By the same Author

CAPITALIST ENTERPRISE
& SOCIAL PROGRESS
Routledge

RUSSIAN ECONOMIC
DEVELOPMENT SINCE
THE REVOLUTION

Routledge

WAGES
Nisbet &
Cambridge University Press

POLITICAL ECONOMY

AND CAPITALISM

Some Essays in Economic
Tradition

J

M54

By MAURICE DOBB, M.A.

LECTURER IN ECONCMICS IN THE UNIVERSITY OF CAMBRIDGE

Mv!hﬁpo;_@#;m ’

Czosopisme -navkowe

RedaW{ﬂa, uliiNarbutta8 m. 6
Tel, . Kente P.HM'?} |

A5

LONDON

GEORGE ROUTLEDGE & SONS LTD.
Broapway House: 6874 Carter Lang, E.C



First published . . . 1937
Reprinted 1 it Ve d LDOHO
Reprinted . . . . 1044
Reprinted . . . . 1046
TSN
& e\
e ;F
A ﬂ -

PAN 14231

A

PRINTED IN GREAT BRITAIN BY
LUND HUMPHRIES
LONDON * BRADFORD

B,
15:3- 63
B.%e/63

Ph

CONTENTS

PREFACE

CHAFTER
I. THE REQUIREMENTS OF A THEORY OF VALUE

II. C.LASSICAL PorrricaL EcoNomy
III. Cirassicar PovrrticaL EcoNomy aNnD Marx
1V. Economic CRrISES

V. Tue Trenp oF Mobern EcoNoMiCs

V1. ConNCERNING FRICTIONS AND EXPECTATIONS: CERTAIN
Recent TENDENCIES IN EcoNomic THEORY

VII. IMPERIALISM

VIII. Tue QuestioN oF EcoNoMic LAW IN A SOCIALIST
EconoMy

A Note To CHAPTER EIGHT ON STORED-UP LABOUR AND
INVESTMENT THROUGH TIME

InpEx

FAGE

vil

I
55
79

127

185

223

250

339

35k



PREFACE

AN attempt to explore the whole territory of economics
with so fragile a vehicle as eight slender essays might
well be held sufficient evidence of a diffuseness doomed
to be superficial. If these essays made any such pre-
tension, there would, I think, be no answer to the charge.
But while their apparent range is wide, they make no
claim to do more than survey certain aspects of their
field, and they advisedly ignore large areas which many
may judge to be more deserving of study. The selection
of themes has not, however, been a random one. It
has been guided by the opinion that Political Economy
and the controversies which beset it have meaning as
answers to certain questions of an essentially practical
kind—questions concerning the nature and behaviour
of the economic system which we know as capitalism;
and that this type of question is crucial both to any
full understanding of the development of economic
thought and to the relation between economic thought
‘and practice. In the later career of a theory there is
~ 4 common tendency for original questions of this kind
‘1o become submerged and forgotten, so that essential
meanmg is lost or obscured. It is the belief that economic
~ thought, if it is to have realistic worth, must be freed
~ of many notions to-day encumbering its roots which
~ Bives to these essays such unity as they can claim to
! have, and explains their preoccupation so largely with
i mterpretatlon and criticism.
~ The book is necessarily addressed, in the main, to those
‘Who have some acquaintance with economic literature
‘and with economic discussion. At the same time, care
~ has been taken to avoid the technical preoccupations of
Professional economists, so far as the theme has allowed,
vii



POLITICAL ECONOMY AND CAPITALISM

and to make the discussion accessible to the wider circle
of those who have a lively sense of the intimate relation
between economic thought and practice in the world
to-day and have little time for what is merely “light-
bearing” without being “fruit-bearing”. If some of
what is written here may bear the character of thinking
aloud rather than of finished thought, the thought has
at least not been hasty but has extended over several
years. In this process of groping I have incurred a
debt to Mr, Dennis Robertson and Mr. Piero Sraffa,
who have read some, and to Mr. W. E. Armstrong,
Professor Erich Roll and Mr. H. D. Dickinson, who
have read all or the greater part of these essays at various
stages in their growth, and whose criticism has banished
a number of confusions which might otherwise have
remained. Mr. Clemens Dutt, Mr. A. G. D. Watson
and Mr. George Barnard have also given me valuable
advice and correction on a number of special points.
But none of these must be blamed for errors which
remain, or for any of the opinions which are expressed.

