and an even more important kind of distribution that falls within production. The
distribution which connects itself with values, and the study of which gives a science of value, is
that which takes place between different industries in their entirety. Thus, a high price for wheat
makes the raising of that cereal a well-paid occupation, and puts a large sum into the possession of
the group of laborers, capitalists and entrepreneurs who jointly raise it. How much of this large
return goes to laborers? Hew much goes to capitalists? How much remains in the hands of
entrepreneurs? These, as we noted, are questions involving distribution of another kind. Within
each industry there is this final division to be made. After the returns of each sub-group, taken as a
whole, have been determined, this lump sum is to be apportioned among different claimants
within it; and this is the final process in the distributing of the social income.

In the final division that takes place within the sub-groups—the division that separates the gross
earnings of each of them into wages, interest and profits—a law of production rules. So far as
natural laws are unperverted, labor tends to get, as its share, what it separately produces; and
capital does the same. The laborer who has helped a farmer to raise wheat naturally gets the value
of that part of the wheat crop which is separately due to his labor. This statement requires proof,
and will receive it: but it must stand for the present, as a thesis to be established by a later study.
What is now clear is that, if it should be established, the whole of distribution as well as the whole
of exchange, would be included within the organized process of producing wealth. Unravel the
web of the social product, tracing each thread to its source, and you will have solved the problem
of distribution. This is an analytical study. It traces backward, step by step, the synthesis by which,
through the putting together of many different things, the great social dividend of usable goods is
created. It first traces to each group its share in the creating of the grand total; then it traces the
part of this that each sub-group has contributed: : and finally it attributes to labor and capital their
several shares in the creating of the sub-group product.

We may, then, gather into the comprehensive science of production all the economic processes
that go on in an organized or social way. There is, then, it appears, no separating of the processes
that traditional theories have treated as distinct divisions of the science. Here, for example,
working in a shoe shop, is a man who gets two dollars a day. Let us set before ourselves the
problem of accounting for the amount of his wages. He is a part of a sub-group; and we have first
to account for the way in which society has thrown itself into the systematic shape of groups and
sub-groups, which exchange products with each other. We discuss the theory of exchange, in the
narrow and accurate sense of the term, when we account for this group arrangement which is
brought about for the sake of carrying on production in an organized way. In treating exchange,
therefore, we are entering on the treatment of production. What the man gets is a part of what
his sub-group gets; and this is fixed by the law of group distribution—the law of market value.
Market value, however, depends on the relative quantities of the different articles that are
produced; and this is saying that it depends on comparative group production. We are, then, still
within the more general science of production when we thus try to trace to its causes the income
of the sub-group from which the shoemaker's wages are taken. When we have discovered the
influences that act on the sub-group's income, we must see why the shoemaker's share of that
income is two dollars a day. This will take us into a further study of specific production. We shall
have to find out, first, whether the man's pay tends to equal what he separately produces; and,
secondly, what fixes the amount that he is able to produce. This is the study of distribution in its
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final stage, but it is also a study of production. We have, then, studied in part each of the four
traditional subjects except consumption, in investigating the causes of the two dollar wage for the
shoemaker's labor; and yet we have been, all the while, within the subject of social production.

Consumption alone remains an individualistic process. We produce our food cooperatively, but we
eat it each one for himself. Society makes our clothing, builds our houses, etc.; but when we get
our clothes, we wear them without assistance; and we dwell under our roofs in the same
independent way. Society, however, reacts on our natures, and changes and multiplies our wants.
A desire to associate with others, while consumption is going on, may even give a kind of
collectivity to the process by which some products are used. Thus, we enjoy dining together; and
we listen to music and addresses in assemblies, getting a part of our pleasure from the presence of
others; but there is no cooperation in the consumption of goods that resembles what takes place
in the production of them. There is no obvious group system, and no cooperation of agents such
as labor and capital. It is to the sensibilities of individuals that products address themselves; and
therefore consumption is the individualistic part of social economy.

If we look, then, at the relations of man to man, we find that production and consumption are not
on the same plane. One is a collective operation: it is nothing, if not organized. The other is an
individualistic operation: it consists in the using by each man of what society, by its intricate
system of production, has made for him. In an accurate sense, the one process is a part of social
economy and the other is not.

If we look at the relations of man to nature, we find that production and consumption are entirely
coordinate,—that one of them is the reversal of the other. Man acts on nature in the one case,
and nature acts on man in the other. Cultivate the earth till it gives you food, and you have
produced a kind of wealth by acting on nature; but the food restores your wasted tissues and your
lost energy by acting on you. Man making wealth and wealth making man constitute the whole
economic operation. Humanity takes the active and aggressive attitude in the former part of the
process, and it takes the passive and recipient attitude in the latter part. In the simplest mode of
living these two processes are the only ones that take place. A primitive man, living alone, would
kill game and eat it; he would make clothing and wear it; he would build a hut and live in it: in
short, he would act on nature and let nature react on him, and that would constitute the whole of
his economy. He would have nothing to do with exchange and distribution. This, indeed, is all that
an economic society does, if we consider it only as a unit. It produces its food, its clothing, its
shelter and its myriad of articles of comfort and luxury; and then it uses them. It produces them in
an organized way, indeed, and it uses them in an unorganized way. Incidental to the making of
them are the trading and sharing processes that are termed exchange and distribution; but
production and consumption still exhaust the whole economy: there is no phenomenon of wealth
that lies outside of them.

These are the facts to be recognized in entering on the study of distribution. In carrying that study
to completion we cannot get outside of the field of social production, and we cannot avoid
including within our more limited field the subject of exchange. Value is the chief subject that has
customarily been treated in the division of exchange; but the theory of value and that of group
distribution are one and the same.
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Chapter 1l
The Place of Distribution within the Natural Divisions of Economics

There is, we may now note, a mode of dividing the field of economics that will enable us to study
distribution without forgetting its relations to exchanges and to production. In social economics
there are three distinct kinds of force working together. If we study them separately, we shall
resolve economic science into three divisions, the boundaries of which have been drawn by
nature. Man modifies matter by production, and matter modifies man through consumption.
These processes do not require any organization on the part of the men who impart and then
receive impressions. All this could be accomplished by an isolated man, or by men living together
for protection or for the mere pleasures of association, without any system of exchange of
products. Let every one make his own goods and consume them, and an economic life of a certain
kind is complete.

The distinctive feature of such a life is that it establishes direct relations between the individual
man and nature. Every man subdues for himself a part of his material environment; and he gets
the direct service that this bit of nature, when thus subdued, can render. Under these conditions,
there are no disguises thrown over the relation that workers sustain to the earth. Obvious
dependence on nature, obvious independence of other men—such is the rule of every one's
economic life. Out of materials furnished by the earth each producer creates his own income; and
connected with this process there are no problems of distribution.

Yet, in this mode of living, which puts every man face to face with nature, there is room for the
action of all of the more fundamental laws of economics. Here, for example, is a hunter in a
primeval forest, converting the flesh of animals into food and their skins into clothing and shelter.
He is creating something that can be defined as wealth. It has the essential marks that analysis
detects in the wealth that crowds the shops of the modern city. The man uses capital, and includes
in his equipment both the fixed and the circulating varieties of it. His consumption has its laws;
and the chief of them is the one that calls for variety in the things consumed. He must not make
and use too much of one kind of product and too little of another—he must guard against glutting
some wants and letting others go unsatisfied, if the wealth that he creates is to do him much good.

There is, then, a distinct set of economic laws, the action of which is not dependent on
organization. They are fundamental; and we now have to note that they are universal. They act in
the economy of the most advanced state, as well as in that of the most primitive. Wealth has
everywhere the same distinguishing marks. The producing and the consuming of it are always
subject to the same general conditions. The first natural division of economic science should,
therefore, present the universal laws of wealth: it should discuss the more general laws of
production and all the laws of consumption.

A second series of phenomena is traceable to a further set of forces which originate in relations
between man and man. They are made to work wherever persons begin to exchange products; for
this organizes society into groups or specific industries. Let some men produce food and others
build huts, exchanging products with each other, and things happen that are not accounted for by
the laws of that general economy in which this direct relations of man to nature are explained.
Exchanges involve the determining of values; and these, as we have seen, fix the terms of group
distribution.

The organization of society is further extended when, within each group or specific industry, there
arise employers paying wages to the men who labor and interest to those who furnish capital.
Distribution, in a broad definition of that term, results from such an organization of the wealth-
creating powers. The division of economics that treats of it will first deal with group distribution,
which depends on exchanges, and then deal with that final distribution which takes place within
each sub-group, fixing the wages, the interest and the profits that are there received. Broadly
conceived, and made to include a description of the group system and its exchanges of products,
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the science of distribution embraces the social laws of economics. Such a science begins with a
description of the group system of industry. It accounts for the terms on which the groups buy and
sell from each other, and shows on what the income of each group in its entirety depends. It
further shows what becomes of the income which in this way comes to a group as a whole.
Laborers get some of it, capitalists get come, and entrepreneurs get the remainder—if there is one.
In short, the distinctively social relations that are created when society as a whole becomes the
producer, may be treated under the title, distribution. This term, however, cannot be used as the
title of a scientific division, if this use of it carries with it the idea that what is treated under this
title is not production and is not exchange. Distribution is a process which, in its completeness,
includes exchange, but it falls within production. It is not expedient, therefore, to characterize the
second natural division of economic science as the science of distribution; since the idea of
distinctness from production and exchange attaches itself, in the public mind, to this term. It is
best described as the division that treats of the social laws of economics, as distinct from the
general laws. When we know what happens in consequence of the economic actions and reactions
that are taking place between man and nature, we need further to know what takes place in
consequence of relations between man and man.

It is conceivable that production might go on in an organized way without any change in the
character of the operation. Men might conceivably produce to the end of time the same kinds of
goods, and they might do it by the same processes. Their tools and materials might never change;
and they might not alter, either for the better or for the worse, the amount of wealth that industry
would yield. Social production can thus be thought of as static. In such a changeless mode of social
industry, distribution, with all that it involves, would take place. Groups would exchange products,
and each would be dependent on the value of its own goods for the amount of its collective
income. The price of agricultural produce would determine the income of farmers, and the price of
ore would fix that of miners. The gains of a group as a whole would be divided among the sub-
groups composing it, and would then by a further operation be parted into wages, interest and
profits.

What are called "natural " standards of values and "natural” or normal rates of wages, interest and
profits are, in reality, static rates. They are identical with those which would be realized, if a
society were perfectly organized but were free from the disturbances that progress causes. Far
more than classical economists were aware of is involved in a thorough-going study of what they
called natural values.

Reduce society to a stationary state, let industry go on with entire freedom, make labor and
capital absolutely mobile—as free to move from employment to employment as they are
supposed to be in the theoretical world that figures in Ricardo's studies—and you will have a
regime of natural values. These are the values about which rates are forever fluctuating in the
shops of commercial cities. You will also have a regime of natural wages and interest; and these
are the standards about which the rates of pay for labor and capital are always hovering in actual
mills, fields, mines, etc. In this connection, the terms, natural, normal and static are synonymous.
That division of economic science which presents natural standards of values, wages and interest
ought consciously to take the shape of a theory of Social Economic Statics. Such a theory would
treat of distribution as it would go on if there were taking place none of those grand
disturbances—changes in the modes of production, etc.—that are forever causing market
guotations to vary from the natural standards that figure in classical economics.

A static state, however, is imaginary. All natural societies are dynamic; and those which we have
principally to study are highly so. Heroically theoretical is the study that creates in imagination a
static society. In the actual world unceasing changes thrust labor and capital, from time to time,
out of one occupation and into another. In each industry they change, again and again, the modes
of production and the kinds and the quantities of the goods produced. Yet this does not invalidate
the conclusions of a static theory; for static laws are nevertheless real laws. The forces that would
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work in a world that should be held in a fixed shape and made to act forever in a fixed manner still
operate in the changing world of reality. We can always see them working in connection with
other forces, but we have to imagine them working alone. We study them separately, in order that
we may understand one part of what goes on in dynamic society. To do this we imagine a static
society, thus making a heroic but necessary application of the isolating method.

Only by reason of its omissions, however, is the imaginary and static state unlike the real and
dynamic one. All the forces that would work in the unchanging world are not only working in the
changeful one, but are even the dominant forces in it. They do not keep values exactly at the
natural standards, but they keep them fluctuating about those standards; and they keep real
wages and interest always comparatively near to the natural rates.

We have now described the boundaries of two of the natural divisions of economic science. The
first treats of universal phenomena, and the second of static social phenomena. Starting with
those laws of economics which act whether humanity is organized or not, we next study the forces
that depend on organization but do not depend on progress. Finally, it is necessary to study the
forces of progress. To influences that would act if society were in a stationary state, we must add
those which act only as society is thrown into a condition of movement and disturbance. This will
give us a science of Social Economic Dynamics. It will bring the society that figures in our theory
into a condition like that of the natural world. It will supply what a static theory openly and
intentionally puts out of sight—namely, changes that alter the mode of production and act on the
very structure of society itself. A study of these changes is the content of the third natural division
of economic science.

Wants are changing, and the kinds of wealth that are produced must change with them. New
methodical processes are coming into use. Machines supplant hand labor, and efficient machines
displace inferior ones. New motive powers are taken into service, and new raw materials are used.
Population increases and migrates, taking with it some of the increase of its wealth. Large
industries grow up and crowd small ones out of the field. The earth becomes crowded with life
and wealth. None of these changes, however, serves to suppress the action of static forces; nor do
all of them together do so. Not one jot nor one tittle shall fall from the law of natural values, or
from that of natural rates of wages, interest and profits. A different set of forces is acting in
connection with the static one; and real values, wages, etc., are the resultant of the two kinds of
force. In advancing to the study of dynamic phenomena our theory completes itself; and the effect
is to make it fully interpret the world of fact. A theoretical dynamic world is exactly like the actual
world, if the theory that constructs it is a valid and complete one. It has the elements of
disturbance and of friction to which men of business point, as influences that invalidate theoretical
conclusions. If the study of it were carried to completion, it would furnish what has heretofore
been lacking—namely, a science of economic friction and disturbance.

So far as method is concerned, a theory of economic dynamics must use deduction, as did the
theories of the Ricardian school. It must base itself on the conclusions of economic statics, which,
as we have seen, are uncompromisingly theoretical. Yet realism is the striking trait of the dynamic
theory. It includes in its field of view just the elements that have been needed to make a deductive
economic science fully interpret the world of fact.

In the markets of all parts of the world where competition rules the standards about which prices
fluctuate are set by static forces, and the fluctuations are accounted for by dynamic ones. Actual
prices are now above the standards and now below them, as a pendulum is now on one side of an
imaginary vertical line and now on the other. This vertical line coincides with the position that the
pendulum would hold, if it were under the influence of static forces only. The oscillations are due
to dynamic forces; and these can be measured, if we first know the nature of the static forces and
the position to which, if they were acting alone, they would bring the pendulum. The oscillations
of prices about the natural standards can be accounted for only by a like method of study. The
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same thing is true of natural wages and interest, and of the fluctuations about these standards
that actual rates show. Static forces set the standards, and dynamic forces produce the variations.

This, however, is not the largest effect of dynamic forces. We shall not have learned the most
important thing about them, when we have accounted for the deviations from natural rates that
actual values, wages and interest show. We shall see that dynamic forces create new conditions in
which static force work. In these new conditions natural values, etc., are not what they were in the
former conditions. Thus, the price of cotton cloth that is entirely natural when this fabric is made
by hand is far from natural when it is made by machinery. The normal price of cotton cloth fell in
consequence of the inventions of Watt, Hargreave, Arkwright and Crompton. Before these men
did their work, the price of the cloth was fluctuating about one natural standard; afterward it
fluctuated about another. Similarly, the normal level of wages is rising and that of interest is
falling, in consequence of far-reaching dynamic influences. At any one time there is one standard
of value, wages and interest set by static forces, and at that time the temporary fluctuations of
actual rates about those standards are due to dynamic causes. At a later time it will be found that
the standards themselves have undergone a change; and these grander effects are the most
important ones that are attributable to dynamic forces. A theory of disturbance and variation is,
indeed, included in the science of economic dynamics; but the most important thing that is
included in it is a theory of progress. The normal wealth of the world will be greater, and the
natural level of wages will be far higher in the year 2000 than they are to-day, if the greater forces
at economic dynamics continue to work.

We have now before us the boundaries of the three natural divisions of economic science. The
first embraces the universal phenomena of wealth. If anything is true of the wealth-getting and
the wealth-using process under every condition of social development, it is material for this
division. The second includes social economic statics, and tells what further happens, in
connection with wealth, if society is organized, and if no change takes place in its form of
organization or in its mode of action The third division includes social economic dynamics, and tells
what still further happens, as regards the wealth and welfare of the community, by reason of the
fact that society is changing in form and in modes of activity.

If we wish to note the relation that these three divisions bear to the four traditional ones, we shall
see that the first division, treating of universal economic phenomena, includes fundamental
concepts and facts that are naturally put into an introductory division or Grundlegung. Yet this
division may be made to include all needful discussion of consumption, since this is an
individualistic operation, of which the fundamental laws are the same in all social conditions. The
second division discusses value, which has been commonly treated under exchange, and natural or
static wages and interest, which have been commonly treated under distribution. The third
division is devoted to the dynamics of production, which include changes in value and the whole of
the dynamics of distribution. And, as changes in human wants constitute the dynamics of
consumption, the effect of such changes enters as an element into the material with which this
division deals. The three divisions here proposed are quite distinct from each other, though they
are interdependent and consecutive. The second division takes among its data the facts and
principles presented in the first; and the third begins by assuming all that is stated or assumed by
the second. Of the four old divisions, three are hopelessly merged in each other; and none of the
four accurately corresponds to either of the three divisions that we have called natural.4

It is already clear that the field for new investigation offered by economic dynamics is an
indefinitely fruitful one. It would become still clearer that this the fact, if it were practicable here
to describe, in a more detailed way, the particular problems that have to be solved in a theory of
social economic progress. They include every possibility of gain that can come to humanity by
economic change. They are essentially new problems, because the prevailing mode of economic
study has not heretofore isolated them, brought them clearly into view and afforded the data for
solving them. Not without its references to progress has been the theory that has founded itself
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on the old and baffling plan of a fourfold division of the whole science into production,
distribution, exchange and consumption; but it has at been in a position to solve the problems that
progress presents, for the reason that a knowledge of static law is universally needed as a
preliminary to a knowledge of dynamic law. As is the case in mechanics, the forces of rest must be
known before those of movement can be understood.
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Chapter IV
The Basis of Distribution in Universal Economic Laws

This work will first present the static laws of distribution—a subject that falls within the field that
we have defined as belonging to the second of the three natural divisions of economic science. It
will offer a pure theory of what may be called natural wages and interest. Statistical studies it will
not make; and it will not discuss in detail the practical mechanism by which exchanges are
effected. It will contain no treatment of money and banks, of taxation, or of political action that is
taken for the purpose of influencing the terms of distribution.

The laws of distribution, as broadly defined and made to include those of exchange, are the
distinctively social laws of economics, since they account for the organization of society into
producing groups, and for the organization of each group into classes of laborers, capitalists and
employers. They account also for the transactions of these groups and classes with each other.
Static laws furnish the natural standards to which the incomes of economic groups and those of
laborers and capitalists within them tend to conform. Dynamic laws, on the other hand, account,
first, for the variations of actual incomes from these natural standards; and, secondly, for the slow
and steady change that, as time progresses, is taking place in the standards themselves.

Natural wages to-day are not what they will be a year hence. If society is evolving in a normal way,
the standards of pay in the future will steadily rise. The actual rate of pay, as the evolution goes
on, will pursue the rising theoretical standard, but will lag behind it in its upward movement. The
rate at which the standard of pay rises and the influences that determine the extent to which the
actual pay of labor varies from it are typical subjects of a dynamic theory of distribution; and so far
as this work discusses any of these subjects, it will enter the domain of the third natural division of
pure economics. A theory of distribution, static and dynamic, would constitute the greater part,
though not the whole, of the second and third divisions of a complete economic theory. The field
of social economic dynamics, however, is the unexplored part of the general economic field. If
present plans shall be realized, this work will in due time be followed by another, which will deal
with the distinctly dynamic laws. In the present work the "natural"—or, more accurately, the
static—standards of wages, interest and profits will be presented; and dynamic movements will be
described only in the most brief and general way, for the sake of making clear the fact that static
laws dominate the activities of a real and dynamic society. Wages in the practical world, with all its
radical changes and with all the friction that it offers to the action of pure law, actually hover
about the static standards; and their variations from these are themselves subject to law. In
particular, it is necessary to know that the primitive law which puts a man face to face with nature
and makes him dependent on what he personally can make her yield to him is still, in essence, the
law of the most complex economy.

If we were to assume, at the outset, that all of the universal truths of economics are known, we
should pass completely over the first division of a general economic theory and begin with the
second. Principles that in reality apply to all industrial life are thrown into prominence in
elementary treatises, although these consciously aim to explain the economy of organized
societies. Such treatises have never divided the theory of economics in the manner here proposed,
and have never presented the universal truths of that science in a division by themselves, in a way
that marks the distinction between them and those facts and laws which depend on social
organization. What they have done, however, in the way of presenting these truths, has made it
possible to discuss the social laws of economics without rehearsing at the beginning many of the
more general laws. We know what wealth is, what its varieties are, and what agencies act in the
production of it. We have in mind definitions of labor and capital, and the usual distinction
between fixed capital and that of the circulating kind. We are familiar with the so-called law of
diminishing returns, by which land under tillage rewards labor and capital less and less bountifully,
as more and more labor and capital are used on a given area. We know the essential laws of
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consumption. In short, we possess a body of truth which, although it has not been separated from
truths of a distinctively social economy, makes it possible for us to study the social problems
without an extended introduction to them.5

Some general questions in economics, however, have not yet been treated in the way that
furnishes the needed basis for the study of distributive problems. In these instances we shall be
forced to make brief statements that would naturally fall in the introductory division of a general
treatise on economics, if such a division were offered. On controverted points, moreover, we must
take a definite position and assign grounds for doing so.

It happens that in an earlier work the author of the present volume has presented some of the
universal laws of wealth in a form that makes them harmonize with the theory here to be
presented and constitute, in so far, an introduction to it.6 The treatment that these laws there
received was, however not complete. Moreover, the work was not prepared with a view to its
serving as an adequate introduction to the present treatise. For such a purpose, what is especially
needed is a sharply defined boundary line separating the field of universal economics from that of
social economics. How much, then, is contained in the first of these fields?

We have said that the universal laws of economics depend on relations of mankind to nature,
while the social laws, as included in a theory of distribution, depend on relations between man
and man. This generalization will guide us in defining the scope of the preliminary division of the
general theory. We said that the essential laws of consumption and all those laws of production
that act in the absence of exchanges are subjects for this introductory division of the general
theory. What we need particularly to know is how much of what is contained in such a division of
the subject has to be used in the second division. How far does a statement of universal laws of
economics go in the direction of furnishing premises for a theory of value and for a theory of
wages and interest?

It will be recalled that in our analysis the fixing of values is the same thing as the adjusting of the
terms of group distribution, while the fixing of wages and interest is the making of the final
division of incomes within the several sub-groups. Value, wages and interest7 are, therefore, the
distinctive subjects of the second of the proposed scientific divisions, since they are essentially
social phenomena. The first division, on the contrary, must include nothing that depends on
exchanges: it must put out of sight the organization of society and whatever that entails. Under
these limitations, does a theory of universal economics offer any materials for a study of values,
wages and interest? We shall see.

Take away exchanges. In imagination sweep out of existence the industrial institutions of modern
society. This is annihilating the most of what is known as civilization: it leaves the individual man
face to face with nature, and under the necessity of making a living by his efforts and her bounty.
He must make his own goods and use them. He must begin with the rawest material and fashion
goods to completion. Under such circumstances it is a short list of articles that a man can have.
Rude must they be, and awkward must be the process of making them. By some tests the man
who should live without exchanges would be less civilized than are bees, ants, beavers and other
animals whose production is organized; yet he would still lead an economic life. He would possess
wealth, and some of it would be capital. His production and his consumption would be subject to
laws.

Since production acts on nature for no other purpose than that nature may react on the producer
himself, the economy of every man resolves itself into a process by which he indirectly serves
himself, using natural material as a means. This "means" is wealth. Through the medium of things,
man serves man in any system of economy. In the primitive system the same man is server and the
served, whereas in a social system one man serves another. Wealth is, nevertheless, always the
means employed. The goods that an isolated man would make for himself are the concrete forms
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that his wealth would assume; and the attributes that would distinguish them are the same that in
a commercial city make the difference between what is wealth and what is not.

In every stage of economic evolution wealth consists of useful material things; but their utility is of
the kind that we may call specific. Each part of its supply has some importance attaching to it. Such
goods are unlike air or salt water, of which any specific cubic yard might be removed without
doing harm. If the goods are of such a kind that by adding to the supply of them you make some
one better off, and by taking away any of them you make him worse off, they are wealth. Outward
material things that are appropriable and, in this specific way, useful, are economic goods. They
are commodities, or concrete forms of wealth; and this description applies as perfectly to the
canoe of a savage and its load of fish as it does to an Atlantic steamship and its rich and varied
cargo.

If an article is useful to one man, it is usually so to another, and it is therefore in itself
exchangeable. It will, in fact, probably be exchanged, if a social economy is established. It has the
qualities that would induce a person other than the owner to make some sacrifice in order to get
it. In considering how much it is best to give for it,—say, in the form of labor or of the product of
labor,—such a person would apply the principle with which all readers are now familiar, under the
title, "final utility." As this term is usually defined, it means the degree of usefulness that the last
of a series of similar articles possesses. Give to a man one unit of the article A, and then another
and another, till he has ten of then. While each of the articles in the series may do him some good,
the amount of the benefit will steadily diminish, as the number of the articles grows larger, and
the tenth one will benefit him least of all. In order to add to his stock of A, the man will never
sacrifice more than what is, in his view, a fair offset for the benefit that he will get from the tenth
and last unit of it. In order that an article may be wealth at all, each unit of the supply of it must, as
we have seen, be of some importance to its owner. The law that we have just cited marks the last
unit of the supply as the least important unit. This is one of the universal laws of economics.

There is much to be said as to the completeness and the accuracy of this conception of the law of
final utility, which modern theory puts at the basis of the theory of value. We shall see what an
important change has to be made in it, if it is to be brought into conformity with facts. For the
present, we may put it into the form of a hypothesis and use it provisionally. If men do in fact use
a number of units of consumers' goods, all of a kind, and if the specific utility of these goods
diminishes as they get more and more of them, then what they will give for any of them will be
gauged by the specific utility of the last one. If these familiar premises of the modern theory of
value correspond with the facts of life, the theory explains the prices of goods in a modern market:
itis a true philosophy of a most important social phenomenon.

The line that separates universal economics from social economics runs between the principle of
final utility and the application of that principle in a theory of value. The primitive economy that
we have imagined cannot test final utilities in a market, for it has no exchanges. Can it not, then,
test them at all, and does it not find it necessary to do so? We may easily see that it does this, and
that the purpose is exactly like that for which organized society makes the same test. The principle
of final utility belongs in the first division of a theory of economics and has to be assumed in the
second division.

There is always a gain in diversifying the articles that men consume. This is a principle of human
nature that affords a universal law of consumption. The industry of the savage state cannot carry
the diversifying process far, because it cannot produce many kinds of goods. A man who should try
to make many different kinds of articles entirely for himself would be a jack of all trades, and
would be so poor in most of them that he would lose as a producer more than, through the
diversity of the articles, he would gain as a consumer. Making a few things only, the savage can
glut his desires for any one of them by an overproduction of it. The diminution in the utility of
successive units of goods of one kind makes itself keenly felt, if he works too long in one
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occupation. If, then, he has so much meat on hand that more will be of little use to him, he may
turn to hewing out canoes, fashioning bows and arrows, or building huts. Otherwise, he will do
nothing; since the utility of a further unit of an overproduced kind of wealth will not be enough to
keep him working.

The law of final utility fixes the point at which such a producer will stop creating one product and
begin making another. A modern laborer, with money in his pocket, is supposed to consult the law
of final utility in making purchases and to spend each dime where, in view of the supply of
different things already on hand, it will do him the most good. The savage in our assumed case
has, not dimes, but efforts to expend; and he directs the expenditure of them according to the
same principle. When he has dulled the keenness of his desire for one thing, he makes another.
While markets and prices are, therefore, modern phenomena, the study of which has no place in a
division of the science devoted to universal truths, the law of final utility which directs the
purchases that are made in a modern market also directs the production of the isolated man, and
is a universal law of economics.

Draw the line, then, between a theory of exchange economy, or catallactics, and a primitive
economy that treats of actions and reactions between man and nature. On the one side of this line
you will find markets, values and like phenomena; on the other side you will find those laws of
consumption which govern values. In modern life these laws direct the social demand for different
goods offered in the shops; but in primitive life they control the manner in which a man husbands
his productive power and uses it where it will do him the most good. The law of final utility is
common to both economies.

This is not all. The picture of an isolated man turning his own labor from making one thing, of
which he now has a supply, to the making of a thing that has a higher final utility, illustrates a
characteristic of modern life which is in danger of being overlooked. Through the laws of value
society, in its entirety, is doing exactly this. It is turning its collective energies from one direction to
another, according to the law of final utility. Markets and values afford the mechanism for doing
this. Think of society as an isolated being, turning its collective energy to the making of one thing
till it has enough of it and then making another, and you have the fundamental fact. The science of
an exchange economy must tell us how this change is made.