M. H. D.
CAMBRIDGE,

July 1937.

In the revised edition I have made some substantial
alteration to the second half of Chapter IV, in order
to elaborate certain aspects of Marx’s theory of crises
which in the earlier edition I had tended to ignore, and
also some alterations, to meet the requirements of maturer
thought, in the last dozen pages of Chapter VI. Else-
where, although only too conscious of mistakes and
deficiencies, I have confined myself to a few very minor
changes.

May 1940. M. H. D.
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CHAPTER 1

THE REQUIREMENTS OF A THEORY
OF VALUE

THere are those whose attitude to classical Political
Economy is contained in the statement that nothing is
to be gained by examination of the elementary blunders
of economists a century ago. In so extreme a form
as this the attitude is probably rare. But there is a
similar, if less impatient, opinion in general currency in
academic circles which represents the classical economists
as the crude, if brilliant, “primitives” of their art, from
which our contemporary sophistication has no more than
very minor lessons to learn. While classical Political -
Economy, it is said, may have posed many questions
rightly and yielded certain brilliant guesses at the truth,
its technique of analysis was inadequate to furnish logic-
ally satisfactory answers, and precision of thought as
well as the solution of major problems were hindered
Dy certain elementary confusions. - Ricardo’s genius was
‘imited by his adherence to the crude and narrow labour
theory of value, and by his “ignorance of the terse
language of the differential calculus”. Of Marx have
We not been told that, taking as intellectual baggage a
few hasty misreadings of Ricardo, he was led by com-

endable but unbalanced ‘‘sympathies with suffering”

I



POLITICAL ECONOMY AND CAPITALISM

economics of to-day from that of a century ago much as
Newton’s principles divided the work of his successors
from pre-Newtonian physics. Ricardo and Smith might
be the Pythagoras and Aristotle of economic science; but
they were little more than this. So much has this belief
become part of the texture of economic thought that to
dispute it is to render oneself suspect, either as an
ignoramus or as a victim of perverse obsessions which
should have no place in scientific judgment.

To-day there is a tendency to maintain that the
early economists were not merely immature but were
misled into false inquiries, Even the concept of utility,
which originally was championed as providing a more
adequate answer to the questions which the classics had
propounded and as covering a greater generality of cases,
is frequently discarded as untenable or otiose. It is a
growing fashion to say, with Cassel, that a theory of
value is unnecessary and that all the requisite pro-
positions can be enunciated simply in terms of an
empirical theory of price. We are told that a theory
which represents exchange-relationships as functions of
certain human preferences, expressed in human be-
haviour, is all that a true science of economics should
have or needs to have, and that such a theory ipso facto
constitutes the only theory of value which can exist
when value is properly defined. To the study of
economics, says Mises, the study of purposes or ends
is as irrelevant as is a study of real costs; and the only
theory of value necessary to economic study is an equa-
tional system which generalizes the relationships which
must prevail between scarce means and given ends in
all possible situations.! Professor Myrdal has recently

! Die Gemeinwirtschaft, Eng, trans, as Socialism, p. 111 et seq.
2 !
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declared that the search of previous economists for a
theory of value, based on concepts either of real cost or
of utility, represented an obsession with ethical and
political questions; and that only the abandonment -
of this false search has led to the placing of modern
economics on a scientific basis.®! An American writer,
addressing himself particularly to Socialists, has said
that Marx failed to understand the requirements of a
~ theory of value, and that the modern doctrine, because

of its superior objectivity and greater generality, is more
~ properly the economic theory of a socialist economy
than the value-theory of Ricardo and Marx.?

Clearly, any decision on such a matter, even any
understanding of what is involved, requires an answer
to the question: What conditions must an adequate
theory of value fulfil? Prior even to this question, it
may be necessary to answer a further question: What
‘relevance at all has a theory of value to the structure of
- propositions which constitutes Political Economy?