When we look solely at individuals in a modern state and see how they deal with each other, we
lose sight of fundamental truths. The difficulty of seeing a forest, by reason of the trees, is small in
comparison with the difficulty of getting a view of society, because of individuals and their
intricate dealings. We must, therefore, take a broad view: we must not put ourselves in one man's
place, and look at things solely through his eyes. There is no doubt about one fact—the fact that
an oversupply of any one article in a market means a social glut of a specific kind. In such a case,
the effective demand for this article in society as a whole is more than met. Then it is that, through
the mechanism of a falling price, society is warned to turn its energies to the making of something
else; and its whole procedure is nothing more or less than doing what an isolated man would do, if
he found his want of one commaodity becoming satiated.

If, then, we individualize society—if we make it to be in its entirety one isolated being, and if we
give rein to that philosophy which treats a body of independent beings as one organism—we find
it doing what a solitary man would do, under the influence of the law of diminishing utility. Putting
a price on each article in a market is the act of the collective organism in estimating the
importance to itself of each of its own products. Theoretically, it takes the whole of society to
make any one article rise or fall in price. The movement of labor and capital from an industry the
product of which has fallen in price to one the product of which has risen in price is also a social
operation. It is the act of society in economizing its productive forces and turning them where they
will do to itself the most good. The motives in this movement are individualistic, but the resultant
is collective. Each man pursues his own interest; but, as the outcome of his activity, society acts as
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a solitary man would act under the influence of the law of diminishing utility. The law itself is
universal, and the statement of it belongs in the first division of economic theory; but the
description of the mechanism by which the law works in a society belongs in the second division.

The deepest economic problems have reference to wages and interest. These incomes are fixed by
that final distributing operation which takes place within each of the industrial groups. Let an
employer sell his product, pay for his raw material and use the money that he has left in paying
wages and interest, and this final distribution is complete. Nothing of this kind, however, takes
place in primitive life. Selling products and dividing the returns carry us to an advanced or social
state. Where a man makes all his own goods, is there any trace of distribution in his economy? Of
the separating of a collective income into shares there is certainly nothing; and yet the principle
that in social economy governs the separation has as clear a field for its action under primitive
conditions as it has under any other.

Market value, then, is a social phenomenon; but the principle of final utility, by which values are
fixed, is universal in its scope. So, too, the division of the income of an industrial group into wages
and interest is a social phenomenon; but the principle that governs that division—the principle,
namely, of specific productivity—is as dominant in primitive life as it is anywhere.

The specific productivity of labor fixes wages—this is the thesis that is to be supported in this
volume. Ascertain how large a product is to be attributed to a single unit of labor that is employed
in raising wheat, making shoes, smelting iron, spinning cotton, etc., and you have the standard to
which the pay of all labor tends to conform. In like manner does the specific productivity of capital
fix the rate of interest. Ascertain how large a product is due to the presence of the single unit of
capital in each industry, and you have the standard to which all interest tends to adjust itself.

This principle of specific productivity acts in all stages of economic life. It reveals itself, however, in
one way when a man lives in isolation, and in a very different way when he lives in a commercial
state. When labor and capital everywhere cooperate, there is, if we are discerning enough to see
it, everywhere a definite product that can be attributed to a single unit of each of them. One hour
of labor that a savage bestows on the making of a canoe creates a certain amount of wealth, and
so does a unit of labor that he gives to any other of his small list of occupations.

A man living in solitude and making all his own goods, by the aid of his equipment of working
instruments, has to form some conception of the productivity of a unit of labor. He may have an
hour which is available for fishing or for working on a canoe that will make future fishing more
productive. An hour may be devoted to gathering fruits or to fashioning a spade, for working the
soil and thus making food in the future more abundant. In making a decision between two such
uses of his time and effort he measures, in his own rude way, the productivity of a unit of capital
and that of a unit of labor. The canoe and the spade stand for capital; and the hour that is spent in
perfecting such an equipment adds one unit to the man's small fund of it. The hour that is spent in
fishing or in fruit gathering adds a unit to the day's labor. Which, on the whole, is the more
productive? The answer depends on a law that is the basis of distribution in a modern society, but
the law itself is universal.

As consumers' goods grow less and less useful, when a series of units of them are supplied, so
producers' goods, or forms of capital, if they have to be used by one man, grow less and less
productive. The last tool adds less to man's efficiency than do earlier tools. If capital be used in
increasing quantity by a fixed working force, it is subject to a law of diminishing productivity. This
law determines how much labor it is best to withdraw from the securing of what ministers directly
to wants, for the sake of making an addition to the equipment of working instruments. The choice
between casting a line from the shore to catch fish and working on the construction of a canoe,
like the choice between climbing a tree for wild fruit and working on a spade for future gardening,
is determined by exactly the same principle that is at work in fixing the point at which the labor
force of a civilized state shall be taken out of the shops that make goods for consumption and put
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into those that make tools, machines, etc. The principle of the final productivity of labor and
capital everywhere determines how much capital it pays to accumulate.8

What we have now to note is the fact that the diminishing productivity of labor, when it is used in
connection with a fixed amount of capital, is a universal phenomenon. This fact shows itself in any
economy, primitive or social. The statement of the general principle belongs in the first division of
economic theory, while the application of it to a theory of natural wages in a social state belongs
in the second division. It is this application that we have to make in the present volume.

In like manner, in connection with capital, the line that divides the first division of economic theory
from the second runs between the law of diminishing productivity and the application of it. Supply
capital in successive units to a fixed force of laborers, and everywhere you get, as a result, smaller
and smaller additions to your output. This is a universal law, which vitally affects the conduct of
men, even in a primitive wilderness, in deciding how large an equipment of capital it pays to
create. In such a state there are no wages or interest to be paid, and no market rates of any kind
to be determined; but the principle of final productivity reveals itself with entire clearness in the
simplest economy. It is when this principle acts in such a way as to determine how many laborers
and how much capital there shall be in one of the industries of a civilized state that it produces a
social effect. This action of the general law is a fitting subject for the theory of social economics;
and here it becomes the basis of a theory of distribution.

Universal principles, then, and the social applications of them, are the two contrasted things.
There are no markets in a wilderness; yet the law of final utility, which governs markets, is there in
action. There are no wages and interest to be paid in the economy of solitary life; yet the law of
the final productivity of labor and of capital is there, as everywhere, in action. These two principles
are the ones that we take from the omitted first division of economic theory, as we enter on the
second discussion, which deals with distribution. We tacitly assume all the familiar facts about the
nature of wealth, and about the character of the economic process, as a subjugation of nature by
man. For immediate use, moreover, we need a knowledge of three laws, of which the first is one
that we may term the law of the varying efficiency of consumers' wealth, which is the basis of
natural value; the second is the law of the varying efficiency of producers' wealth, which is the
basis of natural interest; and the third is the law of the varying efficiency of labor, which is at the
bottom of natural wages. These are among the universal truths of economic science.
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ChapterV
Actual Distribution the Result of Social Organization

Exchanges add much to the economy of primitive life, but they subtract nothing from the essential
laws of it. Man must still tame the forces of nature and transform materials into commodities. The
general laws of the wealth-creating and the consuming process are the same in all economics; and
it is this persistence in civilized conditions of the laws that govern primitive life which makes it
worth while to study that life at all. It is in such simple conditions that these laws act alone; and it
is here, therefore, that they can be separately examined. It is not because the life of a Crusoe is of
much importance that it has been introduced into economic discussion: it is because the principles
by which the economy of an isolated man are directed still guide the economy of a modern state.

There are, it is true, new forces now in action, in connection with the old ones; and it is absolutely
necessary to make a separate study of these new forces. Catallactics, the term once suggested as a
title for the whole of economic science, is an accurate name for that division of the science which
treats of phenomena that are attributable to exchange only. It assumes, at the outset, the facts
and principles that are common to all economics; and then proceeds to examine those which are
peculiar to an exchange economy. The interchange of products disguises, but does not destroy,
the dependence of the individual on nature. A laborer's income may seem to come to him as a
payment from another man; but in essence it is still the response that nature makes to his own
labor—it is his own virtual product.

A study of exchanges naturally notices at the outset the motive for resorting to them. This motive
is the gain that is inherent in a division of labor. This principle, however, is only the reversal of one
that we have referred to in connection with primitive life. We there saw that the diversification of
employments by an isolated man involves a loss of productive power. Whoever thus does many
things, does them slowly and ill, and he is sure to have few and poor appliances for aiding him in
the processes. Since the diversification of a man's productive action is a loss, specialization is a
gain. Moreover, the farther the specializing is carried, the greater become the celerity and the
accuracy of the man's work.

This principle of loss from doing many kinds of labor, and of gain from doing a few kinds, is one
one applies to all economic states; but what is not universal is the opportunity for specializing that
an exchange economy offers. The organization of society into producing groups and sub-groups
makes it possible for a man to produce only one kind of product, or, in the end, only one minute
fraction of a product, while still satisfying his omnivorous wants.

Let us, then, withdraw from the persons who are making everything for themselves the single
function of making shoes and assign it to a distinct class, who shall provide foot-wear for the
community. This industry may not absorb their whole time and energy; but, so far as they are
engaged in it, they constitute one industrial group. Assign, now, the making of clothing, the
securing of meat, the raising of cereals, etc., each to its own separate group, and we have made
the first and most general organization of society for production. We have thus multiplied many
fold the product that can be created, and we have also made the income of each group depend on
the exchange value of its product. The market prices of goods fix the incomes of groups in their
entirety; and, as we have already indicated and shall hereafter state in greater detail, the
movements of men from groups in which returns are low to those in which they are higher has the
effect of drawing the price of each article toward a natural standard. We have seen that normal
prices are those which afford equal gains to the labor and the capital in different groups.
Wherever normal prices rule, they indicate such an arrangement of the groups that a day's labor in
one produces as much, and gets as much, as it does in another. When the adjustment is complete,
the income of such a group, if it be reduced to value, is its own virtual product. The members of it
may retain none of their own merchandise; but they get the "dollars," or units of wealth, that they
produce. This is a thesis for the theory of catallactics to establish.
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Now push the differentiating process further, and let the making of each completed article
become the joint function of several sub-groups. Let some men raise cattle, others tan hides and
others make shoes. Let the work of making clothing, food products, etc., also be subdivided. The
gain that is inherent in specialization is increased. The income of each sub-group is now the value,
not of a completed article, but of the one particular utility that it imparts to that article. It is a
distinguishable something, indeed; but it is something that is merged and lost in an indivisible
commodity. In kind, it is a quality imparted to the article; in value, it is a fraction of the article. A
thesis that the theory of exchange economy has to establish is that such particular utilities, or sub-
products, have their prices, and when these are normal, each sub-group gets, as an income, the
value that it creates.

Now carry the differentiating process to completion. Within each sub-group there is labor to be
performed, and there is capital to be furnished. The sub-group that turns leather into shoes must
have its factories full of machines and men to run them. We will let a distinct class of persons
furnish the factory with machines and with the raw material. The theory of catallactics has to
prove that the income of the one class that labors and that of the other which furnishes capital is,
in each case, its virtual product. If the adjustments that take place within the sub-groups are
perfectly normal, the classes of which the sub-groups are made, as well as the sub-groups in their
entirety, get their several products. Catallactics has to study the structure of such a society as this,
has to trace the divisions and sub-divisions that it makes in the producing operation, and has to
see how the law that tends to identify the income of each agent with its virtual product acts in
spite of the complications that disguise it. This is a comprehensive study, structural and functional,
of the group system of production. Values, wages and interest are to be accounted for; and the
study that does this must analyze the entire producing operation.

Catallactics, as a whole, falls into two divisions, of which the first includes the static, and the
second the dynamics of an exchange economy. Progress is mainly the result of the social relation.
One function of economic society is that of growth. It is becoming larger and richer, and its
structure is changing. As time passes, it uses more and better appliances for production. The
individual members of it develop new wants, and the society uses its enlarging process to gratify
them. The organism is perpetually gaining in efficiency, and this is promoting the individual
members of it to higher planes of life. In the producing operation there is more and more
intelligence used, for the forces of nature are better understood and there is a better coordination
of all the participants. There is more bounty on the side of nature, since more forces are placed at
man's disposal; and there is more efficiency in the industrial ranks themselves.

Five generic changes are going on, every one of which reacts on the structure of society, by
changing the arrangements of that group system which it is the work of catallactics to study:—

. 1. Population is increasing.

. 2. Capital is increasing.

. 3. Methods of production are improving.

. 4. The forms of industrial establishments are changing: the less efficient shops, etc., are

passing from the field, and the more efficient are surviving.
. 5. The wants of consumers are multiplying.

Every one of these changes acts on the structure of the producing organism, society, for it altars
the relative sizes of the different industrial groups.

A™ B c
A" B" c"
A B' C'
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A B C

Let us recur to the illustrative table that was used in an earlier chapter. There is one sub-group
engaged in getting out of the earth the material that, when finished, will be the article A" and in
passing it in the form, A, to another set of workers. These impart to it the utility that changes it
into A'. A third set of workers now puts its touch on it and carries it, by one point, nearer to
completion. It becomes A", and in that shape goes to the last sub-group to be finished. Here it
becomes A™, a commodity ready for use, and seeks the individual who is in need of it. B is a
second raw material; and in the hands of a series of sub-groups of workers it becomes B', B" and
B™. In the last of these shapes it also is a finished commodity. C, the third raw material, goes
through its transmutations in a similar way and ripens into C™".

A may be the skins of live cattle on a western ranch; A" may be hides in a warehouse ready to be
shipped to a tannery; A" may be tanned leather and A™, shoes. B"* may be woollen garments that,
by passing through kindred transmutations, have grow out of the fleece of sheep into this
completed condition. C'"* may be bread that has been made out of growing wheat and has passed
through all the distinct stages in the entire process. All persons in the series that, in the end,
makes A™ constitute a producing group; while those at either A, A', A" or A™ constitute a sub-
group. In like manner, all persons in the B™ series or in C™ series form a general group, which is
composed of sub-groups.

This represents the plan on which production goes on. With this illustration simplified to the last
degree, not three products, but a countless number are in the retail shops, awaiting consumers. It
is, moreover, not a uniform course of ripening, in which each has passed four stages, that has
brought them into the finished state. A great variety of ripening processes is represented. Some
articles go through many hands in the making, and some go through few. Some also contain many
kinds of raw materials. These complications will be examined in due time. At present it suffices to
note the effect that changes of the five kinds above referred to have on the form of this society.
Each one of them takes men out of some sub-group, and puts them into others. The mere act of
exchanging products carries with it, not only the fact of a general social organization, but a
certainty of change and progress in that organization. It is thus impossible that any one of these
five changes which characterize a dynamic economy should take place without producing an effect
on the social structure. As the simplest and most obvious result, the comparative sizes of the
different groups must change, if any one of these dynamic movements is in progress. It is possible,
therefore, to identify a dynamic social state as one in which there are labor and capital that are
shifting their places in the economic system, and thus making some of the sub-groups larger and
others smaller. Some labor and some capital may be actually deserting certain sub-groups and
betaking themselves to others. Even if a sub-group is not actually losing equipment, it may be
growing relatively smaller, by reason of new labor and capital that are adding themselves to other
sub-groups.

Such quantitative changes in the groups are not the essence of a dynamic social state: more
fundamental changes are taking place. Society changes its structure as a means of changing its
producing function. It aims to produce goods in greater quantity and greater variety, and with
more economy. It is moving upward in the scale of power to create and power to enjoy. Functional
change, indeed, is the essence of dynamics. We avail ourselves of the changes that take place in
the sizes of sub-groups as the most available test of the presence of dynamic forces. If society
begins to produce new kinds of goods, or more goods, or if it begins to use new processes, etc., it
is bound to reveal the fact by rearranging, to some extent, its system of industrial groups and sub-
groups. A", for example, may take more men, and B"" fewer. A dynamic state may, therefore, be
described as one in which changes in the mode of production are taking place and are acting on
the structure of industrial society.
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In the sense in which we use the term, then, social dynamics does not consist in mere activity,
provided that it is not of a kind which changes the social structure. In a physical sense, all action is
dynamic; and industry is always action. A physically static industry is obviously a contradiction in
terms. On every farm, men, tools, the chemical elements of the soil, and the light and heat of the
sun are acting. In every mill, machines are going through their intricate movements and materials
are growing into useful shapes. All this, however, resolves itself into an elementary kind of
dynamics: it is action on the part of the men, tools and materials—the agents of production. But if
there is no change in the mode of the action, there is none of that grander progressive movement
by which the structure of society is altered. If no labor and no capital shifts its place from group to
group in the industrial system, there is none of that type of movement which, in a special and
higher sense, we here term dynamic. Till the ground forever with the same tools and get the same
kinds of crop, work in the same mills with the same machines and materials—in short, change
nothing in the mode of creating wealth—and you have a socially static industry. The producing
organism then keeps its form intact.

A world with none of the physical activities of industry would, of course, be a dead world; but a
state can be imagined in which the social organism should keep its shape intact and in which life
should continue. Men might work and eat, they might be born and die, in a world in which the
forms of industrial organization should show no change. As generations should succeed each
other, the men of each would take up the trades of their fathers and transmit them to their
children. As tools should be worn out, they would be replaced by others exactly like them.
Changeless in its population, its local abodes, its modes of production and the forms of its wealth,
such a society would live, indeed, but it would show no change in its organic form. Having life, but
not growth, it would be what we identify as a static society.

This is an imaginary state, but it reveals facts of real life. There is, it is true, no society that is thus
static. Even the Oriental world is merely less changeful than the Western. Countries can be found
where progress is very slow, but it is nowhere altogether absent; and contact with progressive
countries induces movement in the most unprogressive. The economy of the world, as a whole, is
certain to be increasingly dynamic. Why, then, do we wish to know the laws of an imaginary static
state? Because the forces that act in such a state continue to act in a dynamic one. They are even
the more powerful of the two sets of forces that there operate. We shall soon see how the two
kinds of force mingle in a modern state; and we shall see how unlike are their effects, and how
essential it is that we should examine them separately. The study of the unreal static state is a
heroic but indispensable use of the isolating method of study, that is adopted in every science
where complex phenomena are analyzed. We are, then, studying the realities of the modern
progressive state, when we examine the characteristics of the imaginary static one.

We have specified five kinds of change that constitute a dynamic condition. All of them are in
progress in a modern society, and all are acting on its structural form. As population increases, the
new laborers apportion themselves in an irregular way among the different groups and sub-groups
into which the producing society is divided, and some of the sub-groups increase more rapidly
than others. As capital increases, there is the same irregularity in the apportionment of it; for
some of the sub-groups get a disproportionate share of the new productive fund. A theory of
economic dynamics should tell by what principle these apportionments are governed.

Mechanical inventions, in particular, are obvious disturbers of the group relations. Much labor
saving in one part of the system is, so far as it goes, the cause of a natural drifting of labor to other
parts. New kinds of goods call for new industrial groups to make them, and these are created by
taking men and capital from old ones. Thus, every one of the general changes that we have
specified, as keeping society in a dynamic state, declares its presence by acting on the social
structure. Mere industry is the self-maintenance of society, while growth and change are further
phenomena. It is as important to separate the two as it is in hydraulics to examine the properties
of a particle of water in a tranquil pool, as distinct from the further properties that it acquires
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when it is projected into the pit in which a turbine wheel is turning. In dealing with the complex
problems of an advancing economy, the key of success is the separate study of the static forces
that constantly see within it.
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Chapter VI
Effects of Social Progress

The changes that take place in a civilized society affect its entire collective life, and even the lives
of its individual members. Every man in such a community acts and thinks differently, and comes
in time to be a somewhat different being, in consequence of the share that he personally
experiences of the effect of social economic dynamics.

We may keep in view, as the visible sign of this thoroughgoing transformation, the local shifting of
labor and capital that dynamics involves. It is important to note that every such shifting of the
work of production from group to group is an effort on the part of society to put itself into the
new shape that static law at the time calls for. With population as it is at any moment, and with
the other elements that determine the shape of society unchanged, there is a certain part of the
working force that naturally belongs in each sub-group in the system. But with an accession of new
workers, a new adjustment is called for; and labor will proceed to move toward the points at
which, under the conditions created by the enlarged population, static forces alone would locate it.
Capital must, to some extent, move also. If the dynamic changes were not again to take place, the
labor and the capital of society would find their new places and keep them. They would so locate
themselves that each unit of labor would create as much wealth as any other.

Mere competition tends to equalize the productive power of what we may call units of labor in
different occupations, and it has the same levelling effect on capital. If it were allowed to work
without obstruction, competition would reduce the earning power of all units of either of these
agents to uniformity, by apportioning them, in a natural way, among the producing groups.

A skilled worker will, of course, always create more wealth than an unskilled one; for personal
differences between men will always count in determining their social powers as producers. A
good instrument will also produce more than a poor one. Such a good instrument, however,
represents more units of capital than does the poor one; and all that we have claimed for
competition is a tendency to put the different units of capital where their earnings are equal. This,
of itself, requires that the better instruments—embodying, as they do, greater amounts of
capital—should earn the larger incomes. In like manner, a laborer of a high grade embodies in
himself more units of labor than does an inferior one. Precisely what such a unit of labor is, we
must in due time ascertain; but provisionally we may use the familiar term, unskilled labor, and
treat the work performed by a man with no exceptional skill or endowment as constituting the
unit of which we are speaking. A superior artisan, however, represents more than one such unit,
and a successful business manager represents many of them.

Labor and capital tend to acquire each a certain producing power that is uniform in the different
groups and sub-groups; and it is movements caused by competition that cause this tendency. If we
could think of dynamic influences as exerting themselves for a time and then completely ceasing
to act, we should see society thrown out of one static adjustment and given time to assume
another. If the dynamic influences were to act intermittently, with long intervals between their
periods of activity, society would attain an endless series of perfect static adjustments, each of
which would be unlike the one that preceded it. Thus, water in a quiet tank, to and from which
there is no flow, is in a static condition. The pressure on each particle is uniform in all directions,
and accordingly no particle is in motion. It is perfectly fluid, however, and the slightest excess of
pressure in any one direction would make it change its place. Such perfect mobility without
motion is the sign of a static state. Motion is prevented, not by friction, but by an equilibrium of
the forces that press each particle in different directions.

Open now the valve that lets water rush into the tank. The equilibrium is destroyed, and there is
movement everywhere. The surface boils, and currents are created throughout the body of
formerly quiet fluid. A dynamic force has added itself to the static ones that were formerly in
action, but those static forces are not annulled: they continue to act without any diminution of
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their energy. Stop the inflow; and though, for a time, the waves and the currents continue, in the
end they subside. There is now attained a new static adjustment of the different particles of water
in the tank. Each is where the equalized pressure will hold it under the new conditions. Repeat the
whole operation at intervals; and after each inflow there will be a movement that will relocate
every particle of water in the tank. Afterward there will come a period of quiet, when the particles
will be held in a static equilibrium.

If we regard the individual laborer as the social molecule, there is a force acting on him that is
analogous to the pressure which acts on a particle of water. This is the acquisitive impulse—the
desire to go where the largest earnings are to be had. If a man's earnings in his sub-group are the
same that he could get elsewhere, the pressure on himis, as it were, equal in all directions; and he
keeps his place. If the same thing is true of all other workers, society is in a condition of static
equilibrium. The movements of labor from group to group, which are the visible signs of dynamic
conditions, are then entirely wanting. But if there is an influx of population, corresponding to the
flow of water into the tank, there is a rearrangement of the social atoms. Some groups come to
have relatively more laborers than they formerly had, and others come to have comparatively
fewer. If the influx of population ceases and other disturbing causes are absent, a new static
condition will ensue. The men will be in somewhat changed positions, in which the earnings of
laborers of a given grade are again brought to an equality in the different sub-groups. There are,
however, some dynamic influences that act more strikingly, as rearrangers of society, than a mere
influx of population would do. Machines, for example, have been rapid transformers of the social
organism; but, for illustrating the principle that we have in view, any one of the five dynamic
changes above specified will serve, since each relocates the members of the industrial society. If,
after such a change, the dynamic influences cease to act, the static ones place the members in
natural positions and keep them there.

Let us now vary the illustration, by assuming that the inflow of water is continuous. The static
forces are in action, as before; but they do not succeed in placing each particle of the fluid in what
would be, if the water were undisturbed, its natural place. They cause each particle to tend, at
every instant, to move toward what would be at that instant its natural or static position, if the
inflow were then to cease; but there is a perpetual variation between the actual position that the
particle of water occupies and its static place. Moreover, its static position at one time differs from
its static position at another time. The addition to the volume of water in the tank creates a
change in the conditions under which mere pressure, acting on the fluid material, has to do its
work; and the locating of the particles, under the influence of this pressure, gives one result when
the tank is half full and a different result when it is full.

This corresponds to what is taking place in society. There the five great dynamic influences are all
constantly at work. The static forces do their full work also; but the resultant of it all cannot be the
shaping of the group system exactly as static law alone would shape it. At any one instant there is
a particular place in the system which each man would take, if the disturbing influences were
altogether to cease. At that instant the man is impelled toward the place, but he is not exactly
there. Society throughout shows an approximation to the natural static arrangement of its
members, but it can never exactly realize it. A perpetual divergence from the form into which the
acquisitive impulse, acting on each man, would bring society, if it worked without let or hindrance,
results from the continuous action of the dynamic forces.

These general forces of change also cause the static shape of the society at one time to differ from
its static shape at another time. A variation from a standard form is one effect of dynamic forces,
and constant change in the standard form itself is another effect. A progressive society, as we have
seen, has rising standards of wages, to which actual wages are always tending to conform. It also
develops an endless series of ideal shapes, and strives to form itself after them. It approximates
each of these shapes, but never exactly attains any one. The ideal model to which the group
system is trying to conform at one time differs from the model to which it tends to conform at any
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other time. Society, in its growth, is pursuing the changes in its model, but it is perpetually behind
time in the race.

For static science the task is set of finding the natural condition of society at any one time. For
dynamic science there remains the work of ascertaining the two effects of the forces of change:
namely, the variation of the actual state of society, at any one time, from the static condition for
that time; and, secondly, the difference between the static condition of society at one time and
the static condition at another time.

One can hardly assert too emphatically the dominance of the static forces in real and dynamic
societies. For example, a square mile of the ocean during a storm is not in a static condition. To the
man in a ship dynamic forces appear decidedly to predominate; and yet it is the effects of weight,
pressure and fluidity—the static forces—that keep the vessel afloat. They do what, even from the
sailor's point of view, is the more fundamental work. It is these static forces that determine the
effect of every blow that a wave strikes against the side of the ship; and it is these same forces
that keep the waves from rising to abnormal heights and hold the general surface of the sea in a
position that approximates its natural level. Projecting itself through the waves, in their most
violent movement, there is an ideal surface to which, at a particular moment, weight, pressure and
fluidity, acting unhindered on the water, would make its surface correspond. The actual surface
undulates above and below this ideal surface, but always tends toward it. Similarly, projecting
itself through the group system of a progressive state, there is an ideal arrangement of the
elements of society, to which the force of competition, acting on individual men, would make the
society conform. The producing organism actually shapes itself about this model, and at no time
does it vary greatly from it.

Ricardian political economy has distinguished itself by bold deductions concerning the values of
commodities, the rent of land and the wages of labor. There are, it affirms, "natural values,” to
which the selling prices of different goods tend to conform, and to which they would accurately
conform, if it were not for "disturbing influences." There is also a "natural rent" of every piece of
land; and, if there were no friction, the actual rent would equal it. Sweeping assumptions have
been made, in order to create the conditions that the classical economists had in mind. The
"economic man" has been created, and has been made to pursue his own interests remorselessly
and intelligently. He knows what will increase his gains, and does it without hindrance. Mobility is
his most marked characteristic. The slightest excess of pressure in one direction will cause him to
change his place in the economic system. He drops one pursuit and takes up another without
hesitation, and he encounters no obstacles in the transit. With such conditions given, prices, rents,
wages and interest are supposed to be "natural." The prices of goods are in these older theories
said to be "natural," when they equal the cost of producing them; and market prices are said to
fluctuate about this standard.

The impression that classical political economy, where it has thus been most successful, has made
on practical minds is one of doctrinarianism. The world that is under analysis appears to have been
created in the study and to be unreal. All the conclusions hinge on hypotheses which seem to be
inconsistent with the facts of life. On the assumed premises, the conclusions are reasonable; but
they seem inapplicable to any world but an imaginary one. In short, there appear to be so many
disturbing influences at work that theoretical standards of value, rent, etc., cannot be realized.
What the Ricardian theory unconsciously and imperfectly accomplished was the separation of
static from dynamic forces. It was really studying a static world, but it studied that world with no
complete idea of its nature. There was not in the minds of any of these early writers any
conception of the two distinct sets of forces that are really acting together; and there could,
therefore, be no systematic plan for studying them separately.

In reality, their "natural prices" were static prices. They were those to which an actual market
would conform, if dynamic influences were wholly to cease. A heroic alteration of the mercantile
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world, a paralysis of one set of nerves, an absolute stoppage of one set of activities—this would
bring markets into the so-called "natural” condition. Stop all increase of population and of wealth,
as well as all changes in the producing operation and in the character of its results, but let industry
go on and perfect competition continue, and you bring the world into a state in which the
standard theoretical prices will be the real ones. Also normal rates of wages and interest will be
realized. Had the Ricardians recognized the fact that they were trying to study a static world and
then studied it consistently, they would have made even their own system more realistic. Boldly
suppressing in imagination one set of actual forces, in order to study more easily another set, must
result in reaching conclusions that are partial but are not necessarily unreal. If these early students
had later done what they never tried to do, and had completed their system by separately
examining the dynamic forces, they would have attained a complete and realistic science.

A normal rate of interest early writers made no attempt to explain. They referred to demand and
supply, as the mechanism by which interest is adjusted, but gave no reason why these forces fix
the earnings of capital at any definable rate. So far as it went in the direction of attaining natural
standards, the classical political economy made an unconscious and incomplete presentation of
the rates of interest that would prevail in a static society.

The impression of unreality that is made by these studies is removed by completing them, on the
same theoretical plan upon which they have been started. We must use assumptions boldly and
advisedly, make labor and capital absolutely mobile, and let competition work in ideal perfection.
We must, in imagination, sweep remorselessly from the field the whole set of influences that we
have called dynamic. In doing this, we remove all of that friction which vitiates the action of pure
economic laws; for friction of this kind goes entirely with dynamics, and there is none of it to the
static state. If we make the force that draws a man toward one sub-group equal to that which
draws him toward another,—that is, if we bring his earning power in different groups to
uniformity,—the man remains in his place. Then, of course, there is none of the friction that a
transfer from one sub-group to another encounters; and it is exactly this kind of friction that
vitiates the so-called natural laws of the classical economists. It is because labor and capital cannot
go from group to group, instantly and without obstruction or waste, that actual values, wages and
interest always differ from the normal ones that have figured in pure theory.

Since, then, it is dynamic changes that call for such local transfers of the producing agents, and
since it is the transfers that cause the friction, the static condition is free from this disturbing
influence. We have proposed to reduce the economic world to this frictionless state. We shall, in
imagination, stop every one of the five organic changes that are actually moving and relocating the
economic agents. Unlike, indeed, to real life is the economy that results; but it is unlike it only
through incompleteness. The forces that in the imaginary world continue to act, are acting in the
world as it is. Work continues and instruments are used; and these are substantial realities.
Changes in the mode of working and in the forms of the instruments have been stopped; but the
economy that is left is, so far as it goes, real. The standards of value, wages and interest that we
get are those about which rates in the actual world are fluctuating.

We are next to try to make the economy that we are studying complete, as well as real. We are to
give it the elements that are wanting, and make it, in its completeness, correspond accurately to
the economy of the actual world. In the concluding part of our study we are to restore the
dynamic forces that our earlier hypothesis removed and to note the special effects of their action.
For the first time, we shall thus be able to understand and to measure these forces; for their
effects will stand by themselves. We can make a science of the movement that is going on within
the group system, and of the friction that it encounters. Whenever a theoretical world has been
created, in which natural values, wages and interest prevail, that which has been banished is social
economic dynamics. This ought not, however, to be treated as a mere disturbing influence: it is an
element that science, as such, must include in its calculations. If we put it out of sight, with no
intention of restoring it, we get a result that is unreal, because it is seriously incomplete; but if we
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first remove the dynamic movement and then restore it, we create a science that fully interprets
economic life.

In the preliminary study that is made in this legitimate way, population and capital are treated as
neither increasing nor diminishing. Under the hypothesis adopted, inventions are not made and
processes of production do not change. None of those consolidations of labor and capital, which
are so striking a feature of recent times, are forming. The kinds of goods created remain
perpetually the same. In consequence of all this, labor and capital remain constant, and values,
wages and interest are, in the classical sense, natural. In the world of the completed study, on the
other hand, population and wealth are increasing; processes and modes of organization are
changing; new products are creating; and the flow of labor and capital from group to group, which
is the outward sign of these changes, is going on. It is, in short, the real world that a completed
hypothesis brings before us. Though theoretical throughout, the science thus makes itself real, by
the completeness of its assumptions.

Economic dynamics has a striking relation to those recent historical economic studies which have
been so attractive and fruitful. Progress is the fact that calls for such studies. The present state of
the world, it is obvious, differs from the conditions of fifty years ago and from those of fifty years
hence. Historical economics records and measures such differences, while the theory of economic
dynamics accounts for them. Historical economics will note and measure the gains that have been
made by a hundred years of migration and mechanical invention, while the theory of economic
dynamics will refer these gains to their causes and furnish a philosophy of economic evolution. As
it shall become more and more nearly complete, this theory will, moreover, enable men to
announce with increasing confidence the kinds of change that are to be expected in the future.

Economic dynamics will, in its entirety, incorporate into itself historical economics. The changes
that are going on in the world will in future be studied inductively, as well as deductively; and it is
the inductive part of the work that falls to the historical economist. In the long run, it is this part
that will need to absorb the most scientific labor. The static laws of economics ought,
consequently, to be known at an early date. Dynamic laws will not be known so early; but
whenever they shall be scientifically established, there will remain to be done the work of
measuring the effects of particular influences that act on society. How great, for example, is the
effect of a mechanical invention or of the settlement of a new country on the rate of wages? Such
a question, if it can be answered at all, will demand a far more difficult kind of research than does
the question whether migrations and inventions naturally raise wages or lower them.

It is within reason to suppose that, before the twentieth century shall have passed, men will know
what kinds of results follow an increase of population, an augmentation of capital, a new mode of
organizing industry or the use of a new kind of consumers' wealth. What the pure theory of
economic dynamics does, when it answers such a question, is in effect to make a qualitative
analysis of the phenomena of change. It must go seriatim through the list of great movements that
are transforming the face of the world, and ascertain the nature of the effect that each of them
produces. It must analyze the process by which each effect is produced. Thus far the study does
not involve calculations of quantity: there is in it no computation of the amount of each effect.
Purely qualitative as the study is, however, it will open to the theoretical economist an inspiring
vista for future advances in his science. Does the law ensure the survival of what is best? Is
humanity gaining by the changes that are going on in industry? If gains predominate, do they
accrue largely to the laborers? What net result to a working-man has followed from the fact that
farmers have cast aside the reaping-hooks of their fathers, and are using harvesting-machines?
What will happen to workers of the future, as cheap motive powers shall be utilized, and as
electric wires shall carry the power everywhere? What will be the effect of the automatic
machines that will bring commodities out of non-existence at the cost of little effort beyond the
touching of a button? How will the laborer fare as the world shall crowd itself with a dense
population? What will befall him, if this teeming life is more than matched by the growth of
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productive wealth? If capitalists become inordinately rich, what will become of the class that is
now poor? Will the ownership of capital ever be widely diffused? It is, in short, the direction that
progress is taking that is the all-important question; and the laborer is the one whose fortunes, in
the régime of progress, are of supreme consequence. Issues like this the theory of economic
dynamics must decide.

There will then remain a work of verification and of measurement. If improvements tend to raise
wages, statistics should prove it; and they should measure the rate of the gain. The most laborious
study that economists will ever have to undertake will consist of such a use of comparative
statistics as shall measure the separate effects of different dynamic changes that in real life are
acting together. Thus, we may ask: How much, in the way of extra wages, can at this date be
imputed to the use of electric dynamos? With present means of information, this is an
unanswerable question. The study of such problems can, moreover, never be completed, for they
will forever present themselves in new forms. The mere theory of economic dynamics will enlarge
by many fold the scope of political economy: it will lift theory to a new plane. The statement of the
pure laws of economic change will open, as it were, the vestibule of the science of the future. It
will afford an approach to a larger area. But the largest and most permanent work of the future
must consist of historical and statistical studies, directed by a full knowledge of economic law.

Note.—The statement made in the foregoing chapter that a static state excludes true
entrepreneurs’ profits does not deny that a legal monopoly might secure to an entrepreneur a
profit that would be as permanent as the law that should create it—and that too, in a social
condition which, at first glance, might appear to be static. The agents, labor and capital, would be
prevented from moving into the favored industry, though economic forces, if they had been left
unhindered, would have caused them to move to it. This condition, however, is not a true static
state, as it has here been defined. Such a genuine static state has been likened to that of a body of
tranquil water, which is held motionless solely by an equilibrium of forces. It is not frozen into
fixity; but as each particle is impelled in all directions by the same amounts of force, it retains a
fixed position. There is a perfect fluidity, but no flow; and in like manner the industrial groups are
in a truly static state when the industrial agents, labor and capital, show a perfect mobility, but no
motion. A legal monopoly destroys at a certain point this mobility, and is to be treated as an
element of obstruction or of friction that is so powerful as not merely to retard a movement that
an economic force, if unhindered, would cause, but to prevent the movement altogether.
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Chapter VIl
Wages in a Static State the Specific Product of Labor

The value of a commodity might be called "natural,” if it resulted from the action of the native
impulses of men. There are impulses that cause men to do other things than to compete with each
other in business; but competition is the activity that causes prices to be, in the customary sense
of the term, natural. This process is, in reality, a rivalry in serving the public. The merchant who
undersells his competitor is actually offering to the public a larger benefit than his rival offers for a
given return. The motive is, of course, self-interest; and the action that results from it is a
spontaneous and general effort to get wealth. One effect of it is, however, to insure to the public
the utmost that the existing power of man can give in the way of efficient service; and another
effect is to control the values of goods.

A natural price is a competitive price. It can be realized only where competition goes on in ideal
perfection—and that is nowhere. It is approximated, however, wherever prices are neither
adjusted by a government nor vitiated by a monopoly. If a commodity were produced in a public
factory and sold at a rate arbitrarily fixed by the state, with a view to getting a revenue or to
attaining some ulterior end, the mode of adjusting the price would be the antithesis of natural. If a
private monopoly were created or fostered by the state, the price that it would put on its products
would also vary from the natural standard. There is, in fact, always a trace of monopoly in the
condition of an industry to which labor and capital tend to move, but cannot move with absolute
freedom. Perfect mobility of the agents of production never exists; and hence prices are always
varying, in greater or less degree, from the rates that the unhindered action of the competitive
impulse in men would maintain.

As we have shown, the terms "natural™ and "normal," as used in economic literature, are other
names for static. The assumption that removes all dynamic movement and all friction leaves prices
normal. We shall see that this fact is in harmony with what we have just said—namely, that
natural values are competitive values; for, if we stop all dynamic movement and also all friction,
we enable competition to work in perfection. The standards of price that have figured in the older
economic studies have been attained without any conscious reduction of society to the static
condition; for, as we noted, the idea of separating the dynamic activities of society from the static
ones did not occur to these writers. Their natural prices were attained by observing the tendency
of actual markets to yield certain prices; and these standard rates they defined as those which
would about repay to employers the outlay that they incurred in bringing the commodities into
existence. It was a simple and preliminary study of natural or static price that the classical
economists made, and it afforded an imperfect, rather than an incorrect, theory.

Such prices would prevail in practice, if labor and capital were absolutely mobile. If men in one
industry could instantly leave it and betake themselves to another, this latter industry could not be
favored in the amount of its returns. If we could at this moment remove everything that hinders a
steel maker from becoming a wagon maker, we should preclude all chance that one class, as a
whole, should be better paid than the other. Static prices would be realized at any one time, if we
merely annihilated economic friction. They would be realized in another way, if dynamic changes
were stopped and if friction were allowed to continue. Thus, let there be henceforth no
improvement in methods of production, and let population, wealth, etc., remain forever
unchanged. There is, then, nothing that will make the standard level of prices next year at all
different from that which now prevails. Actual prices are not now at the standard levels; but they
are tending toward them, under the influence of competition. Labor and capital are tending to
move to the points where rewards are greatest, but this movement is obstructed by friction. With
dynamic changes ended, this friction is slowly overcome. The transfers of labor and capital take
place in spite of it. To stop the dynamic changes and wait for the transfers to take place is to bring
industrial society slowly into the condition that static forces alone tend to impose on it.
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Henceforth the state will be an unchanging one. Once society has reached this shape, it will hold it
forever. Each unit of labor and each unit of capital will remain forever in the group where it is, and
prices will be unvarying.

Here, then, are two ways of conceiving a régime of static—or, in the Ricardian sense, natural—
values. With dynamic changes in progress and friction absent, the standards of price change every
day, but actual selling ratios conform every day to them: there is an endless succession of different
actual prices, but there is never any difference between the prices that the market gives and those
which theory calls for. With dynamic changes absent and friction continuing, the static or cost
standard of price becomes an unchanging one; but actual values, which at the outset vary from
the standard ones, require time to conform to them. In the end, they conform to them and remain
thenceforth without change.

It is best to assume that both the dynamic changes and the friction which always obstructs
competition cease. Under this hypothesis, labor and capital can instantly go wherever gains are
large; and this movement brings prices at once to what is now their static level. As there are
hereafter to be none of the changes that alter that level, prices—both actual and normal—must
hereafter remain unchanged. No variation of actual prices from perfect competitive prices; no
change in ideal competitive prices themselves; no change in price-making conditions—this is the
conception that creates a perfect static state. There is mobility of labor and capital, but there is no
motion. Here we may study static prices, pure and simple.

It is well also to see whether a theoretically natural rate of wages can be established in a similar
way. Looking at the transactions between employers and employed, can we see in them anything
that causes wages to fluctuate about a standard which is more less akin to the natural prices of
goods? We shall at once find that there is a similarity between what the classical economists
distinguished as the market price of goods and the market rate of wages. Let us for the moment
cease to look at standards of pay about which, through long intervals, wages fluctuate, and see
how the rate for one short period is fixed. We shall find that it is fixed in a way akin to that in
which the immediate selling prices of goods are determined. Later we shall find that, in both cases,
the market rates fluctuate about permanent standards.

Let us use commercial terms, and speak of a "market for labor."” Let us keep in view what is called
the action of demand and supply, and say that they, in some way, put a price on men, as they do
on commodities. There is much to be said as to the accuracy of such terms in this connection; but
there is no great danger that by thus using the terms in a preliminary study we shall reach an
incorrect result. We shall, in fact, be able in this way to establish a normal rate of pay for general
labor, which will have a certain kinship to the normal standard of price with which we have long
been familiar.

"The produce of labor," said Adam Smith, "constitutes the natural recompense or wages of labor.
In that original state of things which precedes both the appropriation of land and the
accumulation of stock, the whole produce of labor belongs to the laborer. He has neither landlord
nor master to share with him." There follows in the same chapter the statement that modern
industry has changed this natural condition, that wages are now paid out of employers' capital,
and that they do not consist in the product of labor itself. It is, in Adam Smith's view, the presence
of the landlord and the master that has made this radical change.

What we have claimed is that, in modern life as well as in primitive life, the identity of wages with
the product of labor is, in a general and approximate way, maintained, and that this product
furnishes the standard about which wages for short periods fluctuate. It is clear, indeed, that the
whole product of industry does not go to the worker. If the entire joint product of labor and capital
be what we have in mind, the men who furnish land, tools, buildings, materials, etc., get a share of
it. If what we mean is the part of this total that is attributable to labor itself, it is not merely
possible that the worker should get it all, but it is certain that he would get it all, if competition
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could do its work perfectly—that is, if the static standards of wages were realized. Moreover, it is
the presence of the employer that helps to reveal what the product of labor is, and it is the action
of employers that enables the laborers to get pay that approximates to that product.

If we are accurately to express what takes place in simple types of industry, we shall say, not that
"the whole produce of labor goes to the laborer,” but that the whole produce of industry goes to
the independent man who is both a laborer and a capitalist. Nowhere is actual economy so
primitive that it uses absolutely no capital; and where there is any capital at all, a part of the
product of industry is due to its presence. In the "original state of things," it is nearly impossible
for a man to say how much of his product is due to labor only. The distinction between the whole
product of labor and the whole product of industry is, however, all-important; for industry involves
the cooperation of labor and capital.

Let a man fish from a dugout, with the simplest line and hook that he can make. The fish that he
will bring to the shore are the product of labor and capital. Effort aided by instruments has
secured them. How much of the catch is due to the man, and how much to the canoe and the
fishing tackle? Not for his life can the man himself tell. Can he put the fish into two piles, and say,
"This pile is due to my effort only, and that pile to my equipment?"

Every single fish is a joint product—indeed, every fin or scale of a fish is so; and the difficulty is that
it is impossible to divide a single one of them into fractions due to the producing agencies.
Hopelessly merged with the product of capital is the product of the labor of an independent
producer. Instead of presenting the condition in which the wages of labor are readily distinguished
from other incomes, and identified as the "produce of labor,"” such a primitive economy as actually
exists is one in which it is impossible to say what the produce of labor itself is.

The illustration used by Adam Smith avoids this difficulty, indeed, by assuming that there is no
capital in the case and that, therefore, whatever is produced at all is created by labor. The state
that is referred to "preceded the accumulation of stock.” If a man does, in fact, work without
capital, as well as without a master, his wages will be what he creates. A physical law and not a
social one will fix his pay. He will dig his wages literally out of the earth, fish them out of the sea,
pursue and capture them in the hunting forest, etc., and he will not have to share them with any
industrial partner. There are points in the industrial system where this condition, though it is not
absolutely reached, is approximated; and Mr. Henry George has advanced an interesting theory
which makes the gains of men who are in this condition set the standard of general wages. A
squatter may, for example, till land for which no rent can be obtained, using no appliance that is
more elaborate than a hoe or a spade. He may live in a dugout, and have only a few dollars' worth
of salable property of any kind. While this state of things lasts, the man has not capital enough to
complicate the problem of wages; and for the purpose of illustration he must not be allowed to
own land. If he is the owner of his farm, like a homestead settler in the United States, a
complication arises which makes it impossible rightly to claim that his wages are the whole income
that comes to him.

Mr. George has rightly said that, so long as land is so abundant as to be had for the asking, a man
who is willing to work in a shop may demand and get from his employer pay that is large enough
to make good to him what he gives up by not taking up a farm. In the period in which a great belt
of country has been in the process of settling, and during which agriculture has been the dominant
industry, the standard of all wages has, without doubt, been the gains that free farms always
bestow on the men who not only till them but own them. These gains, however, are composite.
They are not by any means the product of labor only. The fact that he owns his land gives to the
homestead settler an income that is a large addition to the one that his bare labor creates. The
situation is transitional and anomalous; for the men in the shops get pay that corresponds, in a
general way, to the incomes of men who are getting wages and a large additional amount. The
rewards of the men to whom the government has given homesteads consist, not merely in what
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they can get by raising crops, but largely in what comes to them in the form of increments of value
that, from year to year, attach themselves to the land itself. The greater part of the income of the
man who occupies a homestead, under American laws, consists at first in the so-called "unearned
increment” of land value. The farm is worth, perhaps, a dollar per acre when the man enter, his
claim. It becomes worth five dollars an acre within a year or two, and ten dollars an acre very
soon. It is for this reward that the man is willing to burrow under a hillside for a home, to clothe
himself for a time in rags, to live on corn meal, etc. The direct product of his work takes the shape
of turf turned over by the breaking plough or furrows cut by the cross plough. Very little of it is
food and clothing. Mingled with wages is the larger element of gain that, with the growth of
population, shows itself in the ten dollars per acre that the man can soon get for the land itself.

It is worth while to dwell long enough at this point to make it very clear that a man who is
endowed by the state with a gift of land is not one the product of whose hands can furnish a
standard of wages. It has been said that wages in America have been made to conform to the
amount that homestead settlers can make by availing themselves of the offers of the government,
and the statement is, on its face, not incorrect; but it is far from proving that wages conform to the
earnings of unaided labor. If it be true, what it proves is that there has been a time when wages
have equalled a large and composite gain, much of which comes from land. So long as a man can
have a farm for the asking, he will not be willing to work in a mill or shop, except on conditions
that afford a fair equivalent for a farmer's gains. During the transient interval in which an
abundance of free land of good quality is to be had, the standard of pay in every employment
within reach of that land maybe said to be fixed in the belt of newly occupied wilderness that men
are beginning to tame. This condition causes wages to vary from the permanent standard rather
than to conform to it. The settler gets more than the income that comes to him in the shape of
crops. The rising value of land enters directly into his gains; and it enters directly into the pay of
the artisans and others who are held in the mills and shops by pay that is approximately equal to
settlers' gains. Land values thus diffuse themselves everywhere. To the right and to the left,
through all trades and callings, they find their way. The carpenter, the blacksmith, the cook, the
hostler, the clerk, and even the doctor and the lawyer, find their earnings made larger by the
values that the planting of a community on vacant land imparts to that land itself. For a hundred
years all American wages had more or less of this element in them. They were sustained so as to
conform, in an approximate way, not to what could be made by tilling no-rent land, but to what
could be made by tilling and owning the land.

As the larger of these sources of a settler's income is removed, the gains of an empty-handed
laborer working on a farm are confined to what he can extort from the soil in the shape of a crop.
Make the man a mere occupier of no-rent land, and not an owner of it, and he will get wages with
no increment of land value attached to them. Farms that are worth anything cannot long be had
for the asking. Of the fertile areas in America that were once considered boundless, not meet,
remains unclaimed. A law of wages, if it, is to be permanently valid, must apply to this condition.

Itis possible to adhere steadfastly, as Mr. George has done, to the view that labor always tends to
get what labor can create on such land as may be offering itself freely for use. In an advanced state
of industrial development, the only land that is thus offering is that which is too poor to command
a rent; and the theory therefore claims that the permanent regulator of wages is the gain that
labor can extort from marginal and rentless land. There is, however, an element of truth in the
theory, even in this form, for the man with capital in land and other instruments will not have to
share gains with any one. He will be in the same position as was Adam Smith's primeval worker,
who labored "before the accumulation of stock," and who had "neither landlord nor capitalist to
share with him." His gains will be all his own, and they will be entirely the product of labor. The
theory that makes them set the standard of all wages has the great merit of pointing out a method
by which the product of bare work may be disentangled from all other products, and made to
stand by itself and to be separately measured.
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We are to try to prove that the product which is separately attributable to labor does set the
standard of wages; but there is a grave difficulty in making tillers of valueless farms the ones
whose returns thus regulate every one's pay. If the theory is advanced that the general wages of
labor are permanently fixed by the gains that men can realize, by tilling no-rent ground, this theory
must mean that the more occupiers of pieces of land that cannot be let for any appreciable rent
are the men to whose gains the wages of every one conform. According to this, an artisan in any
workshop in the country would have to keep his eye on the squatters' shanties and see what the
occupants were earning, in order to know how much he could make his employer pay him. In its
most reasonable form, this theory would mean that a worker in a Belgian mill must take about
what a Belgian peasant of the same grade of ability gets by cultivating the sandy waste that
borders to the sea. It means that the watchmakers of Switzerland must accept pay that, with an
allowance for differing personal power, tends to conform to the amount that their peasant
countrymen can extort from patches of green among the crags. It means that, after all the free
lands of America shall have been allotted to owners, wage-earners in the mills, shops, mines, etc.,
from the Atlantic to the Pacific, will get, on the average, what a typical one of them could produce,
if he were to build a hut on a piece of poor and untenanted ground, and proceed to till it by the
sufferance of the proprietor. This is a theory of "squatter sovereignty” over the labor market. It
puts the man in the shanty into a position that is so strategic as to enable him to dominate
workmen of every class, to fix the amount of their wages, and so to control the level on which they
live.

With all its absurdity, this theory does at least appeal to the principle that wages tend to equal
what labor itself can produce. If the squatter has not capital enough to count as a producing agent,
his entire crop can be attributed to his labor alone. Putting a man into such a position is one way
of separating labor from capital, and of disentangling the product of labor from the product of
capital. It seems to furnish a case in an advanced society, in which we may see what Adam Smith
saw in primitive society—namely, labor getting the entire product of industry and sharing gains
with no one. Yet the absurdity of making the occasional squatter dictate the amount of every
laborer's pay, is patent on the face of the illustration.

It is, however, desirable to seek for a no-rent territory to which it is not absurd to look for the
standard that regulates general wages. It must afford a larger field for labor than the worthless
agricultural land affords, if the men who occupy it are to have a general wage-regulating power.
Such an economic field is at hand. The workers who occupy it come into it empty-handed. They
produce virtually without capital, and the whole of their own separate product is wages. They get
the amount of this product as their pay, and all other workers have to take pay that is equal to it.

Looking first at market values, rather than natural ones, we noted that there is a commercial
principle which causes the final or marginal part of the supply of anything to be strategic in its
action on the value of the whole supply. The value of the whole crop of wheat, for example,
conforms to that of the marginal bushel of it. If there are marginal laborers, in the sense in which
there are marginal quantities of wheat, cotton, iron, etc., then these final or marginal men are
likewise in a strategic position; for their products set the standard of every one's wages.

For the moment, we will adopt the mercantile conception of labor, as a thing to be sold in the
market. It is a familiar commercial principle that the last increment of the supply of any
commodity fixes the general price of it. A common mode of stating this principle is to assert that
English quotations gauge the price of American wheat—that the farmers of the northwest must
take for their entire supply of this grain what the surplus part of it brings when it is sent to
Liverpool.9 The statement that the price of our wheat is thus fixed in Liverpool expresses
something that does not need to be disputed as a commercial fact. The price of grain on the
western side of the Atlantic is actually equal to the price on the eastern side, minus the cost of
carrying and handling. It is so, because Europe is a receiving ground on which the whole surplus of
American breadstuffs may be sold. If we add fifty million bushels to the exportable crop, Europe
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will receive it at a somewhat reduced price, and English quotations will indicate the amount of the
reduction. A small local market could not be a general price regulator. Iceland or Labrador may
import American wheat, but quotations from there have no commercial significance. All that such
a region can possibly take makes no impression on the American supply; and if, by reason of some
calamity, the unusable part of the wheat crop of this continent had to be put on such a market, it
would soon become there an encumbrance to be gotten rid of, worth less than nothing. The utility
of the final unit of the wheat raised in this country fixes the price of all of it; but even though that
last unit were sold entirely abroad it would be widely scattered. Labrador would have a small part
of it, and the price of wheat there would correspond with the price of it elsewhere. Much effect in
regulating the price elsewhere it could not have.

In seeking an outlet for surplus labor, it is necessary to look for some economic field in which an
indefinitely large amount of it may find employment. Such an outlet is, however, not furnished by
the bits of no-rent land to which men may betake themselves. The popular mind has not failed to
see that, as an outlet for surplus labor, agricultural land at the margin of cultivation is more like
Iceland than like Liverpool in the illustration just given, for it wholly lacks the capacity to receive
any large overflow of the supply. Turn the whole overflow of the Belgian population upon the
sands for a living, and calculate, if it is possible, how far below the starvation limit their earnings
must, by a mathematical necessity, fall. The earnings of the men on the Belgian sands and on the
American arid plains do, indeed, correspond with and, within limits, measure the general rate of
wages; but this is because in the world as a whole there is a vast and indefinitely elastic market for
surplus labor, of which the no-rent lands are certain to get only a microscopic portion. The final
increment of the world's labor is the wage-fixing part, as the final unit of the supply of goods is the
price-making part; but this unit scatters itself through and through the industries of the entire
world. What it ran everywhere produce, is the standard for general wages.

We not only admit, but positively claim, that there is a marginal region where wages are adjusted.
It furnishes a large outlet for labor; and what men are able to get in this larger marginal field sets
the standard of wages. This field is to labor what, in practical thought, the European market is to
wheat: it is a place in which any possible surplus of labor may be disposed of at some living rate. If
we find such a market, we definitely solve the problem of the law of wages.

At the very outset, we can find a market of this kind that is large enough to receive a very
considerable amount of labor. An unlimited amount it cannot receive, but it is an important outlet
for labor, and it is a factor that needs to be considered in a theory of wages. Men virtually work
empty-handed, and get all that they create elsewhere than on lands at the agricultural margin. The
true margin of cultivation—more accurately, that of utilization—is not wholly or chiefly
agricultural, but extends throughout the industrial system. There are productive instruments,
other than land, that yield no rent to their owners, and may be had for the use of laborers for the
asking. The workmen may not themselves be able to borrow them; but the interest of the men
termed entrepreneurs insures that they will be put into service, and that men will be set at work in
connection with them, whenever wages, including pay for superintendence and for other labor,
may thereby be secured. There is a margin of utilization in cotton-spinning, in iron-smelting, in
shop-keeping, in transporting freight and passengers, and in every other possible occupation.

A part of the marginal field for labor is furnished by the waste lands that are available for raising
crops; but the part thus furnished is a nearly infinitesimal part of the whole field. A larger part is
afforded by no-rent instruments of the other kinds; and still a larger part is created by putting the
entire stock of rent-paying instruments into uses for which no extra rent is charged. There may be
a thousand men in a modern and profitable mill; and out of the product that their labor and the
mill itself create may be paid the rent of the mill. It may be that twenty more men might find
places in this mill, and that their presence would result in a distinct addition to the daily product of
it. It may be, also, that this entire extra product will go to the men as wages—that the owner of
the mill will make no claim on it. If so, these marginal men will get their whole products and will be
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in reality as free from the claims of masters on their earnings as though they were tilling waste
land by the sufferance of the owner, or were running an abandoned mill in which some proprietor
might tolerate their presence.