Croce has said that ‘“a system of economics from
‘which value is omitted is like logic without the concept,
s ethics without duty, aesthetics without expression”.?
‘But this analogy is unconvincing unless the purpose
‘of economic inquiry is more precisely defined. Clearly
‘there are a number of propositions about economic
‘events which it seems possible to make without any
ior postulation of a principle of value, still less of

‘Over, it seems quite possible to make a number of state-

' G, Myrdal, Das politische Element in der Nationalokonomischen
“oitrinbildung (1932), Chapters 3 and 4.

£ P. M. Sweezy in" Economic Forum, Spring 1935.

" * Benedetto Croce, Historical Materialism and the Economics of Karl
'r"'f Harx, p. 138.



POLITICAL ECONOMY AND CAPITALISM

ments about the behaviour of prices without any attention
to a priori considerations concerning formal adequacy.
Will not the sum of such statements, if consistent and
true, itself constitute our theory of value? If a theory
of value is conceived of as anything more than this, does
it not define itself as something metaphysical, and some-
thing irrelevant to the positive inquiries which economists
have in hand? Why not argue, not about formal adequacy,
but simply about the sort of empirical statements to be
made which are true to fact?

What is meant when one speaks of the formal adequacy
of a theory in this context is the conditions which it must
fulfil if it is to be capable of sustaining corollaries of a
certain type of generality. One is referring to the
relationship between propositions and the forecasts
which can be built upon them. It is a question of the
level of knowledge which one’s set of statements con-
stitutes—of how far one’s knowledge is able to reach.
It is a familiar fact that in the history of any branch of
scientific knowledge inquiry has started with description
and classification of events within a somewhat vague
and undemarcated field. On the basis of such classi-
fication analysis is able at a-later stage to construct
certain limited generalizations. But such generalizations
may for long remain applicable only to a limited type
of situation or to a limited part of the field, and be
incapable of sustaining forecasts of that more general
type which relate simultaneously to the major events
within the system and enable one to determine the
configuration of the system as a whole. To achieve the
latter requires that generalizations reach a certain degree,
not only of comprehensiveness, but of refinement. A
certain level of abstraction is required. Such a mile-

4
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stone in the path of knowledge seems to have been
provided, for instance, in chemistry by the concept
of atomic weight of chemical elements, and in physics
by the Newtonian law of gravitation. In Political
Economy it seems truc to say that prior to the
publication of The Wealth of Nations the study of
economic questions had not passed beyond its descriptive
and classificatory stage: the stage of primitive generaliza-
tion and of particular inquiries. Only with the work of

- Adam Smith, and its more rigorous systematization by
~ Ricardo, did Political Economy create that unifying
quantltatwe principle which enabled it to make postulates
in terms of the general equilibrium of the economic
- system—to make deterministic statements about the
general relationships which held between the" major
‘elements of the system. In Political Economy this
umf'ymg principle, or system of general statements cast
| in quantitative form, consisted of a theory of value.

. The question of the adequacy of a theory of value,
therefore, means the conditions which such a set of
statements must fulfil if it is to be competent to deter-
ine the equilibrium or movement of the system as a
Wwhole. The purely formal answer to this question is
iliar enough. The set of statements must have the
n (or be capable of expression in the form) of an
guational system in which the number of equations, or
Enown conditions, is equal to the number of unknown
¥ariables in the system to be determined—no less and
0 more. This, however, is purely the formal require-
T To sustain forecasts concerning the real world
the theory must have not only form but also content. It
Milist have not only elegance but also ““earthiness’; and
at is more concretely required when these conditions

5
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are expressed in realistic terms is less familiar, and is,
indeed, more frequently than not ignored.

An equational system means that certain relation-
ships are defined which govern,- or connect, all the
variables within the system. These are the generaliza-
tions of which the theory is composed. A formal
condition for this equational system to be capable of
solution—for the ‘“‘unknowns’ to be *‘determined”,
or to have particular values assigned to them, when
sufficient data about the situation are known—implies
that somewhere in the system certain quantities which
have the character of ““constants” appear. The system
as a whole is, of course, determined both by the relation-
ships which the equations define and by these “con-
stants”. But in an important sense it is the “constants ”’
which are the key which furnishes numerical values to
the whole. They are the data which, when known in
any particular case, enable one to calculate (by means
of the equations) the position of all the rest. The
significance of a ““constant” is not that it is necessarily
unchanging and unchangeable,! but that it is some
quantity which in any particular case can be known
independently of any of the other variables in the system.
It must be something which can be postulated inde-
pendently of the rest. It is some quantity brought in,
as it were, from outside the system of events to which
the set of equations refers; and in an important sense
it is on this outside factor that the total situation is made
to depend. When it is known, the ““shape” and ““posi-

* Prof. Ragnar Frisch has pointed out that when economic theory is
expressed in a dynamic, and not in a static, form, dealing with movement
as well as equilibrium, certain of these “ influencing coefficients” will

have the character of “ given functions of time ", (Review of Economic
Studies, Vol. 111, No. 2, p. 100.)