Here, then, is a marginal fraction of the supply of labor; and it would seem that itis in a position to
set the market rate of pay for all labor. Here, also, is a direct connection between the pay of this
marginal part of the laboring force and the product that can be specifically attributed to it. Does
this product of marginal labor set the standard of wages, as the price of a final increment sets the
general standard of value of commodities? If so, the law of wages would stand thus: (1) By a
common mercantile rule, all men of a given degree of ability must take what marginal men of that
same ability get. This principle fixes the market rate of wages. (2) Marginal men get what they
produce. This principle governs wages more remotely, by fixing a natural standard for them. In this
formula we are, indeed, near to the law that we are seeking; but we have not yet reached it. The
true law, when accurately stated, sounds much like the foregoing one; but between the two there
is a vital difference.10
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Chapter VIII
How the Specific Product of Labor may be distinguished

In that static condition in which competition would produce its full effects and bring wages to a
natural standard, the pay of labor, as has just been shown, would equal the product that could be
separately traced to it. We have discovered a limited field in which whatever is produced is due to
labor only; but we need to find one that is larger and more elastic. We have to look for an
economic field to which many men may go, and in which they will be virtually rent-free and
interest-free. They must be able to work unaided and also untaxed and to create a distinguishable
product, all of which they will then get. A few men may, of course, till worthless land, and so make
themselves free from landlords' and capitalists' claims. Many more may utilize instruments of
other kinds that are too poor to afford a rent to their owners. A larger number still may get
employment as additional workers in establishments that have good working appliances, and that
pay no more for the use of them in consequence of the presence of the marginal men.

It does not follow that, because a man desires that the product of his industry shall not pay tribute
to employers, he needs to take himself away from them. Working near to the man who tills a
waste piece of land in an independent way, there may be another man who works on similar land
for the owner of it, and gets as wages the value of what he raises. This man is as free from a
master's exactions as is the squatter. A man may have, as Adam Smith has said, "neither landlord
nor master to share with him," though he work for a master. If he gives his employer no more in
value than his employer gives to him, his product is intact, and it all comes to him as wages. Itisin
positions like these that most marginal laborers are found. They are not working in solitude, yet
their products are distinguishable from all other products.

There are mills and furnaces so antiquated, so nearly worn out or so badly located that their
owners get nothing from them; and yet they run, so long as superintendents can earn their
salaries and ordinary workers their natural wages. There are machines that have outlived their
usefulness to their owners, but still do their work and give the entire product that they help to
create to the men who operate them. There are railroads and steamship lines that pay operating
expenses only. There are stocks of merchandise so full of remnants and unstylish goods that it
barely pays salesmen to handle them. Everywhere, in indefinite variety and extent, are no-rent
instruments; and, if labor uses them it gets the entire product of the operation. Let the general
rate of wages rise, and many of these instruments will be thrown out of use. Let the rate then fall,
and the utilizing of them will be resumed. Let a migration relieve the pressure of population in one
country, and overcrowd another; and in the former country no-rent instruments of every sort will
be abandoned, while in the latter such as are idle will be put into active use.

That no-rent instruments are not few in number is made clear by the fact that every tool, machine,
building, vehicle or other auxiliary of labor that wears out by use must, in the course of its
deterioration, necessarily reach a point at which it yields no net gain to its owner. So long as an
entrepreneur can keep such an instrument in his service, and gain anything whatever by so doing,
he will keep it. When he loses something by its presence, he will abandon it. When he neither
gains nor loses by the presence of the worn instrument,—that is, when the whole product gained
by using it is required to pay for the labor that utilizes it,—the instrument is in the concluding or
no-rent stage of its economic career. Everything that wears out in the using has such an old age
period of service, preceding the moment of its abandonment; and the aggregate of things that at
any one date are in this condition is enough to constitute a very large outfit of no-rent appliances,
by which labor may be aided. The effect of an increase of population, if other things remained
unchanged, would be to prolong the period of service of all such deteriorating capital goods. To
make the existing stock of capital goods available for the larger number of men, it would be
necessary to work the worn tool, the rickety engine, the unseaworthy ship, etc., somewhat longer
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than it would have been used under former conditions. When it is at the point of abandonment,
however, the labor that uses it creates wages only.

The entire product that is created by utilizing the poorest instruments that are kept in action at all,
goes to the men who work with them. The amount of this product corresponds with and expresses
the rate of general wages, and it is an important element in regulating that rate. The men who use
such instruments are a part of the final increment of labor, the market price of which regulates the
price of all labor. They are, however, not the whole of this final increment; for there are in the field
other marginal men who are not using valueless instruments of any kind. A man may be free from
all claims of capitalist and landlord, without restricting himself to the difficult process of using only
worthless land and tools.

If this were the only alternative open to an unemployed man, the wage law that our study is to
reveal would be akin to that of Mr. George, which asserts that all wages depend on the product
realized by tilling no-rent land. We should, however, have to offer one amendment to this
formula, making it assert that all men must accept what any of them could produce, if they chose
to utilize marginal land and other valueless instruments. The field that would thus be open to men
seeking employment is, by one point, larger than the marginal territory that mere agriculture
affords; but it does not comprise the whole field that is, in reality, open to them. We must consult
facts to see where men may and do resort, when thus seeking employment.

Reverting to agriculture, we find an intensive, as well as an extensive, marginal field. For one man
who finds work by pushing the boundary of the tilled area into no-rent territory, there are a
number who find it by a harder tillage of rent-paying lands. Whenever one waste farm is brought
into use, new men are likely to be set at work on many good ones. Indeed, the overcrowding of
the good lands comes first in time; for it is the diminished returns that the workers get, as they till
more and more intensively these lands of high quality, that cause an overflow of the working force
to inferior lands. Men are, then, crowded outward from the intensive centres of cultivation. The
point at which it ceases to be profitable to add to the amount of labor spent on good land may be
termed the intensive margin of cultivation. Such a field has received increment after increment of
labor; but the time has come when a further force of workers can do better elsewhere.

Thus, one man may plough a rocky field alone, but his ploughing is imperfect. For the best results a
spade must here and there be used; and the man who uses it may be regarded as a marginal man.
Again, three men may plant a field; but their planting will be slow, and some parts of the land will
not have the benefit of a long growing season. Four men, however, can plant the field more
quickly, and thus give to the part that is last reached a longer time to mature its crop. In this case
the fourth man is the marginal one; and the value of the whole additional produce that his
presence causes may go to him as wages. Once more, three men may be able to reap a field; but
four can do it more quickly, and so save the crop from some of the danger to which autumnal rain
exposes it. Here, again, the fourth man is the marginal one, whose whole product is his wages. The
value of the wheat that in a series of years is saved from destruction through his presence may be
paid to him for his labor. There may be still another man who gleans behind the reapers, and gets
just the value of his gleanings. Such an additional man often adds to the perfection of the planting
process or the cultivating process. But if he created less and received less than he actually does, he
would betake himself to inferior land.

Itis by assuming perfectly free competition among employers that we are able to say that the man
on the intensive margin of an agricultural force of laborers will get, as pay, the value of his
product. When such a man offers himself to an employer, he is virtually offering an addition to the
farmer's crop. If one farmer will not pay the market price of the additional produce, another will
pay it, provided that competition does its work quite perfectly. Friction is, however, always an
element to be taken into account; for adjustments like this are not perfect in any society. Our sole
present inquiry is, nevertheless, to determine the standard to which wages tend to conform—the

46



standard to which they would conform in a frictionless society. Our answer is that wages conform
to the product that is attributable to marginal labor.

We are also seeking to ascertain what such marginal labor is; and in agriculture much of it consists
in the final increment of labor employed in the intensive tillage of good land. Such labor demands
of a farmer no appreciable increase in his investment of capital. He does not need to buy more
land or to put more permanent improvements into land that he already owns. In many cases he
does not need to add a single tool to his outfit. He has only to add this man, empty-handed as he
is, to his laboring force. Any extra produce is attributable to the man's labor, and to that only; and
perfect competition tends to give the value of this produce to the man as wages.

Such an intensive margin of the field for labor is by no means confined to agriculture: it may be
traced throughout the industrial system. Everywhere there is a line that it does not pay to pass in
adding to the number of workers who are utilizing the really productive appliances of industry.
Though a hundred men can sail a steamship, a hundred and five may sail it better. In that case, the
five extra men are on the intensive margin of utilization of the steamship and are virtually rent-
free. Whatever the ship itself must pay to its owners, was paid when it was run by the original
crew. The last five men that are taken on board, therefore, create a distinct product. They render
the ship a more efficient carrier and put money into the owners' pockets; but they take this money
out of the owners' pockets, when they draw wages. In mills, mines, shops, furnaces, etc., there is
in this way often a chance to vary, within narrow limits, the number of men who are employed,
without affecting the owners' incomes. If new men are thus taken, their whole product is given to
them.

There are, however, some points in the industrial system at which there is no elasticity in the
number of workers who can be economically employed. A given machine often requires one man
to run it, and no more. It is not, then, at every point in a great establishment that the working
force can be enlarged or reduced without any change in the character of the outfit of capital
goods. Yet in commerce there is often an appreciable elasticity in the amount of labor that can be
employed in connection with a stock of salable merchandise. In manufacturing and in transporting,
too, the working force may often be varied perceptibly, with no change in the amount or in the
character of the capital goods that are used in connection with it.

Such changes must, of course, be kept within comparatively narrow limits. At one point in the
industrial system it may be that five men can be added to a gang of a hundred, without requiring a
change in the amount of capital employed and without requiring any change in the form of it.
Elsewhere only one man in a hundred can, in this way, be added or subtracted. If, in each of the
general groups into which society is organized for the purpose of production, as many men as one
for every hundred can be added to the working force or taken from it, without necessitating any
change in the outfit of tools, machines, materials, etc., that they use, this fact is sufficient to
furnish a certain theoretical basis for a law of wages. Any one man in a force of a hundred may,
then, leave his own employer without injuring or benefiting the employer; and if he offers his
service to another and demands, as pay, what he will produce for him, he will neither benefit nor
injure this second master, in case he gets employment from him. There is, it thus appears, what
we may call a zone of indifference in the field of employment that each entrepreneur controls.
Within this limit men may go or come without affecting the employers' pockets. Motives other
than pecuniary interest may cause employers to accept new men that are offered to them; and
there is a chance for a limited amount of labor to flow freely from group to group in the industrial
system. If competition works in ideal perfection, wherever these marginal workers go, they get
their exact products as their pay; though, in fact, as competition works imperfectly, what the men
get is merely an approximation to their products.

When any man leaves his employer, the test that determines how much he has been worth is
applied by ascertaining how much the employer loses in consequence of leaving his laboring force
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made, by one man, smaller. It may be that the identity of the particular man who goes is of no
consequence. All that is important may be the fact that, somewhere in the mill, there are seven
workmen in a gang that formerly had eight, or nineteen in a gang that had twenty. The man is, let
us say, an average, unskilled workman; and he can change his occupation without that amount of
waste and friction that is entailed when a man who has mastered a profitable specialty transfers
himself from one group to another. One question to be answered is, How much does the former
employer lose by the man's departure? Another question is, How much does the second employer
gain by the man's presence?

So far as the men in an employer’s service are thus interchangeable, it makes no difference to him
which of them it is that leaves his service. If the man who departs has been doing some kind of
work that is quite necessary in conducting the business, the employer has only to put in his place
the man who has been doing the work that is least needed. The work that is left undone in
consequence of one man's departure is always of the marginal kind. The men in a mill arrange
themselves in different classes, in the order that expresses the importance of the work that they
are doing. The first class does something that is indispensable, the second, something that is highly
important but less so than that which is done by the first, etc. The last class does a kind of work
that contributes least of all to the productiveness of the business. If a man belonging to the first
class leaves his employment, the master has only to put into his place a man taken from the last
class. It is the least needed work that will remain undone. The effective importance to his
employer of any of these interchangeable men is measured by the absolute importance of the one
that does the least necessary work.

Moreover, we shall find that, where men are not thus entirely interchangeable, something akin to
this substitution of one for the other still takes place, when a superior man, performing an
important function, deserts his employment. That function does not go unperformed. Another
man is set to doing what the departing man did; and the work that remains undone is, as before,
work of the marginal kind. The substitutions that have to be made, in order to bring about this
result, do, it is true, entail a special loss on the employer; for the important kinds of work are not
so well done as they were formerly. The extra loss thus occasioned measures the special value of
the superior man whose departure caused the substitutions. All grades of labor are, however,
really measured, in the end, by marginal standards; and the entire process of measurement can be
understood when we shall have reached a later point in the study of the marginal productivity of
labor.

What we need now to note is that, so far as men are interchangeable, they are all alike in what we
may call their effective productivity. One of them may actually be doing an indispensable work and
another a work that is of slight importance; but it really diminishes the product of the
establishment no more to take away the first man than it does to take away the second, for the
second man is sure to leave his own work and do the more essential thing formerly done by the
first. What we may call the absolute productivity of a particular man is measured by the
importance of the particular work that he is doing. Let the man desert his place, leaving undone
the work that he has heretofore done, and the loss that the establishment will thereby sustain
measures the man's absolute productivity. What we have called a man's effective productivity is,
then, measured by the loss that his employer suffers when the man departs, and when the
employer rearranges his force so that the more necessary kinds of work are still done. The
employer will put B into A's place, C into B's place, etc.; and the only work that goes undone is of
the kind that is least necessary. If the men are quite interchangeable, the effective productivity of
any one of them is equal to the absolute productivity of the final or marginal one, whose work can
best be dispensed with. We shall find that all wages are naturally gauged by the effective, rather
than the absolute, productivity of the men who get them. In so far as men can be freely
substituted for each other, any man in a series of men is actually worth to his employer only as
much as the last one in the series produces.
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From an employer's point of view, the area within which he can set a few extra men working,
without reducing their effective products, in amount, below those of men who are already in this
marginal region, we have called the zone of indifference—on the ground that it is of no appreciable
importance to him whether such men work or not. If he hires them, he will pay their products as
wages, and will make nothing out of them. A small influence will determine whether an employer
will hire such man or not. There is, of course, some friction to be overcome whenever a working
force is enlarged or reduced. From a workman's point of view, this is evident. If | am a clerk out of
employment, will you take me into your shop? Yes, if | can produce for you a bare tithe more than
you will pay me in wages; no, if | can produce less. You may or may not take me, if | can add to
your previous product exactly what | ask as wages. My labor will then lie within the zone of
economic indifference, and humanity or other motives will determine your action. If | am in your
employment, will you turn me off? Probably not, till the product that my labor adds to the other
earnings of the shop falls short of my actual wages. If you have taken me into your shop at a time
when business was unusually good, you doubtless realized, for the time, a small profit from my
labor; and this sufficed to overcome the slight inertia that opposes an enlargement of a laboring
force. On the other hand, when you have once enrolled me among your men, inertia will work in
my favor; for you will keep me till my presence involves a loss that is large enough to make you
take the overt step of discharging me.

What we are seeking is, of course, the standard to which the pay of labor tends to conform; but
inertia and friction are influences that, as we have asserted with all needed emphasis, have a place
in all economic theories that aim to be complete. It is not, however, in that part of the theoretical
statement which aims to establish the natural standard of wages that we have to measure the
effects of friction. Even though, in the adjustment of wages, there were very large disturbing
influences to be encountered, yet, if competition caused the pay of labor to gravitate always
toward the rate that is fixed by the product of the marginal part of the supply of labor, it would be
enough for our present purpose to establish that fact; and this would be true, though friction and
disturbance—the elements that are elsewhere to be studied—Kkept the actual rate of wages much
farther from the theoretical standard than they do.

The conclusions that we have now reached may be summarized as follows: Wages tend to equal
the product of marginal labor; and that part of the working force which occupies a zone of
indifference is thus marginal. The men who run no-rent machinery, or extort the last increment of
product from better machinery, are within this field; and so are the men who till waste land, or
give the final touches to the intensive tillage of good land. So, also, are the laborers who anywhere
bring capital goods to the height of their efficiency, and so effect any of the final gleanings of the
industrial field. All these men create a certain amount of wealth. Competition tends to give them
the whole of it; and it also tends to make other laborers accept what these men create and get. If
the workmen within the zone of indifference constitute an appreciable force, and if they can be
transferred freely from one position to another, it is clear that the effective product of any
workman must be equal to the absolute product of a man who is within the marginal zone. Let any
man desert an employer's working force and, however necessary that man's labor may be, the
employer will lose only what some man in the marginal area is now producing. He will take this
man, who is now doing some of the final gleaning work, and put him into the place where the
more important labor is to be performed. By effective standards all men's labor is equally
important, provided that the men are interchangeable. The friction that the interchange
encounters is, again, an element for separate study. In the absence of friction, men who can be
moved from place to place are of equal effective importance and get equal pay—that is the
amount that the marginal workers produce.

Another step may now be taken toward the attainment of a standard of general wages. The
product that is created within one employer's zone of indifference tends to equal what is
produced on the corresponding part of another employer's field. If the marginal machinery of
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some cloth-making firm is very poor,—consisting, perhaps, in antiquated and rickety looms in a
remote mill in the country,—the men who use this machinery can produce only a little. If in a
modern mill, elsewhere located, the marginal instruments are much better, the men who use
them create more; and, under free competition, they tend to get more. Here, let us say, is a
situation that calls for a transfer of men from one field to the other.

The old and worn machines will be abandoned, and the men who used them will go to the good
mills, and will there utilize poorer instruments than, in these mills, have heretofore been used; or
they will make less productive uses of the good instruments that there abound. In short, they will
press the margin of employment downward to a less productive level; and this movement will
tend to go on till, in one employer's mill, marginal labor creates and gets the same amount of
wealth that it does in the mills of his competitors.

This is saying that the acres of indifference in the several employers' fields, all taken together,
constitute a zone of indifference running through the whole group, or branch of industry, to which
the men belong. Any man within this zone may leave one employer and betake himself to another,
and he will produce for the second the same amount of wealth that he created for the first. This
entire zone is an area of uniform productivity for labor and of equal pay for labor, if competition
works without friction. The static adjustment toward which industrial society is at each instant
tending is one in which the marginal men in all establishments belonging to one group are
uniformly productive and are paid at a uniform rate.

Again, there is a similar tendency to uniformity of productive power and of pay in the marginal
areas in the different branches of industry. What is produced within the zone of indifference in
one industrial group, tends to equal what is produced in the corresponding zone in another; and
there is, in reality, a social zone of indifference that includes all the local areas. Thus, marginal
labor in shoe manufacturing tends to be as productive and as well paid as is marginal labor in iron-
smelting, in quarrying, in transporting, etc. If this were not so, there would be a steady flow of
labor from the less productive to the more productive area. If in one occupation the marginal men
create what is worth a dollar and a half a day, while elsewhere they create what is worth two
dollars a day, the employers in this latter field are interested in hiring men entirely from that field
in which the product and the pay are the lowest. This transfer of men from the one field to the
other equalizes the productive powers of men at the several margins of employment. In the one
field men will relinquish the poorest instruments and the least productive uses of good ones. The
effect of this, in the branch of industry from which the men go, is to make better instruments
become the marginal ones; and it is also to make more profitable uses of good instruments
become the final or no-rent uses. It increases the absolute product of the marginal labor, and that
raises the effective product of all labor. The result in the group to which men are going is the
reverse of this. There the use of poorer and poorer instruments, and the making of less and less
productive uses of good instruments, is the rule. There marginal labor is being forced into less and
less productive fields. The inducement to move is withdrawn, and the movement ends when in
farming, in cotton-spinning, in mining, in shoemaking, in cattle raising, etc., the final increments of
labor are equally productive. Marginal social labor, in short, tends everywhere to be uniformly
productive: labor of uniform personal quality is equally productive in all parts of the industrial
system. The interchangeability of labor insures this. It is, therefore, all paid at the same rate; for
the wages of a unit of labor anywhere in the working field tend to equal the product of a unit on
the marginal part of it. The zone of indifference, then, extends through every group and sub-group
into which industrial society is organized. The distinctive fact about it is, that it is everywhere a
matter of indifference to an employer whether, within this area, he employs a man or not.

The terms "zone," "area" and "field," are figurative expressions; and what they really signify is
opportunity to labor. A fertile piece of land or a well-equipped shop offers to a certain number of
men an opportunity to work in a highly productive way. This best opening for labor may be
represented by the figure of a central circle in the universal field for employment. Additional men
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create less than did the original ones, because their opportunities are poorer; and this fact may be
indicated by locating them, in imagination, on zones surrounding the central area. There is a series
of such opportunities for labor, each of which is poorer than the preceding ones, and the last is the
poorest of all. It is this most sterile of the fields, openings or opportunities for labor that we
describe graphically as an outermost zone, within which men produce only their wages. This is the
zone of indifference from an employer's point of view, because, if he sets men working within this
area, he must give them all that they produce as wages. If one employer offers to them less than,
by their productive power, they are worth, another will offer more, provided competition is
perfectly free and efficient. Theoretically, there is competition between employers for every
workman whose presence in an establishment affords to the owner any profit over what he pays
to him; and the competition stops only when this profit is annihilated.

In this there is a parallelism of great importance between the natural value of goods and the
natural wages of labor. It has been rightly asserted by early economists that the natural price of an
article is one that yields only the cost of producing it, and this view is in harmony with common
experience. Normal prices are no-profit prices. They afford wages for all the labor that is involved
in producing the goods, including the labor of superintending the mills, managing the finances,
keeping the accounts, collecting the debts and doing all the work of directing the policy of the
business. They afford, also, interest on all the capital that is used in the business, whether it is
owned by the entrepreneur or borrowed from some one else. Beyond this there is no return, if
prices stand exactly at their normal rate; and the reason for this is that entrepreneurs compete
with each other in selling their goods, and so reduce prices to the no-net-profit level.

Prices, however, seldom remain long at the exact cost rates. There are fluctuations that carry them
at one time above the rate, and then cause them to subside toward it. The no-profit level of price
is thus normal; because it furnishes, not the rate at which things continue to sell, but the one
toward which prices are forever gravitating, where competition is free. Wherever there is an
entrepreneur's net profit, some article is, for the time being, selling for more than this normal
price. The tendency of competition is to annihilate the profit; and that is the same thing as
bringing actual prices to what, in accepted economic theory as well as in common experience, is
their "natural” level. The friction that this movement toward the natural level encounters is a
subject for later study; but we already see that the pure profit of an entrepreneur could never
exist, if it were not for this friction. If the price of everything could instantly take the level fixed by
the bare cost of producing it, there would be nothing left for an entrepreneur, as such.

In employing marginal labor, competition, if it is free and efficient, has the same effect: it
annihilates the profit that an employer might make on the last increment of labor that he hires.
Employers have the same inducement to bid over each other for labor that will give them a net
gain, as they have to bid under each other to secure a sale for goods that yield a profit. In the
latter case, they run the prices down till no margin of gain is left for themselves; and in the former
case they run the wages of the last increment of labor up, till no profit remains for them. The
marginal wage rate is, then, naturally a no-net-profit rate; and it is employers' competition that
tends to make it so. Here, again, there is friction to be encountered; for competition does not do
its work with accuracy. Hence there are now and then profits or losses connected with marginal
labor. The no-profit pay for such labor is, however, natural, for the same reason that cost prices of
goods are natural: it is the rate toward which, under the influence of competition, the pay of
marginal labor is everywhere tending.

Furthermore, as all pay for marginal labor tends to adjust itself to the product of that labor, so the
pay for all other labor tends to adjust itself to that of the marginal part of the supply. What a man
on the zone of indifference is getting, another man must accept, if the employer can substitute the
one for the other. This principle would afford a sufficient regulator of wages, if its zone of
indifference, as it has been described, were the whole marginal field of employment of labor; but
it is not. Besides utilizing worthless instruments and bringing out the latent possibilities of good
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ones—that is, by enlarging the whole field of labor in the extensive and the intensive ways that
have thus far been described—an addition to the working force may in still another way find
employment in which it will create a distinct product and get the whole of it. It is, therefore, not
fair to say that the product of labor on the zone of indifference is the sole and adequate standard
to which the pay of all labor conforms. It is the product of labor on a still larger marginal field, of
which this zone is only a part, that constitutes this standard.

The opportunity for employment, which has been described by the term "zone of indifference,”
consists in the liberty to use capital-goods, or concrete instruments of production, in ways that
make them yield more than they already do. Taking the working equipment of the world as it
stands, we may get somewhat more out of it, if we spend more labor in using it. This is a different
thing from getting more out of a given capital by a similar intensifying of labor. A mill with its
machines as they stand can take more laborers than are now employed in it; but if the mill is
worth a million dollars, that amount of capital is capable of employing a much larger number of
marginal workers than the mill can use as it stands. The vast stock of working appliances that the
United States possesses can enable more men to work than are now working; but sixty-five billion
"dollars " not confined to these appliances, but free to invest themselves in any other things, could
give openings to a much greater number of additional workmen. There is a radical difference
between the margin of employment that is offered by a particular stock of capital-goods and the
one that is offered by a given capital.

In many parts of the industrial field a few more men or a few less might be employed, in
connection with the amounts of capital that are there already in use, and without any change in
the form of that capital. Thus, leaving a farm, with its buildings, live stock, implements, etc.,
exactly as they are, you may add a man to the working force or withdraw one from it without
affecting the employer's gains. This slight elasticity in the size of the laboring force that an
industrial plant can receive is of great importance; but as an essential fact it is insignificant in
comparison with the elasticity in the size of the force that a given capital can receive. Though
there are shops into which one or more men could be taken without loss, there are also shops that
could not economically take another man. There are, again, machines that must be tended all day
by one operator. There are farms, gardens, mines, sailing craft, etc., to which the bringing of one
more workman would mean an excessive and uneconomical supply of labor; but there is no such
limit to the number who can work with a fixed amount of capital, if the forms of it can be varied to
suit the number of the men. If, whenever you added to the number of your workmen, you could
instantly, and without waste, put your capital into any new shapes that you might select, you
might double, quadruple or octuple your force of men without adding to the amount of your
capital as a whole. If, therefore, capital is not limited in its forms, the labor that can use it is not
limited in quantity.

This fact makes it ultimately possible for a far greater quantity of labor to move from group to
group in the industrial system than could so move if capital were frozen rigidly into a fixed set of
forms. If this were the case, only men on the zone of indifference could be transferred without a
disastrous amount of waste and disturbance. If there were two industries, each of which
employed a hundred thousand men and a hundred million dollars' worth of capital, it might be
that one thousand men could move freely from one to the other without any gain or loss in
productive power. If, however, it were desired to transfer ten thousand men or fifty thousand, this
would be impracticable, so long as the forms of the capital in the two industries remained
unchanged. Take half of the working men out of the one set of mills and put them into the other,
and in the first set many machines will cease to run at all, while in the other mills men will be
unable to do anything that in useful enough to make their company worth as much as their room.
Yet a perfect mobility of labor is one of our primary hypotheses. Unless labor is thus mobile, it
cannot be brought to an equality of earning power in different industries, and a general or social
rate of wages cannot be established. It is clear that in thinking, in a practical way, of the manner in

52



which a general rate of pay is established, we tacitly recognize the unrestricted power that capital,
as such, has to employ varying amounts of labor. Because the capital of each group has this power,
the groups are brought to an equilibrium, and their outputs are made normal. Because the capital
of society, as a whole, has this power, labor, as a whole, always has, under normal conditions, an
outlook for employment where its product will set the standard of its pay. An industrial society
can, in some way, absorb any amount of labor. If capital is freely transmutable in form, labor
becomes freely transferable and able to count on an indefinitely elastic field of employment. What
a marginal unit of it can produce in this elastic field is the amount that can be specifically
attributed to any unit.
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Chapter IX
Capital and Capital-Goods contrasted

It is now possible to state, in an intelligible way, the main thesis of the theory of wages: The pay of
labor in each, industry tends to conform, to the marginal product of social labor employed in
connection with a fixed amount of social capital, as such. That the full meaning of this statement
may become clear it is necessary to present, in some fulness, the differences that science must
recognize between “capital” and "capital-goods."

Capital consists of instruments of production, and these are always concrete and material. This
fact is fundamental. In claiming for capital a material existence, we go beyond many classical
economists, since we do not consider acquired abilities of workmen as a part of the fund of
productive wealth. Man does not add to his capital, when he spends money in training or
educating himself for a useful occupation. He gets something, indeed, that increases his
productive power; and in getting it he is obliged to practise abstinence. He deprives himself of
pleasure, in order that thereafter he may produce more than he otherwise could. There is, it must
be admitted, a certain similarity between the effects of money spent on a technical education and
those of money spent in buying a tool. In using the term, however, we shall be strict
constructionists, and shall insist that capital is never a quality of man himself, which he uses for
productive purposes. The capital of the world is, as it were, one great tool in the hand of working
humanity—the armature with which humanity subdues and transforms the resisting elements of
nature.

The most distinctive single fact about what we have termed capital is the fact of permanence. It
lasts; and it must last, if industry is to be successful. Trench upon it—destroy any of it, and you
have suffered a disaster. Destroy all that you have of it, and you must begin empty-handed to earn
a living, as best you can, by labor alone. Yet you must destroy capital-goods in order not to fail. Try
to preserve capital-goods from destruction, and you bring on yourself the same disaster that you
suffer when you allow a bit of capital to be destroyed. Stop the machines in your mill that they
may not wear out, wrap and box them in order that they may not rust out, and the productive
action of your capital stops. What is more, the capital itself will also ultimately perish; for your
machines will, in time, become so antiquated that it will be impracticable to use them.

Capital-goods, then, not only may go to destruction, but must be destroyed, if industry is to be
successful; and they must do so, in order that capital may last. Seed-wheat must perish that wheat
may abide. It is this idea of permanence that originally gave a name to the kind of wealth that is
used for productive purposes, for it is the kind of wealth that is of such capital, or vital, importance
that it must always be kept intact. It is, by its very name, contrasted with free income, which may
be used up on one's living or on one's pleasure. Put your capital out at usury and you may safely
spend what comes to you as the earning of it; but you may not safely spend the capital. The very
policy, however, that preserves this essential element in industry is one that consigns to
destruction nearly all the material instruments that embody it. The point of sharpest contrast
between capital and most capital-goods is, indeed, the permanence of the one, as compared with
the perishability of the other. Land is the only kind of capital-goods that does not need to be
destroyed, in order that the fund of wealth embodied in it may continue.

Again, capital is perfectly mobile; but capital-goods are far from being so. It is possible to take a
million dollars out of one industry and put them into another. Under favorable conditions, it is
possible to do this without waste. It is, however, quite impossible to take bodily out of one
industry the tools that belong to it and to put them into another. The capital that was once
invested in the whale fishery of New England is now, to some extent, employed in cotton
manufacturing; but the ships have not been used as cotton mills. As the vessels were worn out,
the part of their earnings that might have been used to build more vessels was actually used to
build mills. The nautical form of the capital perished; but the capital survived and, as it were,
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migrated from the one set of material bodies to the other. There is, indeed, no limit to the
ultimate power of capital, by changing its forms of embodiment, thus to change its place in the
group-system of industry.

We now have the key to one scientific problem connected with productive wealth. Why do
business men speak of capital in terms of money? Why, if you ask a merchant, "What is your
capital?" will he answer, "It is the hundred thousand dollars that | have invested in my shop?" It is
because what he means by the phrase, "a hundred thousand dollars," is an abiding thing, which he
had when he went into business and still has, unless his business has been unfortunate. Yet he is
usually under no delusions as to the character of the things that embody his capital; and, in
particular, he knows that these things do not consist in coins or in any other currency. He would be
a poor merchant who should keep more than a minute part of his capital locked up in safes or
bank vaults, or scattered through his shop in cash drawers. His productive wealth consists in
merchandise, in fixtures, in claims against customers for merchandise sold and delivered, etc. Yet
he instinctively and unconsciously thinks and speaks of it as money. He can keep his "money," and
he can move it from one investment to another. A value, an abstract quantum of productive
wealth, a permanent fund—that is what the hundred thousand dollars in our illustration really
signify. A value, a quantum of wealth, or a fund—if one of these be thought of apart from the
concrete things that embody it, it is an abstraction; but if it be thought of as actually embodied in
concrete things, it is not an abstraction, but a material entity. The business man always thinks of
his hundred thousand dollars as thus embodied, and he can tell readily enough what things
embody it. He knows that his investment is concrete and material; and yet he instinctively thinks
and speaks of it through the medium of an abstract expression.

Guarding ourselves as carefully as we have done against the idea that capital ever lives in a
disembodied state, we may safely use, for scientific purposes, the business man's formula. We
may think of capital as a sum of productive wealth, invested in material things which are
perpetually shifting—which come and go continually—although the fund abides. Capital thus lives,
as it were, by transmigration, taking itself out of one set of bodies and putting itself into another,
again and again. The more frequently it casts off one set of forms and takes on another, other
things being equal, the more actively business operations are proceeding, and the more vitality
there is in the fund itself. The life of such a capital is not torpid, like the life of a reptile having a
sluggish circulation: it is rather like the life of a highly organised animal that casts off and renews
its tissues at short intervals.11

Such an abstract formula as this for describing a concrete thing is common in every sphere of
thought. We have already used the illustration of a water power. Power, in itself considered, is an
abstraction, but power embodied in an endless succession of drops of falling water is not abstract,
but eminently material and concrete. Life in itself is an abstraction, but life embodied in an endless
succession of human beings is concrete. Productive power measured in units and expressed in
terms of money is abstract; but when this power is embodied in an endless succession of capital-
goods, it is concrete. We might designate capital, the permanent thing that we have described, as
an endless succession of shifting goods always worth a certain amount. We mean exactly that,
when we designate it as a certain amount of "money" permanently invested in a succession of
perishable things.

It is because the idea of permanence is conveyed in the best and simplest way by this latter form
of expression that, in this connection and in others, common thought adheres to it. It is a water
power that the manufacturer buys, when he gets the right to have an endless series of particles of
water flow through his flume. It is life that abides on the planet, as men come and men go. Itis a
fund, a sum of active and productive wealth, that continues in industry, as successive instruments
of production live, as it were, their industrial lives and die. Here, as we have noted, there is one
exception to be made: capital invested in land has no occasion to cast off its present body and take
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another. This part of the general productive fund can live, as we have seen, without
transmigration, but it is the only part that can do so.

It is inevitable that both capital and capital-goods should be subjects of economic study. There are
problems concerning each of them that have to be solved; and this fact appears, in an unfortunate
way, in all those treatises on political economy in which the single term, capital, is used to
designate productive wealth. Invariably does the application of this term shift from capital, as we
define it, to capital-goods, and vice versa. This twofold meaning of one important word has made
endless trouble and confusion. Are wages, for example, paid out of capital? That they are so paid is
the essence of the wages-fund doctrine, which was for a long period scarcely questioned. What is
meant by the term capital in this connection? Is it the abiding fund of productive wealth? If it is,
then the statement that was so long current must mean that industry, as it proceeds, draws on
this fund and reduces it. This vital element in business must, at least temporarily, dwindle; yet
every one knows that it does not do so. Does the term capital, as thus used by early writers, really
mean capital-goods? If so, their statement concerning it only asserts the fact that the real pay that
a workman gets and shares with his family consists in goods taken from merchants' stocks. They
have, it is true, been capital-goods heretofore, but they are consumers' goods now; and their
places in the stock of capital-goods have been taken by other and similar commodities. There has
been no reducing of capital, though there may have been a withdrawing and a replacing of the
tissues of it. A statement that would have made these facts clear would have precluded
logomachies and confusions without number; and a definition of terms that would have
distinguished capital from capital-goods would have done this.

The early economists all defined capital as consisting in instruments of production, such as tools,
buildings, raw material, etc. By a confusion of thought they usually included, as one of the forms of
capital, food for laborers—a typical kind of consumers' goods; but otherwise they made it clear
that capital consists in tools, buildings, materials and other things that assist labor. Yet, having
defined capital in this way, they were forced—as any one must be—to revert to the common
conception of it as a fund describable in terms of money, when they entered on the consideration
of the problem of interest; for five per cent of itself per annum is something that a building cannot
earn, though the "money" invested in the building may do so.

What, then, is interest? Is it net a fraction of itself that a permanent fund of wealth annually
earns? Itis five dollars annually earned by a hundred dollars. It is usually expressed in percentages;
and percentages imply that both the capital itself and its annual earnings are described in units of
value. Does a building, or an engine, or a ship literally earn in a year a fraction of itself? Does it
emerge at the end of the year larger by one twentieth than it was at the beginning? The capital
that is embodied in the buildings, the engines and the ships of the world does enlarge itself in this
way. It returns interest; but what the concrete instruments themselves earn is not interest, but
rent.

A popular and accurate use of the term rent makes it describe the amount that any concrete
instrument earns. Thus, a building earns rent, as does the land on which it stands; and so, in fact,
does every machine or bit of raw material that the building may contain. Rent, then, is a lump sum
and not a percentage. Let anything for hire, and what ever you get for it will, in common usage,
take the name rent. Whether the thing that is let be a farm, a house, a vehicle, a ship, a tool or any
other concrete capital-good, it earns rent; while capital, as such, earns interest. Make an inventory
of all the concrete instruments of production that the world contains, including in the list every
commodity that helps to produce other commodities and putting opposite the name of each
article the sum that in a year it can earn for its owner. Add together all these sums, and the gross
amount is the total income of the property-holding class, as this income is reduced to the form of
rent. Now take a different course. Make the same inventory of capital-goods as before, appending
to the name of each article the value that it embodies. Add together these values, and the grand
total will describe the permanent capital of the world. Find what part of itself this fund will earn in
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a year, and you have the rate of interest. Find how many dollars this fraction of the fund of capital
amounts to, and what you have is the absolute amount of interest. It is, again, the entire income
of the property-holding class; but this time it is in the form of interest, conceived as the product,
not of perishable instruments, but of an abiding fund of invested wealth. In a use of terms which
harmonizes with practical thought and which, as we undertake to prove, is entirely scientific, rent
and interest describe the same income in two different ways. Rent is the aggregate of the lump
sums earned by capital-goods; while interest is the fraction of itself that is earned by the
permanent fund of capital.

It will be noticed that, in computing the rate of interest, we first ascertained the absolute
amounts, or lump sums, earned by all the several instruments. In a sense, interest depends on
rent: it is total rent, reduced to a percentage of total capital. In another and a deeper sense, rent is
governed by interest: the amount that any one instrument earns depends on the number of such
instruments that are in use. Increase the number of tools of any one kind, and the earnings of each
of them will grow smaller; diminish the number, and the earnings of each will grow larger. The
number of each kind of instrument that is naturally brought into use depends on the law of
interest. The capital in one kind of tool, machine, building, etc., is made to earn as large a
percentage of itself as does the capital in another; and the number of each kind of capital-goods is
so adjusted as to make it do so. This equalizing force determines the number of capital-goods of
each kind; and this, again, governs the rents that they severally earn. If there are at work so many
turning lathes that another one will not earn as large a fraction of its cost as will some other tool,
the other tool is produced and set working, in preference to the lathe. Proximately, rent fixes
interest. Given a certain number of capital-goods of each kind, and what they earn is the amount
that, by an arithmetical reduction, is converted into interest. Fundamentally, interest governs
rents. Given a certain permanent fund of capital, and it is put into such forms that the rent secured
by one concrete form, or capital-good, is as large a fraction of its value as is that secured by
another. A fuller statement of the laws of rent and interest will later make this clear.

Among those statements concerning capital which Mr. John Stuart Mill classed as fundamental is
the assertion that it is all destined to destruction. Raw materials, he says, will transform
themselves into finished goods and will then be used up, tools will wear out, buildings will go to
decay, etc. Here is a naive reversion to the original idea, expressed by the definitions of capital
that were then current—the idea, namely, of capital-goods. These do perish; but the fundamental
fact about capital—the fact that originally gave it its name—is that it cannot perish except by
disaster.

Another of Mr. Mill's fundamental propositions is, that capital originates in abstinence. In this
assertion it is permanent capital that is referred to. Not a little care needs, however, to be used, if
we are to have a clear idea of the function termed abstinence; for concerning it there are current
many old confusions and some modern ones. We abstain from something when, as a man would
say, we "save money." We do, indeed, get something by abstaining; but what we abstain from is
very different from what we get. That which we keep our hands off from—that which we put away
from ourselves and do not consume—is not capital-goods: it is the consumers' goods, the articles
for personal comfort, that we should have bought and used, if we had not saved our money. We
do not abstain from using and destroying a machine or a building; we use them and wear them
out. In getting them, however, we abstain from pleasures and articles that give pleasure.
Abstinence is nothing more than electing to take our income in the form of wealth-creating goods,
instead of in that of pleasure-giving goods. It is on these latter goods, which we elect not to
take,—and which are, therefore, not produced for us,—that we practise abstinence. We let alone
things that do not exist, though they would exist if we called for them.

What we get by abstinence is true capital; and this means that the capital-goods which come to us
are not merely for the replacing of other capital-goods that we are wearing out. They are new
goods, embodying a net addition to our fund. In every case an instrument that is gained by
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genuine abstinence signifies that the man has more permanent capital than he had before. In due
time this instrument will wear itself out; and it will be followed by another instrument. Virtually,
though not literally, it will have created that other instrument; and the second instrument in the
series, as well as all following ones, will have come into existence without further abstaining acts.
When a loom in my cotton mill shall be discarded by reason of age and infirmity, | shall not be
forced to replace it by trenching upon my income and denying myself goods that | have been
accustomed to consume; for, in addition to the net income that the loom has earned for me, it has
provided a sinking fund which replaces itself without imposing on me any further burden. Not all
the creating of capital-goods, then, calls for abstinence. The starting of an entirely new series of
capital-goods does so; and the abstinence exhausts itself in calling the first one of the series into
being, for the later ones are virtually made by the first one. This is saying that abstinence always
calls a new bit of permanent capital into existence.

In modern economic literature there is a disposition to divide continued production into periods,
and to connect these periods with capital. Every bit of capital is, according to one form of analysis,
supposed to thrust itself between the labor of production and the beginning of consumption. This,
however, is, as we have seen, what capital-goods do. They separate labor, in time, from the
enjoyment that will be afforded when the particular thing with which labor is now engaged shall
be fully ripe for use; while capital, on the contrary, synchronizes labor and its fruits. We may
measure a period of production by the interval which a particular capital-good thrusts between
labor and its fruits. This is measuring it by the lapse of time between two different subjective
experiences—namely, the sacrifice from making a thing and the personal gain from using it. In
another way, we may measure the period by the duration of the instrument itself; and, if it is a
tool for aiding labor, we have to divide the life of it as we divide the life of a human being, into a
period of growth and a period of maturity. There is a time when it is taking shape under the hands
of workmen; and there is a later time when it is fulfilling its destiny by helping other workmen to
produce.

Capital-goods follow one another in an endless succession, and each one has its day. Capital, on
the other hand, has no periods. It works incessantly; and there is no way of dividing its continuous
life, except by using arbitrary divisions, such as days, months or years. There is nothing in the
function of it that can make a basis for such a division as we can trace in the life of capital-goods.
Capital, as such, does not originate, mature and then exhaust itself, giving place to other capital.
Goods do this, but funds do not. No permanent capital ever ripens and begins to minister to direct
wants: immaturity is of the nature of capital. Some raw materials, which are now capital-goods, do
mature in this way; though in doing so they cross the division that separates producers' wealth
from consumers' wealth; for when they are ripe and in use, they embody capital no longer.

In the reservoir that we have lately used as an illustration, every particle of water, separately
considered, has its period of production. It enters the pond at one end and slowly flows through it;
and here its function is to help in keeping the surface of the pond at a certain level—to keep what
is called the head of water, that drives the wheel, at a certain height. In the end, it passes quickly
through the wheel pit, and in an instant its productive function is over. That particular water has
thus reached the end of a period. On the other hand, a water power, as such, has no periods,
unless we make them arbitrarily by shutting the gates and stopping the mill at a certain part of the
day. If the power be used to drive dynamos that work day and night, there are not even such
arbitrary periods traceable in its action: the power is perpetual.

There has lately appeared in some discussions a use of the term "waiting," as a synonym for
abstinence; and the waiting that is referred to connects itself with the periods that define the life
of particular capital-goods. It is as though, when a man abstained, he began making for himself
some instrument of production that would have its day and would, in the end, exhaust itself in the
operation of giving to him consumers' goods. It is as though the man measured the length of time
that it would take for the instrument to run its course, and then weighed and counted the cost of
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waiting for his consumers' goods through such a period. It is as though he could not have the
consumers' goods till the period should be ended. After the instrument should have worn itself
out, it would then be necessary to make a new one; and in doing this the man would again
measure the period of its duration and would count the cost to himself of so much waiting.
According to this view, if the periods were long, there would be a great deal of abstinence, or
waiting, to be done in connection with a particular bit of capital; while if the periods were short,
there would be comparatively little.

This resolving of abstinence into waiting for consumers' goods, through the economic lifetime of
particular instruments of production, would be reasonable, if consumers' goods actually came in
that periodic way; but they do not. They come continuously; and they begin to come from the
moment when the instrument begins to act at all. From the moment when a gallon of water flows
into the upper end of a reservoir, the wheel at the lower end is made to move by the overflow
that there takes place. It is wholly unnecessary for the owner of the mill to watch the inflow, note
the time of it and calculate how long it will be before the particular gallon of water that then flows
in will reach the wheel pit. He is, in fact, relieved from the necessity of doing any waiting
whatever, in connection with the career of that particular bit of capital-goods. At the beginning of
the period he has no occasion whatever to look forward to the end of it, since nothing will happen
at the end that is not happening at every moment. There is a perpetual shifting of the identity of
the drops of water in the pond, and there is a perpetual working of the wheel; but, granting that
the rate of the outflow is given, the time that it takes for the water to get through the pond
signifies nothing.

A™ B c
A" B" c"
A B' C'
A B C

When the raw material, A, starts on its economic career, there is no occasion for calculating how
long it will be before that particular material will become A™ and pass into the hands of
consumers, to render the ultimate service for which it was designed. The moment that this A
appears on the scene, some A™ has been released from the capitalist's hands and has entered the
realm of consumption as an article of use. There has been an outflow of usable wealth. There is,
then, no need of calculating at the outset the ripening time of A. The consumer has not to wait for
it; and, even if the ripening were very remote, this fact would subject him to no inconvenience. It
is an actual fact that the length of periods of production defined by the life of capital-goods is a
matter of entire indifference, so far as the time at which consumers begin to get enjoyment out of
the production is concerned. If a reservoir is large, it will take a certain gallon of water a long time
to make its way through it; if the reservoir is small, it will get through more quickly, but it will do
its work of moving the wheel, by causing an overflow, as soon in the one case as in the other.

Let us, for another example, plant a forest of such slow-growing trees that it will take fifty years to
bring one of them to the point of maturity, at which it will be ready for cutting. Let us arrange the
trees in rows, and plant one row each year. During this part of the process there is waiting to be
done; though this does not mean that we must wait for any return whatever. The young and
growing trees have value; and this repays us for our labor, and does it promptly, as the labor
proceeds. This return, however, comes in a form in which we cannot use it for consumption. We
must at least wait for our firewood. After fifty years the cutting begins; and now all waiting is over.
We may cut every year a row from the ripe end of the forest and plant a row at the opposite end.
From this point on, the long period involved in the ripening of the trees loses its importance. The
setting out of a new row of trees is now a very different thing from the planting of the original row
fifty years ago; for in a sense the present planting yields firewood at once. It replaces the row that
we now cut, and prevents this cutting from trenching at all on the capital represented by the
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forest; and it would have this effect if the trees required five hundred years for maturing instead
of fifty, provided only that there were, in that case, five hundred rows in the forest. As tree
planters, even in that case, we should have no more waiting to do than we should now have if we
could sow acorns, and, by magic, cause them instantly to become five centuries old. The time that
will be required for the ripening of the particular trees that we are now setting out has lost its
importance, since we are not dependent on those particular trees. If the forest will yield us any
other mature trees in equal number, it is enough; and it will do this so long as we keep unimpaired
our permanent capital, in the shape of the forest; and the planting of the new row and the
ripening of the older ones, as they take place each year, have the effect of thus preserving the
forest. If the process goes on, it will continue to the end of time in the same condition—as a forest
arranged in graded rows of different degrees of maturity. So far as the industry that is spent on
them is concerned, it is every year the same—planting one row, cutting one row, with no waiting
for the newly planted trees to ripen. All the waiting that was done was involved in getting this bit
of arboreal capital into the condition in which it should perform its function.

If the industry represented by the column of A's in our recent table, were of such a kind that it
took fifty years for an A to become A™, and if, on the other hand, a B could become B™ in one
year, the first industry, when once it should be in running order, would impose no more waiting
upon any one than would the second. There would be daily a creation of a new A and a new B; and
there would be daily a yielding up of an A" and a B to consumption. It is, in short, the genesis of
new capital that requires abstinence. The maintenance of it, the mere renewal of the wasting
tissue of it, does not require abstinence. The duration of particular tissues has no effect on the
amount of the abstaining. We have seen that the making of a new instrument, to take the place of
an old one, imposes on the owner no such sacrifice as that involved in making the original one; for
the reason that the instrument virtually, though not literally, makes its own successor. The loom in
the factory that is worn out and is about to be replaced has, during its career, earned its share of
dividends for the stockholders of the mill and, besides this, has earned for them a sum that will
buy a new loom. It is not necessary, therefore, to take the cost of the new loom out of the
stockholders' incomes. That would impose on them the necessity for a genuine act of abstinence,
and that only would do so. If the loom had not done what well-selected machines always do,—if it
had not created a fund to replace itself,—then it might have been necessary to assess the
stockholders for the cost of new machinery. That would have made them abstainers; for it would
have caused them to trench upon their incomes and to forego some consumers' goods.

Abstinence, then, originates new capital: it diverts income in money from the expenditure that
would secure goods for consumption to that which secures instruments of production. This is the
same thing as saying that abstinence consists in taking one's income in the form of producers'
goods—electing to take draft horses instead of driving horses, trading vessels instead of steam
yachts, factories instead of pleasure palaces, always as a part of the income of the men who do
the abstaining. The effect of this is to put such a series of codrdinated capital-goods as the trees,
the gallons of water and the A's, etc., of our illustrations into working order. Once the abstaining is
done, no further diverting of income is involved. The keeping up of the series of capital-goods is, in
a sense, automatic. The mill, the ship, etc., virtually replace themselves as they are worn out; and
these facts signify that, in a static condition, capital-goods would be created forever in limitless
variety and number, but that no capital would be created. No net addition to the fund of
productive wealth could then be called into existence. This takes place wholly under dynamic
conditions, and it is a typical and important part of what constitutes economic dynamics.
Abstinence is the relinquishment, once for all, of a certain pleasure from consumption and the
acquisition of a wholly new increment of capital. The particular enjoyment that the man might
have had, if be had spent his money for consumers' goods, he will never have if he saves it. He has
abandoned it forever; and, as an offset for it, he will get interest. In the absence of disaster, the
new capital will create its outflowing product thenceforth forever.

60



It has been customary to regard abstinence as an "economic merit" and to justify interest on the
ground of it. In our view, such an argument is not necessary. If we reduce society to a static state
and keep it so, every bit of capital that society owns will have inherent power to create wealth. If
the men who own the capital keep it in their own hands, they will get the product of it; but if they
loan the capital, they virtually sell the product of it, and they may ask for an equivalent, as they
would do in making any other sale.

To every one who has a larger income than is necessary to sustain life, is presented the option of
taking, as part of his income, something that will give pleasure for a time and then utterly perish
or, on the other hand, of taking something that will never in itself give any pleasure, but that to
the end of time will create, every year, a quantity of other things that will do so. It is nature, and
not human institutions, that offers this choice. It is not a government that says to a solitary hunter,
"You may pursue game on foot and catch what you can of it, or you may make a bow and thus
secure more." It is the nature of the bow to add something to the hunter's product; and,
moreover, it is the nature of it to add enough the product to enable him to take time to make
another bow, when the first one is worn out, and still have more game for his own use than he
could have had otherwise. The laws of matter, in short, make capital productive. Being productive,
it may make over its product to the owner directly or it may make it over to some one else, who
will pay the owner for it. Paying interest is buying the product of capital, as paying wages is buying
the product of labor. The power of capital to create the product is, then, the basis of interest.

The fact that the product of capital is salable, is of great importance in furnishing a motive for
abstinence. There will come times when the owner cannot use it. Men perish, but capital remains;
and, though it may pass into the hands of young children or of others who cannot personally use
it, the inheritors will still get the value of the product, if they loan the capital and thus sell the
product to others. This reveals the motive for accumulating productive wealth. It is to get an
income that will never cease; and it is, therefore, to get an income of which all but a minute part
will go to others than the one whose abstinence has created the capital. A fraction of itself the
capital will earn every year; and, in the absence of disaster, it will do this to the end of time—
infinitely longer, that is, than any man's life.

In assuming the static, condition of society, we assume also the absence of those disasters which
would destroy capital; and we likewise assume a fixed amount of the capital itself and a fixed
earning capacity. If this static condition continues, the rate of interest will stand forever at the rate
current at the outset. This fixed condition cannot exist, however, unless the motive for saving
something from men's incomes is not equal to the motive for spending it. In the static state there
is no abstinence or creation of new capital; because, with the capital now on hand, men would
lose more by foregoing pleasure and making their fund larger than they would gain by doing so.
The whole subject of creating capital belongs, as has just been said, in the dynamic division of the
science of economics. The process involves a perpetual comparison between present pleasures
and an endless series of smaller pleasures, accruing mainly to the heirs of the man who abstains.

A recent and brilliant theory12 connects the rate of interest with the length of what is called the
period of production, or with that interval which, as we have noted, thrusts itself between the
labor and the concrete fruits of that particular labor, whenever a man makes an instrument of
production. When the man begins to sharpen a stone for the making of a rude hatchet, one of
these periods is said to begin; and when the tool has completely hacked itself to pieces, leaving no
other result than firewood for the owner's comfort, the period is supposed to end. The longer the
average period becomes, the smaller becomes the interest. In reality, however, there is a
successor of this first hatchet to be considered. It is the virtual product of the first one; and it
continues to embody the same bit of permanent capital that the first one embodied. The period of
production of this capital is not bounded by the life of any one concrete instrument. If the first
hatchet was made by labor, without any capital created still earlier, then the life of the unit of
productive wealth has a beginning; but it has no end. Its existence is bounded on one side, but not
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on the other. When we create a bit of new capital, we start another endless period: we do not
lengthen any period that has already begun. We may thus go on adding tool after tool to our
equipment, till we create the complicated mechanism with which society is now working; we may
continue the process, and elaborate the mechanism without limit; but we shall have added not
one day to the period that intervenes between the abstinence that created the first tool and the
enjoyment that will mark the virtual end of its economic career or, rather, that will mark the end
of the productive action of the true capital that the first crude tool represents. There is, in fact, no
such end: with a single bit of permanent capital launched upon its economic career, the lifetime of
the capital, in the static state, is endless.

The one thing that we can do is to bring new bits of capital into existence and to start them on
similar endless periods. After the hatchet we may make a spade; and it, in turn, will have furnished
us with another spade by the time its work is done. We shall thus find that we have started a
second endless series of capital-goods; and this is saying that we shall have doubled the amount of
our contribution to the capital in permanent existence. It is, in short, possible to add to the units of
capital that are to exist through the ages; but it is not possible to add to the ages through which
capital exists.

If we disregard the action of an instrument of production, in virtually creating its own successor,
and say that the period of production connected with such an instrument commences when some
one begins to make it and ends when the owner throws it away, then we have periods of finite
length to deal with; but now we encounter the difficulty that adding to the length of such periods
does not necessarily add to the amount of capital in existence. If it does not do that, the increase
in the average length of the periods does not have the effect that the brilliant Austrian economist
attributes to this lengthening; for it does not reduce the rate of interest. This might, indeed, be
high when the periods were long, and low when they were short. It is, however, when the quantity
of permanent capital increases that interest falls. Many instruments that last a short time may
embody as much capital as do a few that last a long time. If we were to substitute a dozen ferry-
boats for a single bridge of solid masonry, we might have the same amount of capital that we had
at the outset; and if all adjustments were quite natural, we should get the same rate of interest.
Yet the periods of production—as defined, not by the lifetime of capital, but by that of particular
capital-goods—would have grown appreciably shorter.

Professor v. Bbhm Bawerk's view is that short periods are highly productive, that longer periods
are less so, and that every addition to the average length of the periods adds less to the products
of industry than did the preceding additions. In our view, every addition to the quantity of
permanent capital in existence adds less to the product of industry than did the preceding
additions. In our view, also, the average length of such periods as we are now considering might
conceivably be made either longer or shorter, without affecting either the quantity of capital in
existence or the rate of its earnings; for the period connected with the duration of capital itself
cannot be lengthened. Here is a dilemma. If we measure productive periods by the duration of
true capital, they are endless. If we measure them by the lifetimes of particular capital-goods, they
may be lengthened or shortened without affecting the rate of interest. The deeper fact in the case
is, that the periods which are measured by the duration of capital-goods have no significance as
affecting the amount of waiting for the pleasures of consumption that a capitalist is supposed to
do. Once the series of capital-goods is created and set working, there is no further waiting to be
done. In its permanent static function, capital does not make any one wait, although in its origin it
causes its creator and owner to begin a period of endless waiting. Abstinence, in short, means a
perpetual surrender of something, and not a mere deferring of it.13
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Chapter X
Kinds of Capital and of Capital-Goods

Capital has been classified as "fixed" and "circulating.” These terms properly describe two distinct
parts of the permanent fund of true capital, rather than two kinds of capital-goods; and in proper
thought and speech the totals are more frequently employed in this way. Thus, a merchant is said
to have fifty thousand dollars in fixed capital and two hundred thousand in circulating. In scientific
usage, however, these terms have been made to describe two varieties of capital-goods; and here
again there has resulted some of that confusion which never fails to result where the two different
conceptions that attach themselves to the term capital are used vaguely and interchangeably. It is
particular kinds of instruments that, as economists have told us, are fixed capital, and certain
other kinds that are circulating. Buildings, machinery and the like represent the former genus; and
raw materials, unfinished goods, etc., the latter.

In a rude way, these terms describe the behavior of two different kinds of working instruments;
and the scientific nomenclature has something to justify it. The plane that is in the cabinet-maker’s
hand may be fixed there, in that it does not need to leave the man and betake itself to another
owner, in order to do its productive work. But the board that the carpenter is planing may have to
change ownership, since the chances are large that the man is working on an article for another
person. In this way it comes about that some of the working instruments seem to do what may be
rudely described as circulating, and others do not. In reality, however, there is no true circulation
in the case of any of these instruments. A table, when it has been finished in the cabinet shop, may
go straight to the house of the man who is to use it and stay there. All the circulating that it will
have done is thus reduced to a single movement from one proprietor to another. Capital-goods, in
fact, with a single exception, do not truly circulate. The exception is money; for coins, bank-notes,
etc., necessarily pass from hand to hand indefinitely in performing their functions. A commodity of
any other sort circulates as little as it can. There is, indeed, a waste in having it pass from hand to
hand: the more directly it can go from the man who makes it to the man who is to use it, the
better it is for society. It may be necessary for it to pass through a few changes of ownership in the
making—and rather more of such changes are likely to be required where industry is highly
organized than where it is not so; but in a given stage of social organization we have given
methods of production. With the methods thus given, the less the article circulates the better.

Another distinction—one that was once used by Mr. John Stuart Mill and is still common in
economic treatises—asserts that fixed capital, meaning fixed capital-goods, can be used many
times; while circulating capital can be used only once. Thus, the carpenter, it is said, may often use
his hammer for a while and then lay it aside. He may keep it day after day, year after year, and
drive countless nails with it; but, on the other hand, when he has once nailed together the boards
that are to make a chest for some customer, he will part with the boards in their new form and will
never see them again. The materials are, then, said to be circulating capital, and the hammer, fixed
capital.

This distinction is a vague one. What constitutes a "time"—as the term is above employed—in the
using of a tool? It is obvious that a man can take a hammer, use it and then lay it aside as many
times as he will; but he can treat raw materials in the same way. He can begin working on a board,
cease and begin again. To have any value this definition should complete itself—as, in some forms
of statement, it does—by saying that goods which constitute circulating capital cannot be used
more than once without undergoing a change of character. Under the successive manipulations of
the carpenter the rough board becomes, first, a smooth one, and then a part of a chest; while the
plane and the hammer remain unchanged, except by unavoidable wear, however often they may
he used. If we thus define the "time" that a capital-good is used by some change that takes place
in the condition of it, we shall have attained a measure of truth. The goods that embody fixed
capital can, in fact, be used repeatedly without any change in their economic status, while those
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that embody circulating capital acquire a new economic status at every use. If we describe the
character of this change of condition that such goods undergo, we shall make the essential and
clear distinction between the one genus of capital-goods and the other.

There are two opposite ways in which capital-goods aid production. Some things, like artisans'
tools, help to fit for use the matter furnished by nature. They have an active, rather than a passive
function to perform, for they impart utilities to other things. Machines that transform matter,
vehicles that move it and buildings that protect it—all come in this category; and so do all
appliances that, in the war between man and nature, range themselves on the side of man and
help him to subjugate resisting elements to his use. These instruments constitute the active
variety of concrete capital.

The materials on which implements work, on the other hand, are mechanically passive. They
receive utilities, instead of imparting them; they undergo modification, and themselves modify
nothing. In the contest between man and nature, they range themselves on the side of nature and
maintain a receptive attitude toward man and his active appliances. Cotton is thus passive, while
the spindle is active; bar iron is passive, while the roll and the hammer are active; and thus
throughout the field of industry the character of the process itself draws a line of demarkation
between actively working instruments and passive materials—between man's weapons of offence
and nature's subjects for defence, or her elements that are undergoing subjugation. The class of
passive instruments includes not merely the crude matter with which industry begins, but the
products that pass, in an unfinished state, from one working group to another. It includes not only
ore, but iron, and not only wool, but yarn, cloth and even ready-made garments awaiting
purchasers. It includes all the stocks of merchandise that, in the hands of dealers, are awaiting the
minor utilities of form, place, etc., that are necessary in order to make them entirely ready for final
consumption.

This distinction underlies the one usually made between so-called "fixed" and "circulating" capital.
Instruments that have been rated as fixed capital—buildings, tools, etc.—have active industrial
functions to perform; while those which have been rated as circulating capital have passive ones.
Practical thought, however, does not usually apply the terms fixed and circulating to capital-goods,
but applies them to different portions of the permanent fund of true capital; and here, again,
common usage bears the test of careful analysis. Concrete things, as we have seen, do not
circulate in any true sense. They go through a series of hands into the possession of users, and
remain there. There is, however, something that truly circulates. True capital passes through an
endless series of outward forms. We have called it a permanent fund, and it is so; but it
perpetuates itself only by passing continually out of one body into another. It lives by
transmigration; and its movement must be as perpetual as its life.

It should be noted, and in current discussions of this subject has often been noted, that the raw
materials which enter into a tool make a transition from one variety of concrete capital to the
other. The hammer that goes from the hardware merchant's shop to the blacksmith's forge is said
to become fixed capital, after having been circulating capital. What is clear is that it thus takes on
an active economic function, after having had a passive one. It pounds hot iron and imparts utility
to it. The steel that is a capital-good of the passive kind when it is in a bar becomes active when it
is in a hammer. At any particular time it is easy to see on which side of the line a thing belongs, for
its function distinguishes it—it is either imparting utilities or receiving them. We shall, then, always
designate the two kinds of capital-goods, according to their functions, as active and passive.

Some idea of this distinction is probably present in the mind of nearly every one when, keeping
the old nomenclature, he makes an effort to say what particular things are "fixed capital" and
what things are "circulating capital." Instinctively he selects as an illustration of the former an
engine, a tool, a building or something else that is not getting ready to be worn, or eaten or
otherwise consumed in the direct gratification of wants. The essential thing about such an article is
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that it will never "ripen."” It will never be like mature fruit, which is good for nothing but to delight
a consumer's palate and replenish the wasting tissues of his body. Goods of the active kind never
grow any riper in the performing of their functions. At the outset of their careers they are well
removed from the possibility of being directly consumed, and they never get any nearer to it. They
are always man's active auxiliaries in the onerous operation that he undertakes when he reduces
the passive materials of nature to a serviceable condition. The mill will never be eaten, but it will
always help a man to get something to eat.

The terms fixed and circulating, however, are not to be discarded, for there is an exact way to use
them. We have said that they properly apply to two portions of the fund of permanent capital.
There are, in fact, three parts of this general fund, each of which is unlike the others in the matter
of circulation. There is one part of the fund of capital that is destined to circulate forever, as
rapidly as its owners can make it circulate; there is another part that circulates as slowly as its
owners can make it; and there is still another part that does not circulate at all. These two latter
portions we may group under the term fixed capital, and call the first part circulating capital.

If a business man were to say, "l have a circulating capital of fifty thousand dollars,” he would
mean that the fifty thousand dollars are in the shape of goods that he is interested in selling as
quickly as he can—finished goods in his warehouse or unfinished ones in his mill. He must put his
particular touch on them, thus imparting to them a certain utility, and then make haste to be rid of
them. When he is thus rid of them, the capital that they represented will have taken the shape of
new goods like them. The oftener this capital shifts its forms, the better it is for the owner. The so-
called "nimble sixpence" is profitable. If the man has a fixed capital of fifty thousand dollars, this
sum is in forms in which it will stay as long as the man can keep it there. The sooner the shoes in
the factory are finished and sold, the better; but the machines that are finishing them are not
better for having to be quickly shifted. The "sixpences" that are in them do not gain by being
nimble: it is the "slow shillings™ that are here the best.

Of the fixed capital of fifty thousand dollars some is, perhaps, invested in land, and this will never
wear out; some is in buildings, and these will wear out slowly; and some is in tools and machines,
which will wear out more rapidly; but the essential fact about them is, that it is not good for
production to have them wear out at all. This sum of fifty thousand dollars may be forced to
change many of its forms of investment; but the change is unwelcome to the owner, and he will
put it off as long as he can. He must, however, come to it in the end. All capital, except the part
that is invested in land, lives by transmigration. It must eventually cast off one set of bodies and
put on others. Not even in a massive building will capital stay forever, since even this will perish by
degrees. It may be replaced by degrees, so long as the structure is kept in repair; but even this
involves a shifting of the substance of it, and ultimately it will be destroyed and replaced
altogether. Capital, then, does some circulating, even when it is embodied in substantial and active
tools of production. The thing that separates fixed capital from circulating, it thus appears, is not
the absolute length of time that the fund stays in one set of bodies: it is the fact that, in the one
case, the operation of circulating is productive, and the man causes the movement to go on as
rapidly as be can; while in the other case the circulating is not productive, but wasteful. The fact
that a mill wears out, and has to be reconstructed or altogether replaced, does not, of itself,
contribute to production. It is not a welcome fact in the experience of the owner of the mill, and
he permits it to occur only so far as it is unavoidable.14

We are now prepared to test the relation of capital of every kind, as well as of capital-goods of
every kind, to wages. The separation of these two problems will save us from encountering
difficulties that have often baffled inquirers and made absurdities plausible. In particular, we shall
avoid all difficulty connected with either the wages-fund doctrine itself or any of the collateral
fallacies that have attached themselves it.
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Is there any capital that is simply a "fund for the maintenance of labor"? Is it true, as Adam Smith
said, and as a hundred others have repeated, that the natural way to originate capital is to heap up
food enough to live on for a long period and then, during that period, to make something useful,
like a boat, a hut or a tool? Is stored food the original capital? By our test, capital, if it is in what
can be called food at all, must be in food-stuff that is really a raw material of industry. Wheat is a
capital-good of the passive kind, for it receives utilities; and so do flour in the grinding, bread in
the kneading, meat in the baking, etc. If it is not raw materials, but food in the full sense of the
term,—something which neither receives utilities itself nor imparts them to other commodities,
and which has nothing further before it but to be eaten,—it is not capital at all. The traditional way
of studying the subject of capital has put before the mind, as the first and most typical form of it,
something which has nothing to do but to exhaust itself in satisfying consumers' wants. If such a
thing is to be rated as a capital-good at all, this can only be by that curious and perverse
conception of the laborer as an engine, and food as the fuel that keeps it running. Meat is as coal
for this wealth-creating machine.

One obvious difficulty here is on the teleological side: What is the end of the whole economic
process? We have said that it is utilization. It is the gratification that shows itself in the nervous
sensations, and the higher sensibilities of the consumer. If, afterward, the consumer works, this
labor is not to be considered as impelled by the food that he has eaten; it is induced by the further
food that he will afterward obtain and eat, and by very much besides mere nutriment that he will
otherwise enjoy. The food that is to follow labor is one of the lures to labor and, in that sense, is
the cause of it. The food that precedes the work is, in any normal teleology, the cause of nothing
except an effect in the person of the eater. With the eating, one economic cycle ends; for the
activities that have fallen within that cycle have produced their consummate effect. When, with
the opening of another day, more labor begins, it is the starting of a new cycle; and this will end,
as the former one ended, when the man consumes the fruits of it.

This, however, is not the most conclusive reason why food, as such, should not be regarded as a
capital-good, or as a form of investment of any part of the permanent fund of capital. It may,
indeed, be possible to carry through an entire study of economic science the conception of
phenomena arranged in an abnormal order; and it may even be possible to do something in the
way of solving practical problems, while one is working under the disadvantage of having his
theories colored by an illogical teleology; but the conclusive objection lies in the fact that no such
store of food for laborers anywhere exists. The recurrence of the winter season makes it
necessary, indeed, to store raw materials for food during the time when the earth does not
produce them. The material so stored belongs to the passive variety of capital-goods: in other
words, it embodies some of the circulating variety of permanent capital. It receives utilities until it
is finally made into food proper and served on the table. Wheat gets "time utility" by being stored
in the elevators until it is wanted for grinding; and its value is all the while increasing, as it is when
it gets form utilities in the grinding, place utilities in the carrying and further form utilities in the
baking.

Wherever there is intermittent production, a store is, of course, needed to insure continuous
consumption. The tank that is pumped full once a day may discharge an unbroken stream during
all the day; and in this way a store of such goods as are produced only at intervals may, in
felicitous words suggested by President A. T. Hadley, "translate an intermittent flow of production
into a continuous flow of consumption." In a similar way, a store of such goods may be
accumulated by a slow and continuous production, and may then be used up by one quick act of
consumption. The reservoir may be filled by a constant trickling stream, and may empty itself once
a day in a single rush through the flood-gate. Fireworks may be made during the year and used on
the Fourth of July. Here a continuous flow of production is translated into an intermittent
consumption; and many kinds of goods that are usable only during one part of the year illustrate
this process.
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It is a store of a different kind to which the theory under consideration refers. Independently of
any question as to whether production is continuous or intermittent, the view has been presented
that capital is originally and typically a store to be drawn on for the sustaining of labor. With
production and consumption going on steadily and at uniform rates from day to day, this feeding
of men from a store must, as has been said, take place.

The storing that raw food-stuffs undergo, by reason of the periodicity of agriculture, is, in its
nature, in sharp contrast with that different kind of storing which Adam Smith and many others
have cited as a typical mode of originating capital. This supposed store is made distinctly for
"laborers," and it is made only by capitalists. The object of it is the using of the laborer as a piece
of productive machinery. It is supposed to take place not at all because of the periodicity of the
harvesting season, but because of the relation of capital to labor. Some one gets capital in the
form of food, in order that he may feed a day laborer and thus obtain capital in some other form.
The laborer is a transporter of capital-goods; and such a storing of food as this, if it were necessary
at all, would be necessary even if the season were such that we could plant wheat every day of the
year and harvest some of it every day in the year.15

A™ B c
A" B" c"
A B' C'
A B C

Let A, again, be the raw material that will become successively A, A" and A™, and in the last-
named condition will be ready for consumers' use. Let the B's and the C's represent other articles
in parallel stages of the producing process. There are men, both laborers and capitalists, who
make the raw material, A; there are other men who transform A into A"; and each one of the
transformations that follow is effected by one class of producers, with the needed tools, buildings
and other appliances. There is a series of productive establishments, organized in a similar way,
engaged in producing B and in transmuting it successively into B', B" and B™. There is a similar
series of producers creating and transforming the material, C. Each group consists of laborers,
capitalists and entrepreneurs. A™, B™ and C™ are goods in their final forms, quite ready for
consumers' use; and this, in logical consistency, requires that they shall be at the very last point in
their economic careers at which they are capital-goods at all. They are now in the retail shops
waiting for purchasers. If they take one step more, they will cease to be capital-goods altogether
and will become consumers' goods. Society, as the great producing organism, will have given them
up, and individuals, as consumers, will have them. There is, then, no form of capital that is not an
instrument in the hands of producing society. When the A™, the B"™ and the C'"' are taken by
individuals, as such, they thus become consumers' wealth.

If we adhere to our static hypothesis, and suppose that the quantity of capital and the quantity of
labor remain unchanged, that the methods of industry remain the same, etc., all income must be
regarded as ripened capital-goods of the passive variety. No one gets any income except what
comes in the form of A™, B" and C™, fully ripened; for taking capital-goods as a part of one's
income would be merely adding to capital, and this would be a dynamic process. Things which up
to the point at which they become income have been receiving utilities, and so have been
embodiments of circulating capital, make up every one's returns. Where, then, is the independent
and specially stored food-fund for laborers? Nowhere; the difficulty in recognizing it as a variety of
capital lies in the fact that it does not exist. The food, clothing and other income goods, for
laborers as well as for other persons, consist in the ever-ripening A™, B" and C"'. The material
tissue of circulating capital wastes, as some of it ripens into income, but it is at the same time
replenished by industry.
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It is most remarkable that the theory which assumes that goods are somewhere stored for the use
of laborers should not notice the fact that, if this were indeed true, there would have to be a
similar storage of income goods for the use of capitalists. The capitalist who is helping to make the
raw material, A, must have his daily income in the shape of A™, etc. He is making raw goods and
using ripe ones every day; and his position is exactly analogous to that of the laborers who are
working with him. Neither he nor they can eat, wear or otherwise use the crude stuff that they are
getting out of the ground. Three distinct productive periods must elapse before this identical
material will be usable, yet they must live in the interim. They must all, capitalists and laborers
alike, have a supply of A™, B™, and C™'. Must it be stored for them, to supply their needs until their
own raw stuff shall be ripened? We have answered that question. Of the instantly emerging A™,
B"™ and C™, a share goes instantly to the capitalists and the laborers at A. In neither case is any
waiting necessary. The point that we are now insisting on is that, if a store were needed to supply
the wants of the laborers in the sub-group that makes A, it would be needed, for precisely the
same reason, to supply the wants of the capitalist at A. The static hypothesis that capital is not
increasing means, as we have just said, that the whole net income of the capitalist class is used up
daily in the form of consumers' goods. It means, also, that capital is not diminishing; and that,
therefore, only the income of the capitalist, and not his permanent fund of productive wealth, is
available to supply his wants. He has, indeed, an ultimate safeguard against starvation, which the
laborer lacks; for by changing his plan of life he can use up his capital. But naturally he does not do
this, and the static hypothesis requires that he shall not do it. In this condition, he needs a store of
subsistence goods, if the laborers need one. For the reasons that have been fully stated, however,
neither of them needs such a store.

Goods that are receiving utility, on the one hand, and goods that are imparting utility, on the
other, exhaust the entire class of capital-goods. As they come and go in their endless succession,
they perpetuate the entity to which is here given the distinctive name, capital.

68



Chapter XI
The Productivity of Social Labor Dependent on its Quantitative Relation to Capital

Throughout this work the thing described by the term, capital, will be what a business man
understands by that word. It is a permanent fund of productive wealth, and is what is commonly
meant by "money" invested in productive goods, the identity of which is forever changing. The
articles that embody the fund are, like particles of water in a river, vanishing things; while the fund
itself, like the river, is the abiding thing.

Itis a striking fact that labor also is a permanent force—a fund of human energy that never ceases
to exist and to act. Men are as perishable as are capital-goods, but labor is as permanent as is
capital. The problem of wages has to do with the continuous earning power that the imperishable
agent, labor, possesses and will possess. The question is, What will labor create and get during this
year, next year and all the following years? if the rate of wages is hereafter to rise, this means that
labor will acquire, as the years pass by, an increasing power of production. The attention of
practical men is directed to the interests, the rights and the struggles, not of particular laborers,
but of labor in its permanence.

This enduring agent is not an abstract or an immaterial thing any more than is capital. We do not
view it as an action apart from an actor, for it consists of men in action. Moreover, the men, in
their capacity of consumers, get the benefit of their work, and they have the privilege of deciding
what forms their work shall take. Just as a capitalist determines what kinds of goods shall
constitute his productive wealth, so the laborer decides into what kind of productive action he
shall put his bodily and mental powers. He decides, that is, whether he will make of himself a
farmer, a miner, a weaver or a printer. The man as a consumer is the owner of the man as a
producer. He will put his powers into the particular kind of activity that, in his view, gives a
promise of yielding the largest product.

As the generations come and go, the forms that labor takes steadily change. The conditions of the
year 1800 demanded certain kinds of labor; those of 1900 demand different kinds. There are
youthful laborers coming continually on to the industrial stage; and, when the conditions of their
time are akin to those of their fathers' time, they may learn their fathers' trades. Even then,
however, they usually practise the trades in new ways; and where the conditions require it, they
master wholly new acts. Labor, the permanent personal agent, is as changeful in its forms as is
capital, the permanent material agent. As a worn-out instrument may be succeeded by one of a
different kind, so may a retiring laborer be followed by one who will do a different kind of work.
Men come and men go, but work continues forever. Because the men are changing, however, the
kinds of work change also.

There are, then, two permanent entities combined in the industry of the world. The one is capital,
or the wealth that continues forever by casting off and renewing material bodies—capital-goods.
The other is labor, which continues in a similar way. It is represented to-day by one set of men,
and tomorrow by another. Both of these permanent agents of production have an unlimited
power of bodily transmutation: they are changing their embodiment every year and every day.

What has here been termed economic dynamics compels both labor and capital to go through this
change. With new wants to be gratified, men must make new kinds of consumers' wealth; and
they must do this by working in ways and with instruments that are unlike the old. Mechanical
inventions alter the forms of labor and of capital. The centralizing process that supplants many
small shops by one great factory, and then gathers many such factories under one management,
does the same thing. Labor, as such, never stops; but certain forms of it stop and are succeeded by
others. Capital never goes out of existence, but certain forms of it perish and are followed by
others. These permanent producing agents are in endless self-transmutation.
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What has already appeared, and what greatly concerns us at this point, is the fact that any
increase or diminution in the amount of labor that is employed in connection with a given amount
of capital causes that capital to change its forms. Where there is a capital of five hundred dollars
for each worker, that fund is in one set of forms; and where there is a capital of a thousand dollars
per man, it is in a different set. Now, the labor changes its forms in the same way. The men who
are working with the smaller capital perform one set of acts, and those who have the greater
capital in their hands perform another set. Arts are always practised in new and changed ways,
when capital multiplies itself and takes the shape of costly and elaborate machinery. That the
relative amounts of labor and capital should change, means that the forms of both should change:
it means that each agent must fit itself to the other's requirements. Mutual adaptations are the
rule, wherever the two agents are combined.

We are now prepared to test the productive power that resides in the final increment of each of
these permanent agents. With a force of a thousand men, working for decade after decade, with
neither diminution nor increase, and with a capital of a million dollars, sustaining itself also
without deduction or enlargement, how large is the product that a unit of labor will produce? The
answer to this question, which furnishes the law of wages and interest, is: These incomes are fixed
by the final productivity of labor and of capital, as permanent agents of production.

There is a formula which has been used to explain the rent of land that we may well apply in a new
way. We may have a simple illustration, by disregarding, for a moment, the existence of that
auxiliary capital which labor needs in tilling the soil. We will suppose each worker to carry with him
a simple tool, of which the cost is too small to represent any appreciable amount of wealth.
Practically empty-handed, then, this labor applies itself to a piece of land, and creates an income
in the shape of a crop. This reduction of the auxiliary capital to a practical zero, be it noted, affects
no principle that we are studying; for the thing that we have to prove could be established
perfectly well, if we used a more cumbersome illustration, by assuming that the workers were
supplied with a complicated outfit of tools, seed, live stock, ate. The product that can be traced to
the last unit of labor applied to land affords, however, the most available, because the most
simple, illustration of the principle of the final productivity of labor.

It is a static standard of wages that we are now seeking. The field and the working force are
assumed to remain unchanged, while methods and environment also remain constant. What
permanent income are we, under these conditions, to attribute to the final unit of labor? We apply
the simplest test that can be made, when we take one man from the force and so dispose of the
remaining men that no appreciable disarrangement of the industry results from this withdrawal.
The field is still tilled in its entire area; but it is tilled less completely and the crop is, by a certain
amount, reduced. On the other hand, we may add a man to the force and rearrange the company
so that no misadjustment is occasioned by the addition. A more intensive cultivation of the field
now results, and in consequence there is a definite enlargement of the product.

The amount that is taken from the crop, when one cultivator is withdrawn from the force,
measures the effective productivity of every laborer of like personal capacity. It makes no
difference which of such laborers is selected for the test. The withdrawal of any one makes the
force by one unit smaller; and what we wish to measure is the reduction of the crop that the
taking of a unit from the working force occasions. No man can get more than his presence adds to
the product that the land and the labor could create without him.

It may be that there are differences in the kinds of work that different men do; and one man may
do what is indispensable to the securing of any crop whatever, while another does what is of far
less consequence. The man who drops seed cannot be dispensed with; but the one who gives to
the land the final touches that prepare it to receive the seed can be spared with less loss. Yet the
one laborer is of no more effective consequence than the other, so long as they are
interchangeable. Let the seed sower depart, and the other man will be put in his place. The crop
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will be the same as it would have been, if the worker in the less important place had been the one
to depart. In effect, the products of all men who are personally equal and interchangeable are
alike. The product that can be attributed to any one, as due solely to his presence, is tested by
taking him out of the force, rearranging the remaining workers and letting only the least important
kind of work go unperformed.

Now, if we can assume, for a moment, that this territory is a state by itself, and that workers do
not come to it from other industrial fields and do not go from it to others, the rate of wages is
fixed by what one man on this isolated plantation is effectively worth. A man can claim, not what
men are paid somewhere else, but what he virtually gives to his employer here. Only under such
circumstances are wages fixed by the product that is attributable to a final unit of labor.

If the assumed reduction in the working force be permanent, so that the force forever continues
smaller, the crop will amount to less, year by year, by reason of the reduction. A similar test might
have been made by adding a unit of labor, instead of taking one away. In that case, if the addition
be permanent and the force always continues by one unit larger, the average crop will be greater.
This enables us to measure the permanent income that is imputable to one unit of labor.

Itis the "final" productivity of labor, as thus measured, that fixes wages. This term, final, implies an
order of succession: it signifies that there is a first, a second and a last unit of labor to be
distinguished. By the common method of illustrating the law of value, there is a final unit of a kind
of commodity consumed by one person. We give to him one article of a kind, then another and
after a while, a last one; and we discover that they are less and less useful to him, as the series is
carried toward completion. The last unit has less of utility than any of the others. By a law that
Austrian studies have made familiar, the value of any article in this series of goods of one kind is
fixed by the utility of the final one—final utility universally gauges value.

This principle we have undertaken to apply to the productive powers of different agents of
production, and just now we are applying it to labor. We may, if we wish, arrange in a similar
imaginary series workmen who are of like personal capacity and can be changed, the one for the
other. We shall then introduce the men into the field one at a time, and see what product is
virtually created by each of them. With one man in a field of a given size, a certain crop will, on the
average, be secured. With two men, however, the crop will not be doubled; for the second worker
will create less than the first one. This reduction in the productivity of successive units of labor, as
they are set tilling a field of fixed extent, furnishes the basis for a general law.

It is, of course, true that, if two men can combine their labors so as to assist each other in essential
ways, such a diminution of their specific productivity may not appear. Two men make possible a
rudimentary organization of labor; and this is a new influence, of which a full study must take
account. If we start with one man quite alone on a very large tract of land, he may work at a
certain disadvantage; and a second man may so far remove this disadvantage as to insure more
than a double crop. A third, a fourth and a fifth man might contribute to the perfection of the
organization, and so hold somewhat in abeyance the law of diminishing returns that we have
cited; but in the end the law would assert itself. When there are twenty men in the field, for
example, the addition of a twenty-first will have no appreciable effect in improving the
organization; while, on the other hand, it will overcrowd and overwork the land. The mere effect
of this crowding is what we now have to study. We may disregard the gain that would come in the
earlier stages of the process, through the organization of labor; for in a large force it is the last unit
which fixes by its product the standard of wages; and what this unit does is not needed for the
perfecting of the organization.

In studying the mere effect of crowding the land with laborers, it is better at first to disregard the
gain that comes by organization. This gain we have to study by itself, in that division of the theory
which is to be devoted to economic dynamics. Organization, like mechanical invention, simply
improves the conditions under which the successive units of labor are applied. It is as though the
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new men brought better tools with them. If we are to isolate and measure the mere effects of
overcrowding the land, we must, however, assume that this and all other conditions remain for
the time being unaltered.

We will, then, assume that one man goes into a large field, then another and another, till in the
end there are twenty. We will assume that their methods of tilling the soil remain unchanged, and
we will disregard the enlarged power that, in the early stages of the growth of the force, they may
derive from cooperation. The whole process of thus building up a working force is, of course,
imaginary: it represents an unreal and one-sided process in economic dynamics. Nowhere can we
ever find such an experiment. A farmer would never actually place one man on two hundred acres
of land, leave him there for a year and measure the crop; and then, putting an additional man
there in the following year, measure the increase of the crop. He would certainly not continue
such an experiment for twenty years and so make of his farm a laboratory where the economist
might see, in complete operation, the law of diminishing returns from land under tillage. Having
twenty men at work on the two hundred acres, the farmer would, indeed, ascertain in some
experimental way how large a product is imputable to the twentieth one. He would test the final
productivity of labor; and he would find that the product due to the twentieth man's presence is
less than would be the product that one man would have called into existence, if he had entered
the field when it was less crowded. This fact is amply attested by experience, is confirmed by
deductive reasoning and is one of the undisputed truths of economic science. Land of a given area
and quality yields less and less per man, as more and more men are set tilling it. The simplest and
most natural mode of illustrating this law is to imagine the men placed in a field, one at a time, till
there are twenty of them at work. Each of them is thus seen to add less to the crop than did his
predecessor. The product that can be attributed to any one man grows steadily less, as the force is
thus built up to its full complement; and the amount that is due to the twentieth man is least of
all. If all men must accept as pay what this man produces, we have the solution of the problem of
wages.16

In a static state the working force continues forever, without addition or diminution; and methods
and conditions of production remain forever the same. The personnel of the force undergoes the
change of identity that must occur as one man dies and another replaces him; but the laboring
force, as such, suffers no change. The processes and the environment of the labor are fixed. There
is no building up of the force from a small beginning, and no change in its per capita product. Yet
the earnings of the men are fixed by the law of final productivity. This means, in reality, that every
laborer gets what would be lost to the employer if any one man now in the force were to stop
working. One way of measuring this final product of the labor, and at the same time presenting to
the mind a principle that governs the amounts of it, is to imagine that the force grows, unit by
unit, to its present size. Each unit, when it adds itself to the force, is for the time being the final
one; and it transiently sets the standard of pay. But when the last unit comes, its product becomes
the permanent standard; as the force is not further enlarged, and the pay of the men is not again
changed. The whole process is imaginary; but it illustrates two principles that together control the
fortunes of laboring humanity, namely: (1) At any one time wages tend to equal the product of the
final unit of labor; and (2) this product becomes smaller or larger as, other things remaining the
same, the force becomes larger or smaller. The former principle is static, and governs wages in
each period; while the latter is dynamic and, with other dynamic principles, controls the future of
the laboring class. Mere growth of population, without further change, is an impoverishing
influence.

How is it, now, that the product which is attributed to the last man fixes the pay of all the men?
Here we must be careful to make the conditions of our illustration conform to the facts of life. A
farmer hires his men in a general market, and pays a rate of wages that the market has in some
way established. He then puts the men into his field until, by the law of diminishing returns, the
product of the final man has become so small that it yields wages only. The rate of pay, be it
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noted, is fixed in the main outside of this farm; and the final productivity of labor on the farm is
made to conform to this rate of pay.

What if there were no outside market in which the rate of pay might be fixed? What if the farm
were the whole industrial field? This supposition would amplify industry, so as to make it
grotesquely unlike the actual world; but it would place in the clearest light the law of wages that is
at work in the actual world. If the farm were an isolated society, not selling its products and buying
others, and not importing labor at a rate of pay that was fixed outside of its confines, then the rate
of pay would be fixed within the farm itself, and by the final productivity of the labor there
employed.

Let there, for example, be an island of the sea not reached by ships, and having a fixed amount of
land and an unchanging population; and let it have no industry that needs to be considered except
agriculture. We need no one to tell us that this state is imaginary and grotesquely unlike the world
as it is. It is, nevertheless, like the world in this vital particular, that what is produced by the final
man in such an isolated population sets the wages of all men there. The effective value of any man
to his employer is what would be lost if he were to cease working. That amount—the effective
product of any man in the force—sets the standard to which the pay of labor generally conforms.
There is now no consulting an outside labor market—there is no importing into this community a
rate of pay that in some way is fixed in an environing world. We have made the community on the
island to be a world by itself, and have found that any such society gives to all laborers, as their
natural toward, what the final laborer produces.

We will next, to complete our illustration, make our plantation resemble the world in this essential
respect, that it is a completely organized society. We will make it vast in extent and will cause the
occupants of it to carry on, not agriculture only, but every industry. We will give to the community
its complement of smiths, carpenters, weavers, shoemakers, mirrors, printers, etc. We will supply
the needed capital and see that it takes the needed forms. We will make sure that each particular
industry has its proper part of the whole social fund, and we will carefully retain the condition
originally assumed—that the community is isolated from all others. It is a world in itself, and there
is no other accessible world from which it can derive its standard of wage. What, then, fixes the
rate of pay for labor? Clearly the final productivity of labor, as it is employed in connection with
the total fund of productive wealth in all the affiliated groups and sub-groups, or specific
industries. The product created by a final unit of social labor sets the standard of wages.

There is, in fact, no other standard to which pay can conform. When we were speaking of a farmer
a who obtained his laborers from an environing region of shops, railroads, etc., we found that he
would pay to his men what the shops, etc., pay; and he would employ so many of them that the
last one set working on the limited piece of land in the farmer's possession would earn his wages
only. Here the last man's product does not set the rate of wages, but simply conforms to the rate
that is imported from without. In a society that is a world in itself, the rate of wages cannot be a
borrowed one. The men cannot be lured into society from without and paid enough to induce
them to come, since there is no without in the case. The men are in the society from the first, and
must stay there; and all of them must be employed. Every one of them who offers himself to an
employer has something to offer to that employer, since he can increase the output of goods in
any establishment to which he may go. At some rate the employer will take him; and if
competition is perfect, the rate will actually conform to the amount that the man's presence adds
to the product of the mill, farm or shop in which he may be set working. If the man gives to an
employer more than he gets from him, an inducement is offered to other employers to take him at
a better rate of pay. Men in other occupations are in the same strategic situation, and the wages
of social labor equal the product of a composite final unit of it.

How is this product to be measured? Take away one social unit of labor, and see what is lost by
the withdrawal of it; or add one such unit, and see what is gained by the addition. In either case, it
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is possible to note the amount of product that is separately due to a unit of labor and to no other
agent. Let us, then, withdraw what we have called a social unit of labor. This is a composite unit,
consisting of some labor from every industrial group that the community contains. We will take
away cultivators of the land, smiths, carpenters, weavers, etc., in carefully adjusted proportions,
causing a final unit of labor to vanish from every specific industry.

As we take away laborers, we leave the capital everywhere unchanged in amount; but we change
the forms of it in every one of the industries, so as to make it accurately fit the needs of the
slightly reduced working force. There must be, if our test is perfect, no disarrangements caused by
the withdrawal of the unit of social capital. The whole of that capital must continue to be utilized;
and, therefore, when the departing men throw down their tools, these must not be left on the
ground, as representing so much wasted capital. If this were done, the departure of the men
would mean, not only loss of the product of a unit of labor, but the further loss of so much of the
products as was attributable to the tools that the men were using. The remaining men may have
no need of the abandoned tools themselves, but they do need the capital that these implements
embody. That we must save, and we do it by the transmuting process already described. The
abandoned pick and shovel become, by a miracle of transmutation, an improvement in the quality
of a horse and cart. There are fewer men digging; but they have as much capital as ever, and they
have it in a form in which, with their reduced numbers, they can use it. Similarly, in the mill there
are abandoned machines, and the remaining workers cannot set them running. The capital that is
in them can be utilized, however, if it will transform itself into an improvement in the machinery
that the remaining workers use. Everywhere there are fewer instruments, but better ones; and the
capital, as such, is not reduced by a jot or a tittle.

This hypothesis it is that tests the productive power of a unit of empty-handed labor—that reveals
the actual standard of wages. If a hundred men constitute the unit of social labor that we have
described, and if their departure reduces the product of all industries by a total amount that can
be stated as two hundred dollars, then that is the product that can be attributed solely to the work
of the hundred men. If they are typical men of equal working powers, two dollars a day make one
man's natural wages.

How ultra-imaginary is such a test of the productive power of labor! How far beyond possibility is
the actual creation of such to microcosmical society as our assumed plantation would constitute!
It would, indeed, be impossible to apportion the labor rightly among all the different industries
that, in a laboratory test of the wage law, would have to be represented, or to withdraw exactly
the right number of men from each of the industries, when the final unit of social labor should be
taken away. How nearly unthinkable is that essential part of the test, the prompt transmuting of
the capital into the forms that the reduced working force would require!

Yet all this is done in actual industry: the world daily accomplishes this miraculous thing,
automatically and without observation. By forces that run through its economic system, it gives to
each industry its due portion of the whole social capital. It puts that portion, in every case, into the
forms that the men of the group require. Wherever men become scarcer or more abundant, it
alters the forms of the capital to fit their needs. It makes an unconscious but real test of the final
productivity of labor; for it reveals what the world would lose, if a unit of labor were to withdraw
itself and if the capital were still to be fully utilized; and it makes the pay of labor conform to this
standard. In this process is involved a permanent fund of social capital, a permanent force of social
labor and an automatic adjustment of wages in each particular part of the industrial system, to
conform to the final productivity of labor as a whole.

NOTE.—If in this static study we could allow the eye to range forward and take in a view of the
part of the field where changes are going on, we should see that the very formula that describes
the present natural standard of wages reveals one of the cardinal influences that cause this
standard to rise. If capital becomes abundant, while the supply of labor remains stationary, the
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same effect is produced as if the supply of labor diminished, while that of capital remained
unchanged. It is the reverse of the effect that comes front crowding an environment with workers,
and it makes the efficiency of one man grow larger, instead of smaller. The richer the world is in
capital, the richer the worker is in productive power. Into this region of thought we may not now
go; but what we may properly note is that at every point in the period of growing wealth, labor
will find its natural rate of pay fixed by the law that we have now before us. Fifty years hence
wages will be higher than they are to-day; but they will be fixed by the final productivity of labor in
that later and more fruitful industrial state.
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Chapter XII
Final Productivity the Regulator of Both Wages and Interest17

Instead of the plantation in our late illustration, we will think at once of the world, with its
innumerable industries and its complete outfit of agents and appliances. It is, of course, isolated,
since neither products, workers nor instruments can migrate to it or from it; and the rate of wages
that it affords must be determined entirely within itself.

We can now derive an advantage from the imaginary process of supplying the labor for this
community, unit by unit, provided that we can do this without getting the impression that the
action of the law of final productivity depends on it. This is only one way of illustrating the action
of that law. The actual and practical test of the productive power of one unit of labor is made, if
one unit only is taken out of a complete force and if the ensuing reduction of the product is noted.
This test we have already applied. It is for the sake of having a more complete view of the action of
the law of final productivity that we now build up a working force, unit by unit, leaving capital
unchanged in amount, though changing in its forms with the arrival of each new unit of labor. We
will let a thousand workers constitute each increment of labor, and let farmers, carpenters, smiths,
weavers, printers, etc., be represented in it in carefully adjusted proportions. Every occupation
must have its representatives, and the comparative number of them must be fixed according to a
law that it will soon be our duty to study. All that we now need to know about this law is, that it so
apportions labor among the different groups and sub-groups that the productive power of labor is
brought to a certain uniformity is the various occupations. Common and adaptable labor is made
to produce as in much in one sub-group as in another.

Give, now, to this isolated community a hundred million dollars' worth of capital, and introduce
gradually a corresponding force of workers. Put a thousand laborers into the rich environment that
these conditions afford, and their product per capita will be enormous. Their work will be aided by
capital to the extent of a hundred thousand dollars per man. This sum will take such forms as the
workers can best use, and a profusion of the available tools, machines, materials, etc., will be at
every laborer's hand. If we were to try to imagine the forms of productive wealth that such a
condition would require, we should bring before the mind a picture of automatic machinery, of
electrical motors and of power obtained from cataracts, tides and waves. We should see chemical
wonders performed in the preparing of materials, the creating of soil and the like. We should place
the worker in the position of a lordly director of natural forces so great and so varied that they
would seem more like occult powers of the air than like tools of mundane trades. All this,
however, is only a picture of what would be slowly and remotely approached, if capital were
quietly to outgrow population and were to reveal its power of taking the forms that the needs of
the relatively few workers would require. Something like this is the goal of natural economic
tendencies.

Add, now, a second thousand workers to the force; and, with the appliances at their service
changed in form—as they must be—to adapt them to the uses of the larger number of men, the
output per man will be smaller than before. This second increment of labor has at its disposal
capital amounting to only half a hundred thousand dollars per man; and this it has taken from the
men who were formerly using it. In using capital, the new force of workers goes share in share
with the force that was already in the field. Where one of the original workers had an elaborate
machine, he now has a cheaper and less efficient one; and the new workers by his side also have
machines of the cheaper variety. This reduction in the efficiency of the instrument that the original
worker used most be taken into account, in estimating how much the new worker can add to the
product of industry. His presence has cheapened the instruments used by the first set of workers
and has taken something from their efficiency. His own share of the original capital, as it is made
over to him by the workers formerly in his immediate part of the field, consists also in the cheaper
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and less efficient instruments. For two reasons, therefore, he brings into existence less wealth
than did one of the first division of laborers.

All over the field the hundred million dollars has, as it were, stretched itself out to meet the needs
of a double force of workers. Of some kinds of tools there are now twice as many as before; but
they are all less costly and less efficient. Cheaper buildings and more of them, is the rule. Railroads
have more curves and grades less durable bridges and, in general, less substantial plants. There
are two sailing vessels, where there was formerly one steamer; and there are two wooden ships,
where there was one of steel. The capital of the community, without changing in amount, has
taken a form that is more extended than its earlier one—the instruments are everywhere
multiplied and cheapened.

We must be careful as to the arithmetic of the change. The product that can be attributed to this
second increment of labor is, of course, not all that it creates by the aid of the capital that the
earlier division of workers has surrendered to it; it is only what its presence adds to the product
previously created. With a thousand workers using the whole capital, the product was four units of
value; with two thousand, it is four plus; and the plus quantity, whatever it is, measures the
product that is attributable to the second increment of labor only. There is a minus quantity to be
taken into account in calculating the product that is attributable to the final unit of labor. If we
take, first, all that it creates by the aid of the capital that is surrendered to it, and then deduct
what is taken from the product of the earlier workers and their capital by reason of the share of
capital that they surrender to the new workers, we shall have the net addition that the new
workers make to the product of industry.

With the vast capital utilized, the product that the new unit of labor adds to the product that could
have been had without it will be very great, though it will be less than was created by the first unit.
Every man in the new working force produces enough to rival a fortunate gold hunter. Add
increment after increment of labor, till the force is decupled; and the product that is due to the
last of the addition is still great. Continue to add to the force till it numbers a hundred thousand,
having still the hundred million dollars’ worth of capital, but in changed form. The workers are
then about as well equipped as are those of the United States at the present day. The last
increment of labor may be supposed to add to the product that the society would have realized
without its aid about as much as a working force of the same size, in this country, could separately
create, by adding itself to the force already employed.

If, now, this hundredth increment of labor is the last one that the isolated society contains, we
have the law of wages. We have set the population working till no reserve exists from which we
can get more. The last composite unit of labor—the final division of a thousand men—has created
its own distinguishable product. This is less than the product that was attributable to any of the
earlier divisions; but, now that this section of the laboring force is in the field, no division is
effectively worth any more than is this one. If any earlier section of the working force were to
demand more than the last one produces, the employer could discharge it and put into its place
the last section of men. What he would lose by the departure of any body of a thousand men, is
measured by the product that was brought into existence by the last body that was set working.

Each unit of labor, then, is worth to its employer what the last unit produces. When the force is
complete, no one body of a thousand men can withdraw without lessening the product of the
whole society by the same amount that we have attributed to the one that we last set working.
The effective value of any unit of labor is always what the whole society with all its capital
produces, minus what it would produce if that unit were to be taken away. This sets the universal
standard of pay. A unit of labor consists, in the supposed case, of a thousand men, and the product
of it is the natural pay of a thousand men. If the men are equal, a thousandth part of this amount
is the natural pay of any one of them.
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We are seeking, of course, a static standard of wages; but the process that gradually builds up a
force of laborers from a thousand to a hundred thousand, and causes capital to modify its forms as
the increase of the force goes on, is not a static process. It is a dynamic operation which brings the
working force up to its static complement. From the time that the force is complete, however, we
leave it unchanged: we let the static condition thus attained continue forever. The importance of
going through the illustrative dynamic process, and making up the permanent force unit by unit,
lies in the clear view that this gives of the product that can be attributed to the "final" unit.

Actually, no unit is last in time. The hundred thousand men, with the hundred million dollars'
worth of capital, work on year after year, and no one division of a thousand can be singled out as
constituting the particular division whose product fixes wages. Any one such body of men is always
worth to its employers what the final division would produce, if we were to set them working in
such an order of succession as, for illustration, we have described. That the men will get this
amount, is insured by employers' competition. The final division of a thousand men has in its
hands a certain potential product, when it offers its service to employers. If one set of
entrepreneurs will not give them the value of it, another will, provided that competition is perfect.
With an ideally complete and free competitive system, each unit of labor can get exactly what a
final unit produces. With an imperfect competition, it still tends to get that amount. The final
product of labor sets a standard for the pay of labor; and actual wages tend toward it, with
variations.

We have noted the fact that an entrepreneur's net profit is an incentive to competition. Such a
profit is mercantile, and means that employees are selling their products for more than they are
paying out in wages and interest—that the price of the goods exceeds the cost of the elements
that compose them. We noted the fact that "natural price,” as defined by economists, is really a
wages-and-interest price; for it equals the sum of these two outlays. A profit-giving price exceeds
that sum, but the competition that tends to annihilate the profit cuts it off at both ends. By
bidding against each other in selling goods, employers make the prices smaller; and by bidding
against each other in hiring labor and capital, they make wages and interest larger. There is a
profit on labor, so long as the men in a working force are paid less than the final one produces; but
competition tends to annihilate that profit and to make the pay of labor equal to the product of
the final unit of it.

As has again and again been said, we have constructed an ideal society in which disturbing facts
are omitted, and we have so far described none of the obstacles that pure law encounters in real
life. We have made no estimate of the amount of deviations from the final productivity standard
that the pay of workmen actually reveals. All such studies have a place in the dynamic division of
our work. As real as gravitation is the force that draws the actual pay of men toward a standard
that is set by the final productivity law. This law is universal and permanent: everywhere it will
outlive the local and changeful influences that modify its operation. We are to get what we
produce—such is the dominant rule of life; and what we are able to produce by means of labor, is
determined by what a final unit of mere labor can add to the product that can be created without
its aid. Final productivity governs wages. We may now summarize the conclusions that we have
thus far reached, concerning the natural standard of wages, in the following series of
propositions:—

. (1) Labor, like commodities, is subject to a law of marginal appraisal. The rate that the
market puts on the final unit of the supply of each of them, it puts on the entire supply. As the last
unit of consumers' goods is a price-making one, so the last unit of labor is the one that fixes wages.

. (2) The term final does not designate a particular unit that can be identified and separated
from others. There is not, for example, in the elevators of the United States a special lot of wheat
that is in a strategic position and has a price-making power that other wheat does not possess. Any
unit whatever of this commodity is final in the economic sense; inasmuch as, by its presence, it
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brings the supply to its present actual magnitude. Similarly, the final, marginal or last unit of labor
does not consist of particular men. It is especially necessary to guard against the idea that the final
men, whose products fix the general rate of wages, are those who would naturally be employed
last, because they are the poorest. We have been careful to say that it is units of labor, as such,
that are the basis of the law of wages; and a body of men must be of the average quality of
ordinary laborers, if it is to constitute such a unit.

. (3) In presenting the law of final utility, it is customary to arrange the units of a commodity
in an imaginary series, to present them one at a time and to ascertain how important each one is
to the consumer. Yet commodities never come to the market in such an order. The whole present
supply of a commodity is offering in the market; but the price that it is bringing is fixed by the
importance that would attach to the final unit, if the supply were offered in such a series of units.

In like manner, we may find it useful, in presenting the law by which wages are fixed, to go
through an imaginary operation of setting men at work, one man at a time or one company of
men at a time, and thus to find what importance the market places on the last one. This reveals
the operation of a law of diminishing productivity; and whether we take a single man or a body of
men as the unit of labor, any unit can get, as pay, what the last one would produce, if the force
were set working in this way.

. (4) The standard of wages thus attained is a static one. So long as the labor and the capital
continue unchanged in amount, and produce the same things, by the same processes and under
an unchanging form of organization, wages will continue at the rate that this test establishes.
Setting men at work in succession is a bit of imaginary dynamics, but what it reveals is a static law.
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Let the number of units of labor be measured, in the following figure, along the line AD. Let them
be set working in a series, in connection with a fixed amount of capital. The product of the first
unit of labor, as aided by all the capital, is measured by the line AB. What the second unit of labor
adds to this product is the amount expressed by A'B'. The third unit enlarges the output by the
amount A"B", the next by A"™'B", the next by A"""B"" and the last by DC. DC measures the effective
productivity of any unit of labor in the series and fixes the general rate of pay. If the first unit of
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labor claims more than the amount DC, employers will let it withdraw, and will substitute for it the
last unit. What they lose by the withdrawal of any one unit in the entire force is the amount DC.

A fact of great importance now appears. We may reverse the application of this law, and by so
doing get a law of interest. Let the labor be the element that is unchanged in amount, and let
capital be the one that is supplied in a succession of increments.

AB is now the product gained by using one increment of capital in connection with the whole
working force. A'A' is the additional product that is created increment of capital. A"B" is the
product of the third increment and DC is the amount last. This amount, DC, fixes the rate of
interest. No one of the series of units of capital can secure for its owner more than the last one
produces. If the owner of the firstincrement asks more than this for the use of it, the entrepreneur
will relinquish this bit of capital and will put the last unit in its place. What he will lose, in the way
of product, is measured by the amount DC, the direct product of the final increment of capital.
This expresses the effective product of every increment, since it is the amount that would be lost if
any one of the series were withdrawn.

All that we have said about the change that must take place in the forms of capital, when the
amount of it is fixed and the working force is increasing, applies here, where these conditions are
reversed. The steady increase of the capital, if the amount of the labor be fixed, compels a similar
change of forms. With one unit of capital and ten units of labor, the instruments will be simple and
cheap. Hand tools will generally prevail; and buildings, roadways, bridges, vehicles, etc., will be of
a makeshift kind, which will, at a small cost for each instrument, enable the men in some way to
work. With two units of capital, a better type of instruments begins to prevail. Every increase in
the amount of the capital shows itself primarily in transmuting poor appliances into better ones.
There are, indeed, more tools, and there is more raw material; but the striking fact is that all the
tools, etc., are costlier and more efficient. With the addition of the tenth unit of capital, the
condition may be thought of as approximating that of our own country at the present day. There is
much costly machinery, many durable buildings, a good supply of large ships, efficient railroads,
etc.

At the cost of what may be a tedious repetition, we have now described the series of changes that
an increasing capital undergoes, because this is what is actually taking place. Capital is the element
that is outgrowing labor. We may take the world that exists instead of an imaginary one, as our
illustration. As the accumulation of capital actually goes on, it shows itself more and more in
gualitative changes of existing instruments. Society pulls down its barns and builds others, better
as well as larger; it carries its mercantile buildings farther into the air, and makes them fireproof
and durable; it substitutes steel ships for wooden ones and steamers for sailing craft; it takes the
curves and grades out of its railroads, and makes bridges and viaducts of the kind that defies time
and strain; it bores tunnels through mountain ranges to avoid climbing over them and cuts canals
across isthmuses to shorten the voyages of ships. As capital grows very abundant, there are made
longer tunnels and canals; and they have, as their purpose, the avoiding of climbs that are easier
and voyages that are shorter than were those that were avoided by the earlier engineering works.
They thus represent a greater outlay incurred for a smaller gain. Society also makes all its
machinery as nearly automatic as it can, so that one laborer's guidance shall keep much machinery
in successful motion. Everywhere there are taking place such adaptations of capital as fit a large
amount of it to the needs of a relatively small amount of labor.

The changes that have to be made in the forms of the capital, as the amount of it increases, reveal
a reason for the decline in the rate of its earnings. The rudest hatchet that can be made may vastly
increase the owner's power to get firewood. It may wear out in a year; but in that period it may
save enough of time, that would otherwise have been devoted to a slow and painful mode of
wood gathering, to enable the owner to make six new hatchets. Though he will probably not use
the liberated time for this particular purpose, whatever he does secure by it represents an interest
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of five hundred per cent on the capital invested in this first and most productive tool. A second
tool may liberate labor enough to replace itself only five times. The owner will actually replace it
once, and will employ the time that could give him four duplicates of it in making other things for
his own use; but the fruit of the spare time that the second tool makes available is now four
hundred per cent of the cost of the tool, as computed in terms of unaided labor.

Tools are, of course, employed in the order of their productivity, so far as men judge their several
powers of production correctly. It soon ceases to be possible to add to a working equipment
anything that produces a multiple of its own cost in a year, and the interest on the final increment
of capital becomes a fraction of that capital itself. This fraction steadily diminishes, as the
productive fund grows larger, and as improvement in the quality of tools, etc., becomes one form
of investment for the growing accumulations. The difference between the cost of a rude and poor
hatchet and that of a better one represents an increment of capital; but it has less power to
reproduce itself, in amount, than had the investment that was made in the original tool.

As accumulation proceeds, there are always made costlier machines, representing more capital;
and the product that comes from using them is a smaller fraction of their cost. The straightening of
the curves in railroads is one of the ways in which capital may find investment. This may cost as
much as the first making of the corresponding parts of the road themselves; but it does not
liberate as much labor, in proportion to its cost, as did the building of the old and crooked road.
The boring of a long tunnel, to avoid a short climb over the mountains, does not result in as large
earnings for the capital that is thus invested as did the making of a short tunnel to avoid a higher
climb. Everywhere do the forms of the capital show differences in earning power; and the owners
choose first the most productive forms, and later the less productive. To this fact is due the
present low rate of interest. We are utilizing the opportunities for investment that stand late in
the series and are low in the scale of productivity.

We have said that no increment of capital can get for its owner more than the last increment
produces. We may state this in another way by saying that no form of capital can claim and get for
its owners in a year a larger fraction of its cost than the least productive form produces. Under
modern conditions, if the man who lends "money” for the procuring of a highly necessary tool
demands the whole amount that is secured through the use of it, the entrepreneur, who is the
borrower, will refuse the money and will use, for the procuring of the tool which is so much
needed, the money that formerly went into the tool that was last and least important on the list.
In terms of more primitive life, if the man who performs the labor of making a very necessary tool
demands the whole product that it creates, the entrepreneur will decline to utilize this tool-making
labor and will divert to the making of the needed instrument that labor which has been used for
the making of the least important part of his working equipment. Capital is, it thus appears,
completely transmutable in form. Society can quit making one kind of instrument and make
another. Capital-goods are, then, interchangeable; and while this is so, no increment of capital can
ever secure for its owner more than the final increment produces.

It is, of course, true that labor also has to change its forms, as capital accumulates. The man who
watches a complicated machine is going through a set of movements very different from those
executed by a man working with a hand tool. Every time that we change the form of the capital,
we change, by that very fact, the character of the labor. Mutual adaptation in form is the general
rule for these two producing agents. Change the merely quantitative ratio of one of them to the
other, and you make it necessary to transform both of them in character. As with ten units of
capital for ten units of labor there will be one grade of instruments and certain kinds of work
performed in connection with them, so with eleven units of capital for ten units of labor there will
be somewhat different kinds of instruments, and different modes of working. This double
transformation must, moreover, theoretically extend through the whole mass of capital and the
whole process of labor. Everywhere there are to be seen new and improved kinds of capital-goods
and new modes of using them.
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With this qualification, we may represent the law of interest by the process of building up,
increment by increment, the fund of social capital and measuring the product produced by each
unit of it. In this imaginary process we have revealed a true law of varying productivity. As we have
said, the addition to the product caused by the last unit of capital fixes the rate of interest. Every
unit of capital can secure for its owner what the last unit produces, and it can secure no more. The

principle of final productivity, in short, acts in two ways, affording a theory of wages and of
interest.
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Chapter XllI
The Products of Labor and Capital, as measured by the Formula of Rent

It has been customary to define rent as the income derived from land. In attempting to solve
problems of distribution, furthermore, it has been customary to eliminate from the earnings of
society the element of ground rent, and then to try to find principles that will account for the
division of what remains. That ground rent is entirely unlike wages, interest or entrepreneurs'
profit, has been the most prevalent theory. According to this view, the income from land is a
differential gain fixed by a law of its own, which does not apply elsewhere. The rent of a particular
piece of ground is measured by comparing its product with that which can be had from the
poorest piece that is utilized by the application of the same amount of labor and capital. When, by
this independent reckoning, the part of the income of society that is derived from land has been
disposed of, it is thought that one step has been taken in the direction of solving the really difficult
problems of distribution. Wages, interest and net profits, it is believed, can be accounted for the
more readily when the product of land has been put out of sight.

It has become obvious, however, that wages are fixed by the final productivity of the labor that is
used in connection with a fixed amount of total capital; and in computing that total capital, we
make confusion, if we do not take all kinds of capital-goods into account. It is the whole fund of
productive wealth, in every form that such wealth takes, which constitutes the complex agency
that co6perates with labor. When the amount of productive wealth in its entirety remains fixed
and the quantify of labor increases, the law of diminishing returns that we have stated operates.
The final unit of the agent, labor,—co6perating, as it does, with land and every other
instrument,—produces less and less, as the units of labor become more numerous; and thus the
standard of wages falls. When the increase in the working force ceases, the rate of wages remains
fixed.

It may be alleged that the same result will be reached by assuming that capital in artificial forms
remains fixed in amount, while the working force grows larger. Land, it may be claimed, is fixed in
amount by nature; and, if we can measure the productive wealth that exists in the shape of
buildings, tools, materials and the like, and keep that also unchanged in amount, we shall have the
condition that we have described. The total amount of productive wealth will then be a fixed
guantity; and we can let the labor increase, unit by unit, testing its final productivity as we have
done.

This method of statement would tell the truth about the decline in the productivity of labor, but it
would not assign that effect to its true cause. What the labor combines itself with is not merely the
artificial capital: it is that and the land, as they are combined in one and make a general labor-
aiding agency. As the working population has grown larger, some of it has betaken itself to
hitherto rentless ground—the enlargement of the laboring force has pressed outward the margin
of utilization of land. During the same period of growth, moreover, new labor has constantly
added itself to the force that has tilled good land. More and more intensively has land everywhere
been cultivated and otherwise used. The artificial capital, as such, has received, as it were, only its
own fraction of the increasing force of labor. It has aided the land, and together they have
received all of the new workers. Wages fall because such capital and land together cannot make
the tenth unit of labor as productive as they made the first.

It is, therefore, the whole economic environment of the growing population that has to be
considered, if the cause of the decline in the final productivity of labor is to be understood. Land
and artificial goods are blended in an intimate mixture; and the last unit of labor produces what
this whole composite agent enables it to produce. There are only two generic members in the
combination by which the rate of wages is determined. Indeed, as we have noticed, the variations
in the comparative amounts of these two agents, labor and all capital, determine both wages and
interest.
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No controversy need arise over the question of mere nomenclature. It is necessary to find some
term to designate the whole permanent fund of productive wealth, and the natural name for it is
capital.18 It is also necessary to have a term for all kinds of concrete goods in which this
permanent fund consists; and we shall call these things, including land, capital-goods. As our
analysis of the process of distribution proceeds, we shall hope to justify this nomenclature by its
fruits. In any case, it is important to note that it is the quantity of labor, on the one hand, and that
of all productive wealth, on the other, that fix the natural or static standards of wages and
interest.

Ground rent we shall study as the earnings of one kind of capital-goods—as merely a part of
interest.19 We are now able to see that wages and interest, though they are determined by the
law of final productivity, are also capable of being measured exactly as ground rent has been
measured. That is to say, the Ricardian formula, which describes what is earned by a piece of land,
may be used to describe what is earned by the whole fund of social capital: all interest may be
made to take the form of a differential gain, or a surplus. Again, the Ricardian formula may be
employed to describe the earnings of the whole force of social labor; for wages, in their entirety,
are a differential gain. It is one of the most striking of economic facts that the income of all labor,
on the one hand, and that of all capital, on the other, should be thus entirely akin to ground rent.
They are the two generic rents, if by that term we mean differential products; and the earnings of
land constitute a fraction of one of them.

Let us now simplify the law of ground rent, by disregarding the auxiliary capital that, in advanced
agricultural states, is applied in large quantities to land. Let the ground that we use as an
illustration be worked by labor that is practically empty-handed. Every laborer brings with him a
simple tool, but the interest on the capital that the tool represents is so small a part of what the
man earns in a year that it may be disregarded. We have, then, only two producing agents to deal
with, and they are the land—which now embodies all the capital that needs to be considered—
and labor. The neglect of auxiliary capital affects no principle that we are studying; for what we
have to prove could be established as completely, though less clearly, if we made our illustration
more complex by taking all kinds of capital into account. The differential gain of labor as applied
unaided to fertile land, offers the clearest illustration of the different incomes that can be
measured by the Ricardian formula. It is the type of all the rents.20

Labor, as thus applied to land, is subject to a law of diminishing returns. Put one man on a quarter
section of land, containing prairie and forest, and he will get a rich return. Two laborers on the
same ground will get less per man; three will get still less; and, if you enlarge the force to ten, it
may be that the last man will get wages only. We must, however, be very careful to make sure of
the reason why the tenth man gets only his wages. If the men are hired by the owner of the land
at the prevalent rate of wages, what has happened is that the force has been enlarged till the last
man produces only what is paid to him. In this case, as was said in the tenth chapter, wages fix the
intensive margin of cultivation of this land. The rate that we must pay the men decides for us how
many of them we can employ on our farm. If, however, our farm is isolated and the workers are a
society by themselves, and if there are ten of them to be employed, we shall set them all working
and pay to each of them much as the last one produces. Here it is the product of the marginal
labor that fixes the rate of wages, as we noted in the chapter referred to; and here, also, the
situation illustrates the true law of rent.21

All the earlier men in the series create surplus products, over and above the amount created by
the last man. They get only what the last one produces, and the farmer-landlord gets the
remainder. What goes to the owner of the land is the sum of a series of remainders that are made
by taking, in each case, the product that is attributable to one of the earlier men as a minuend and
the product that is imputable to the last man as a subtrahend.
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Call the product that the single worker creates, when he has the whole field to himself, P1st. Call
the additional product that the second man is able to bring into existence P2d, etc.; call the
enlargement in the output made by the last man P10th.

P1st - P10th = surplus created by the first worker.
P2d - P10th = surplus created by the second worker.
P9th - P10th = surplus created by the ninth worker.

If we complete the series of such subtractions and add the nine remainders, the sum of them all
will be the rent of the piece of land. This is the amount that the owner can keep, from the total
created by the different workers aided by the land.

The sum of P1st + P2d + P3d, etc., to and including P10th, is the whole product of the field and the
labor that is spent on it. It is the sum of all the minuends in the foregoing series, with the product
of the final man added to it. 10 x P10th equals the total subtrahend; and the total rent of the field
is the difference between these amounts. It is, in other words, the whole product minus ten times
the product of the tenth and last unit of labor.

Let us, again, measure the number of laborers by the line AD, and the product of successive
increments of labor by AB, A'B', etc. If we give to these lines an appreciable width, so that a series
of them will fill the entire figure, ABCD, that area will measure the product of all the labor and all
the capital in our illustrative agricultural community. The capital is virtually all in the form of land,;
and we are now able to attribute to the land that part of the product which, in effect, it creates.
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The last unit of labor creates the amount of product that is expressed by DC; and, accordingly,
each unit of labor is effectively worth just that amount to the employing farmer, and each unit
gets that amount as its wages. AECD measures total wages, and EBC measures the entire rent of
the land. This amount we have spoken of as composed of a series of surpluses, or differential
products, and we have measured them in each case by subtracting from what we have called the
product of one of the earlier increments of labor the product of the last increment. AB minus DC
gives such a surplus, and it is a part of the rent. It looks, at a careless view, as though land had the
capacity to cut off and claim for itself a part of the product of labor—that is, the surplus part of the
product of all the earlier increments of labor appears to be the rent of the land.
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In reality, this surplus is the fruit of the aid that the land affords, and is attributable to the land
only. A correct conception of the nature of any rent makes it a concrete addition which one
producing agent is able to make to the product that is attributable to another producing agent.
Land makes its own addition to the product of each unit of labor except the last one. When there
was available only a piece of land, with no labor to till it, the product was nil. When one unit of
labor combined itself with the land, the product was AB; and in this form of statement we impute
the whole product to the labor.22 A second unit of labor now comes, unaided by capital, into the
field and adds itself, empty-handed, to the working force. Whatever it produces, it brings into
existence by adding to what the field yielded to one man’s cultivation. The product thus created by
an addition to labor, with no addition to capital, is A'B'. The difference between AB and A'B’, which
is the line E'B, measures the surplus that a man can produce when he has the whole field to aid
him above what he can create when he is unaided. The last man adds labor and no land to the
productive combination; while the first man had land, and the addition that the land itself made to
the bare product of labor constitutes the differential quantity which is the rent of the land. The
science of rent is a science of economic causation, which traces products to their sources. The rent
getter is a product creator.
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The third man, also empty-handed, creates the amount A"B"; and E'B + E"E' measures the
contribution that the land has thus far made to the joint product of land and labor. Extending the
vertical lines and giving to them width enough to make them fill the area of the entire figure, we
have AECD as the product of all the labor, when it is taken unit by unit and made to work virtually
unaided. ABCD is what it creates as it is aided by the land, and EBC is the amount that the land
contributes to the product of the combination. This measures the difference between the product
of ten units of aided labor and ten units of unaided labor.

We can now make the really important application of the principle of diminishing returns, which
fixes both marginal productivity and rent. This is the application that is actually making
everywhere in the business world. The isolated farm, with its whole capital in land, is an
illustration only; while the real field for labor, to which the farm corresponds, is the world, with its
whole circle of industries and its complex equipment of capital.

For a fixed area of land read, now, a fixed fund of permanent social capital. It is at this moment an
exact sum; and it will, as it were, prolong the conditions of this moment, remaining at exactly its
present size. The artificial instruments are, of course, perishing and renewing; but, if there is no
need of changing the form of the capital, a worn-out instrument will be replaced by another that is
exactly like it. A hoe will replace a hoe, and a ship will succeed a ship; and the new instruments of
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production will be exact duplicates of the old. This would be clear in a completely static condition.
We are, however, to introduce labor, increment by increment, into this general field of industry;
and this, of course, compels such a change in the forms of the capital as we have already
described. The amount of the capital remaining fixed, the instruments become more numerous
and cheaper, as the force of labor enlarges.

Labor, applied to the whole fund of capital, in land and all other instruments, is now subject to the
law of diminishing returns. The first unit produces the amount AB, the second produces the
amount A'B', the third creates the quantity A"B" and the last the quantity DC. This last amount
sets the rate of wages, and the area AECD measures the amount of wages. It leaves the amount
expressed by the area EBC as the rent of the fund of social capital. All interest is thus a surplus,
entirely akin to the rent of land, as that is expressed by the Ricardian formula: it is a concrete
product, attributable to the agent that claims it as an income.
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This rent is, moreover, made up of a series of genuine differential gains. It is not like the rent of
the farm, in our former illustration, which, as we found, really depends on the rate of wages that
prevails elsewhere. The rent of the whole fund of social capital is the sum of a series of differences
between certain products and a final, or standard, product. True differentials lie between different
products, and not between products and wages. The line DC, which sets the rate of wages,
expresses primarily the product of the last unit of labor. We have set all the men in the society
working, we have measured the amount created by the last addition to the force, and we have
measured the surplus that each earlier unit of labor creates above this amount. The surplus is, in
each case, a true differential product; since it is not merely a remainder that is left after paying
wages, but is a difference between one product and another. It is the difference between the
product of aided labor and that of the labor that is virtually unaided, and the sum of all these
differences is the rent of the social fund of capital.

Reverse now the situation. Let labor be the fixed element and let social capital enlarge, changing
its forms of course, in the enlarging.

ABCD is the total product. AB is the product of the first unit of capital, A'B' the product of the
second, A"B" that of the third and DC that of the last. A unit of capital, adding itself with no new

87



labor to the productive combination, enlarges the product by the amount DC. So much can be
attributed to any unit of capital, separately considered. The effective importance of every one of
the units of capital is the same. While capital-goods are not interchangeable, true capital is
completely so; and all parts of it are, therefore, on a plane in their earning capacity. A merchant, a
manufacturer or a farmer, if he can offer good security, can hire all the "money" that he needs at
the rate that the least necessary sum which he invests in his business will earn for him. Does this
imply an exploitation of the earlier units of capital? Does the borrower of these sums rob the
lender?

B

Bi

Erl.l
[ Bw

I
|
I
I
! i
1
L
I
I
i
|
1

R S T

i f
I
I‘ I
. ! :
A Al An Al Al

If the final unit of capital produces the amount DC, it will get that amount as interest; and certainly
no other unit can get any more. AECD will be the total amount of interest, and EBC will be a
surplus; but it will be a surplus that is causally attributable to labor, and to labor only. The
difference between the product that is solely due to capital and that which is due to capital and
another agent in combination is the effect of the presence and the work of that other agent.

If we were to apply the term rent to all such surpluses, we should say that EBC is the rent of the
force of laborers that is at work in connection with capital. This amount is made up of a series of
differential products. Apparently AB - DC is the difference between the product of the first unit of
capital and that of the last, A'B' - DC is the difference between the product of the second unit of
capital and that of the last, etc. The rent of the labor, if we use that expression, is the sum of the
surplus products connected with the earlier units of capital but not attributable to them as a
cause. The laborers seem to get a part of what the earlier units of capital produce; whereas, in
reality, this is the difference between what capital and labor jointly produce and what capital
alone contributes to the product of the combination. EBC is, therefore, the amount that is
imputable to labor only.

One law governs wages and interest—the law of final productivity. By one mode of statement of
the law (Fig. 1), we get wages as an amount directly determined by this principle: it is the area
AECD of our diagram. Arithmetically stated, the earnings of all labor equal the product of the final
unit of labor multiplied by the number of the units. In Fig. 1, in which wages are thus determined,
interest is a surplus that is of the nature of rent. By another mode of stating the law (Fig. 2), we get
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interest as the amount that is positively fixed by the final productivity law, and wages are now the
surplus that is akin to rent. These amounts together make up the whole static income of society.

\8 %
INTEREST WAGES o
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Profit has no place in such static conditions. The two incomes that are permanent and
independent of dynamic changes are the products, respectively, of labor and of capital. Each of
them is directly determined by the final productivity law, and each is also a remainder—a surplus
or a differential quantity. In one use of terms, it is a rent made by subtracting the other income
from the whole product of social industry.

Does such a remainder ever go to the persons who naturally get it, merely because it is a
remainder and is not claimed by others? In Fig. 1, where EBC, representing interest, is a surplus
governed by the law of rent, does the capitalist get this amount merely because labor cannot get
it? The whole product is ABCD, and labor can have only AECD. If there is no profit, capital must get
the remainder. Do the capitalists, then, come into the possession of this income merely because it
is thus left for them by the laborers?

This point is of much consequence. The question at issue is nothing less than whether any static
income is determined residually. Clearly it is never so determined. No static income is what it is
merely because the deducting of another income from the social product leaves a certain
remainder. Any income that is nothing but a remainder must go to the entrepreneur. Because EBC,
in Fig. 1, is not claimed by labor, it is left in the hands of the entrepreneur. Thus far it is a residuum.
It is, moreover, important that this amount should thus be left in the employer's hands, for by this
means he is made able to pay the interest that the capitalist will claim; but there is in the mere
fact that he has this sum nothing that makes it necessary for him to pay it to the capitalist. What
the owners of capital can force entrepreneurs to pay them, is determined by the final productivity
of capital. Employers of capital must pay for the final increment of it just what that increment
produces, and they most pay for all other increments at the same rate. If this necessity takes from
them the whole amount, EBC, which labor leaves in their hands, then EBC goes to the capitalist. It
does so, however, only because the capitalist can claim and get it, by the direct action of the final
productivity law. What the capitalist can get under this principle is expressed by Fig. 2. AECD is
here the amount of interest, as directly and positively fixed. This amount must pass, in any case,
from the entrepreneurs to the capitalists.

The entrepreneur, then, after paying wages, as indicated by AECD in Fig. 1, has left in his hands
EBC, out of which he can pay interest. What be must pay as interest, is AECD in Fig. 2. If the area
EBC in Fig. 1 were larger than AECD in Fig. 2 there would be a remainder left for the entrepreneur.
This would be a pure profit, the only kind of income that is ever residually determined.

It is clear, on the face of the facts, that the two static incomes—those, namely, of the laborer and
of the capitalist—are paid to them by the entrepreneur, who receives and sells the product of their
joint industry. In the cotton mill, it is the hirer of capital and of labor who puts the goods on the
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market and from the proceeds pays the workmen and the owners of capital. If he pays first to the
capitalists what the final productivity law, as applied to capital, calls for, he has a remainder out of
which he must pay wages; and now it is the final productivity law that decides what he must pay
as wages. If there is anything left on his hands after the two payments are made, it is a profit; and
the terms profit and residual income are thus synonymous.

This truth we may demonstrate by using our diagrams in a reversed order. In Fig. 2 AECD is
interest, as directly determined, and EBC is the remainder, which is left in the entrepreneur's
hands for the payment of wages. What the entrepreneur must pay to the workmen is AECD of Fig.
1. If that is less than ECD of Fig. 2, there is a residuum, or profit, for the entrepreneur. Static
conditions, however, exclude such a profit by making these two areas equal.

We have, then, established the following propositions:—
. (1) Wages and interest are both determined by the law of final productivity.

. (2) When, in an illustrative case, one of these incomes is so determined, the other appears
to be a residuum.

. (3) As a residuum, such an income would be left in the entrepreneurs' hands; but it is
actually taken from them by a further action of the final productivity law.

. (4)Entrepreneurs’ profit and residual income are synonymous terms.23 The static
conditions assumed in the present study preclude the existence of such entrepreneurs’ gains.
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Chapter XIV
The Earnings of Industrial Groups

We have not yet exhausted the applications of the principle that is at the basis of the familiar law
of rent. It has been customary to apply it to the product of land; we have made it govern the
product of all capital; and, in thus applying the principle, we have put out of sight particular
instruments of industry and have treated capital in its entirety as a permanent agent of
production. Interest, the product of this agent, can be translated into a form that is akin to rent.
Capital constitutes a social fund; and, if economic law be not obstructed, the suitable amount of it
is to be found in each one of the affiliated industries that constitute the producing organism,
society. This apportioning of the social fund among the different industrial groups helps to fix the
amount of goods that each group shall produce; and that, again, controls the value of the goods.
Values, as we have seen, control the comparative earnings of different groups; for the one whose
product is selling at a high price is getting a relatively large group income, and the one whose
product is cheap is getting a small one. Values themselves are governed by the same all-embracing
law that fixes rents, but it is that law in another sphere of action. We have to examine the special
way in which this law acts in fixing values, which is the same thing as adjusting the comparative
earnings of groups. Group distribution and that final distribution which fixes wages and interest
are controlled by one law.

We have seen that the law which has been made the basis of the rent of land really governs the
earnings of labor; and, in studying labor, we have ceased to think of particular men and have
considered labor, in its entirety, as a permanent agent of industry. Work continues, though
particular workers pass from the field and are replaced by others. Labor is a social agent of
production; for, like capital, it has to apportion itself in certain quantities among the groups and
sub-groups of which industrial society is composed; and a free play of economic forces decides
how much labor each industry shall have. We presuppose this apportioning and locating of labor,
when we speak of it, in its entirety, as a second generic agent of production, and one that is
combined with capital in a proportion that determines the earnings of both of these producers. It
is by the combination of all the labor of society with all the capital of society that the general rates
of wages and interest are fixed; but the combination runs through all the groups, and a play of
forces that is simple in principle, though minutely detailed and complex in its practical working,
tends to give to each occupation that men pursue a definite amount of the laboring force of
society, as well as a definite part of the social capital. It is, again, by this apportioning process that
group products, values, and group incomes are controlled. Each industry tends, under a perfectly
free competition, to get that share of the social laboring force which will make its output of goods
and its collective income, as derived from the sale of the goods, normal.

By a wonderful social mechanism these results are brought about. The production of the world is
carried on by a network of affiliated groups or industries, which are so interdependent that a
change in any one of them carries a series of resulting changes through the whole complex
system. It is this dependence of industrial occupations on each other that makes it possible to
speak of labor and capital as having, in each case, a unity, a social character and a general rate of
earnings.

We have already gone far enough to get a view of one very general law. So all-embracing, indeed,
is it that it dominates economic life. Classical studies afforded a glimpse of the working of it, within
a very limited field, by their study of the so-called diminishing returns from agriculture. As they
pointed out, labor and capital, when applied to land in a series of increments or "doses," produce
less and less per dose.

Modern studies of value afford a glimpse of the action of this principle in a wholly different
sphere. They show that doses of consumers' goods, given in a series to the same persons, have
less and less utility per dose. The final utility theory of value rests on the same principle as does
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the theory of diminishing returns from agriculture; and this principle has a far wider range of new
applications. One law, therefore, governs economic life, and theories old and new contain partial
expressions of it. The theory of value rests upon one application of the general law, and the theory
of rent on another. As this law may be traced in consumption, where the "final increment” of a
particular article is less useful than earlier increments, so it is observable also in production, where
the final increment of an industrial agent is less fruitful than earlier ones. As value depends on final
utility, so shares in distribution depend on final productivity. Thus, interest is fixed by the product
of the final increment of capital, and wages are determined by the product of the final increment
of labor. The value of goods, on the one hand, and the productivity of the two agents, labor and
capital, on the other hand, depend on the same general law. It is value, however, that controls
group incomes in their entirety; and it is the action of this law in the sphere of consumption that
ultimately fixes values. Opposite in kind, indeed, are consumption and production. Nature spends
itself upon man in the one process, and man spends himself upon nature in the other. Yet the
same law governs the results realized in each at these cases. It may be called a law of variation of
economic results; and, if it were stated in its entirety, it would give unexpected unity and
completeness to the science of economics. It would explain at the same time values, wages and
interest.

Consumption is a process that yields subjective returns, which are measured in the sensibilities of
men and are the ultimate objects of the production itself. The immediate objects of production, on
the other hand, are the material things that affect the consumer's sensibilities. These things are
objective, but they are valued only for what they do for man. Man acting on man through
matter—such is the whole economic process. How much can be gained by the whole of it? is the
practical question to be answered. The gain depends on the benefit that a product will afford to a
man when he gets it, and also on the number of products which he can get. This, however, is
merely saying that it depends on the utility of the goods, and on the productivity of the agents
that create them. It depends, then, on the two variations that are governed by this law.

Final utility itself has been studied in a way too narrowly limited. In the case that is usually cited,
one commodity is taken and, in imagination, is given in increasing quantity to one consumer. The
successive units of it then do less and less for him. Bread given to a man in a succession of slices
nourishes, and pleases, but ultimately gluts him. The nth slice, if he must eat it, is worth nothing to
him, and the following slices less than nothing. Coats of one kind bestowed on a man, one after
another, soon lose their power to benefit him. The fourth may be of so little use that a tramp can
have it for the asking. Duplicate copies of the same book or of the same picture encumber the
shelves and walls, and their room is better than their presence. Very abrupt, in short, is the
descent of the "utility curve" which, in graphic representation, expresses the lessening services
that successive units of things of exactly the same kind are capable of rendering.

Vary the articles in kind, and you have a different result. Change the weight, the color and the cut
of the successive coats, and the man will be glad to have more than four of them. Give him books
that differ from each other, and he may strain the storage capacity of his house to accommodate
them. By changing the quality of the articles offered you appeal to different wants; and so long as
there are in mall's sentient nature wants still to be satisfied, there is do reason why he should
cease to accept what you offer. If two coats are alike in all respects but weight, the thicker
garment satisfies just one want that is not satisfied by the other. It will be purchased, perhaps, for
the sake of that single utility. Clothing in general, not confined to garments of any kind, shows a
utility curve descending gradually. Food in general diminishes in utility far less abruptly than does
a single article, like bread. Duplicate nothing; to potatoes add bread, then meat, pastry, fruit and
the refined products of the French cuisine, and you will find the diminution of the utility of
successive increments far less rapid than is the diminution of the utility of any one thing. Where
we thus vary the quality of the second increment of an article offered to a consumer, we virtually
offer him a different article, which renders a new and distinct service.
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The theory of value has not taken due account of the abruptness in the decline in the utility of an
article, when successive units of it, wholly uniform in quality, are offered to one consumer. The
gently descending utility curves of the ordinary graphic representations tell what is true of a genus
of articles rather than of a single one;24 and a correction, therefore, needs to be made in the
theory of value.

This is not the only correction that needs to be made; for we have undertaken to generalize the
law that is at the basis of the theory of value. In reality, it is all-comprehensive. The first
generalization to be made consists in applying the law, not to single article, but to consumers’
wealth in all its forms. The richer a man becomes, the less can his wealth do for him. Not only a
series of goods that are all alike, but a succession of units of wealth itself, with no such limitation
on its forms, becomes less and less useful per unit. Give to a man not coats, but "dollars,” one
after another, and the utility of the last will still be less than that of any other. The early dollars
feed, clothe and shelter the man, but the last one finds it hard to do anything for him. A dollar, as
thus used, means command of a quantity of consumers' wealth indeterminate in its form; and
wealth, as such, loses its specific utility, if you give it, unit after unit, to a single consumer. To apply
the law of diminishing utility only to series of similar goods is to get only one of the facts that are
at the basis of the law of value; but to apply it to the largest genus of usable goods that can be
made—that is, to consumers' wealth in general—is to take a scientific step in advance. The more
wealth, then, that a man has for personal use, the less is its value per unit to him.

Very many and very diverse, it should be observed, are the articles that constitute the last
increment of general wealth that a consumer devotes to his personal use. In the consumption of
any person for a year, for example, an article or two for food may constitute the first or most
necessary element. Plain clothing may constitute the second. Rude shelter, an improvement in the
food, and some fuel for heat and light may compose the third. Every later element, however, will
include qualitative changes in the articles already possessed; for the man wants, not only more
things, but better ones. He improves and diversifies the material that he uses, and the later
increments of his year's stipend of consumers' wealth take on a very heterogeneous character.
The composition of the several increments of wealth consumed is of scientific importance. In the
statements that are current, it is said that the final increments of different commodities purchased
for consumption at the same cost are, with certain allowances, of the same utility to the
purchaser. With the last hundred dollars of the year's income, the man in the illustration, will buy
some particular things that he did not have before, and he will add quantitatively to his supply of
things of which he has already had a certain amount. If each distinct article on the list costs a
dollar, they are all supposed to be of equal utility; but their degrees of utility are, in fact, very
unequal. If the modern theory of value, as it is commonly stated, were literally true, most articles
of high quality would sell for three times as much as they actually bring. It is well, at this point in
the discussion, to make the needed correction of the law of value; inasmuch as group incomes
depend on that law, and inasmuch as the distinction on which the correction rests is of cardinal
importance in connection with wages and interest. When we undertake the more detailed study of
the productivity of final investments of capital, we shall find that success depends on keeping
constantly in view this essential distinction.

In careful statements of the law of value, allowance is made for the fact that, as an income grows
larger, there is not a continuous quantitative increase in the consumption of all the articles that
are early secured. Some articles for consumption are never duplicated at all; and others which are
duplicated have, after one unit has been supplied, a comparatively slight utility. Thus, one watch
may be nearly indispensable while a second would be of very little use. Another correction of the
current form of statement of this law is of much more importance. What is the final increment of
wealth consumed? It is not complete articles, as such: it is almost entirely composed of utilities of
articles. These can be mentally distinguished from other qualities that compose the entire articles,
but they cannot be separated from them. A man's final increment of consumers' wealth consists
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mainly in certain elementary qualities that help to constitute the articles that he uses. It is a literal
fact that one can scarcely find on the dining-table of a rich man a single article that, in its entirety,
enters into the final increment of wealth that he consumes; yet some component element of
almost everything there found does so. Something in the meat, the prepared vegetables, the
pastry, etc., is bought with the man's final dollars and constitutes his final increment of food.

In pure theory, the statement of the vital fact of consumption should be this: Every article that a
man buys for personal use contains a composite of elements, some one of which enters into his
final increment of consumers' wealth. What a man does, as his means increase, is, before anything
else, to demand new qualities in the articles that he uses. Often he does not add at all to their
number; but he causes them to be made of finer material or to be larger or handsomer. He adds to
his wealth for consumption, not new things, but new utilities; and these are mainly attached to
things of the kinds formerly consumed. As he cannot literally buy a cheap article and afterward
improve it, he buys the improved article at a single purchase. The literal effect of spending his last
dollar consists in the substituting of a good article for the cheap one, with which he would fave
contented himself if his available means had been smaller.

Shelter, for example, is one of the prime necessities of life, and there is something in the rich
man's mansion that satisfies this primary need. His present house may be the last house that he
builds, and in point of time the whole of it is final; but, in its entirety, it is not included within the
final increment of his consumers' wealth. The element of simple shelter that the building contains
represents one of the earliest increments. Some of the dollars that he has spent are paid for
shelter, some for comforts and conveniences, and some for the final elegances that the owner
adds to his list of consumers' goods. It is these last elements of cost in the dwelling that, in this
man's case, constitute the final increment of wealth consumed. The same thing is true of simpler
articles. As the man sits at his breakfast table, he recognizes, if he thinks, that the very chop on his
plate, by virtue of its different utilities, spans the entire range of his consumption, from the first
increment to the last. It contains nourishment which is bought with what is logically the man's first
dollar. It also has qualities that are imparted to it at great cost. Skilled and expensive culinary labor
has done much for it; and it would not be precisely what it is, if it were not for the last dollars that
are expended in securing an accomplished cook. Simple as this article is, it contains, in effect, a
composite of quality, some of which enter into the final increment of wealth consumed, while
others distribute themselves through the series of increments to the very last. If he can isolate one
of these qualitative elements, he can locate it in the series. But the chop, as a whole, is bought
with a sum of which some part enters into such increment of the "money" that the man spends on
his own gratification.

Itis clear that what is called a "final" unit of consumers' wealth is not the one secured last in point
of time. In the case of the house in our illustration, the first and the last increments of consumers'
wealth were bought at the same time, and so were all intermediate increments. This, moreover, is
the usual rule. Even if we were actually to dole out to a man, unit by unit, the money that he is to
spend on himself in a year, and let him try to buy the supplies for the year in the order of their
importance, he could not do it. Let him have, for example, a yearly income of ten thousand dollars.
Give him this amount, in a series of sums of a thousand dollars each, and let him try to buy with
the first thousand dollars what is actually the first increment of consumers' wealth for a man on a
ten thousand dollar income. With the second of the units of income, let him try to buy what is
actually the second increment of consumers' wealth for a man in his status; and with the last
thousand dollars let him try to buy what is the true final increment of consumers' wealth for such
a man. How could he do it? With the first unit of income he would have to buy the cheapest food;
and with later increments he would be obliged to transmute such material into that which is of
finer quality. But he does not, in fact, try to accomplish this impossibility. Knowing the extent of his
income, he buys the fine food in one purchase. That which, in logic and not in time, constitutes the
first increment of consumers' goods is that economic element, or utility, in goods consumed which
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in some form would have been secured if the man had had only one unit of income at his disposal.
A man does not, with the first unit of his income, build a shanty, and with later units transmute it
successively into a house, a mansion and a palace: he builds the palace at one operation.
Somewhere within it there is what, in an economic sense, is equivalent to a shanty; for there is in
it, above all else, a power to afford some shelter to its occupants; and this single utility, merged
and lost in the great structure, constitutes an early unit of consumers' goods. Logically, this unit
stands near the head of the list, since it precedes most others in importance. In time, however, it
accompanies other utilities that stand late in the list. Some quality in the house and similar
qualities in the other goods that the man uses constitute the logically final increment of his goods
for consumption. A mass of utilities—the group of logically last and finest qualities imparted to
articles used for consumption—constitutes the true final increment of the wealth that he
consumes. This is an obvious and practical fact, and it demands—what we shall soon consider—a
somewhat radical amendment of the theory of value.

Men add to their consumers' wealth, then, more by improving the grade of the goods that they
use than by multiplying them. They infuse wealth, as it were, into their goods. They give to these
goods new service-rendering powers, and cause articles that in their cheapest forms embody one
unit each of consumers' wealth to take a form in which they embody two, three or ten such units.

Capital increases in the same way.25 New units are added to producers’ wealth more by improving
capital-goods than by multiplying them. We infuse new wealth into the instruments in our hands
by imparting to them new productive powers. We substitute a better tool for the one that we
have been using, and it is the difference between the two tools that constitutes a final increment
of capital.

The conclusions so far reached may be summarized as follows.—

. (1) Wealth, as such, whether it be used for consumption or for production, may be
arranged in a series of increments, in the order in which they would be selected by a user, if they
were purchased one at a time.

. (2) This series is imaginary, since it is impossible to separate and buy singly these
increments.
. (3) The several increments of consumers' wealth, on the one hand, and of producers'

wealth, en the other, consist rather of elements in goods than of goods in their entirety.

. (4) The utility of the final increment of consumers' wealth grows smaller, as the number of
the increments in the series increases.

o (5) The productivity of the last unit of producers' wealth in a series grows less, as the
number of units increases.

Two further assertions that we now have to prove are: (1) Market values are fixed entirely by the
utility of the final increments of consumers' wealth, as we have just defined them, and not, as a
rule, by the utility of entire articles. (2) Interest is fixed by the productivity of final increments of
capital, as we have just defined them, and not by the productive power of i