6
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tion”* of the situation can be fully calculated, for the
reason that the unknowns are all ultimately expressed
in terms of their relation to it, whereas it is not in tu.rn
expressed as a function of any of them. Thfa quantity
represented as a constant is, hence, determiining, but
not determined, so far as this particular context of events
is concerned. For instance, the ‘‘gravitational constant”
which figures in Newtonian physics expresses the ac-
celeration of a body as (in part) a function of mass; and
is valid In so far as one can treat mass as something
independent of velocity. If, however (as more recent
concepts are suggesting), the mass of a body in turn
varies with its velocity, this constant is to that extent
inadequate as a basis for calculating changes in velocfitjf.

To take a slice of the real world and to analyse it in
this way is equivalent to declaring this slice to be an
“‘isolated system”, in the sense that it is connected with
the rest of world-happenings only through certain de-
finable links, so that if we know what is happening at
these links at any moment, we can calculate what will
happen to the rest of this “‘isolated system”. As Pro-
fessor Whitehead has said, it means ‘‘that there are
truths respecting this system which require refe.rence
only to the remainder of things by way of a umfo.rr‘n
gystematic scheme of relationships. Thus the conception

~ of an isolated system is not the conception of substantial

independence from the remainder of "things, but of
freedom from casual contingent dependence upon de-
tailed items within the rest of the universe,” !

In the abstract, of course, it is possible to create any
number of ‘‘isolated systems”. One can construct
equational systems about events, and make them coherent

1 Science and the Modern World, pp. 58-9.
P 7
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and solvable, merely by observing the formal rules and
inventing the necessary constants which are required
to determine the whole—by assuming certain things to
be independent, whether they are in fact so or not. In
this way quite a number of theories of value can be
devised, with no means of choice between them except
their formal elegance. This is an easy, much too easy,
game. On the other hand, it is true that in the real
world there are no completely “isolated systems”. A
law of value, therefore, while it must be subjected to
realistic, and not merely formal, criticism, can be ex-
pected to be no more than an approximation to reality,
capable of sustaining a certain type, but not every
type, of forecast, and achieving the highest degree of
generality that is consistent with the complexity of the
phenomena which one seeks to handle. The ultimate
criterion must be the requirements of practice: the type
of practical question which one requires to answer, the
purpose of the inquiry in hand.

The smaller the degree of generality that one’s ques-
tions require, the easier it often is to find a principle
which will fit the case. The more particular, and less
general, the problem to hand, the greater the number of
surrounding conditions which one is justified in assuming
to be constant. The problem of determining the result
then becomes relatively simple provided one can know
enough of the surrounding conditions (indeed, at the
extreme of particularity one generally in practice knows
too few of the relevant conditions to forecast the result,
so that what one may gain in apparent simplicity one
more than loses in insufficient knowledge). For instance,
if one wishes to determine the price at which fish will
sell in a particular market on one particular day, the

8
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result is given if only one knows the supply of fish on the
spot, the ephemeral desires of housewives and the amount
of cash which the latter at the moment have to spend.
All of these things can be reasonably treated as inde-
dent both of one another and of the price at which

the fish is sold. Again (to take a more long-period
example) if one is dealing with a particular commodity
in isolation from the rest, one is entitled to take the level
of wages, of profit and of rent as independent factors,
as part of the given data of the problem; and a simple
“cost of production”™ explanatlon suffices (given con-
“ditions of “constant returns’ ’) to determine the result.
When, however, one is dealing with the generality of
commodities, or even with large groups of commodities,
or with a long instead of a short period of time, these -
simple assumptions break down: what in the isolated
. particular case one treated as independent factors cannot
' now be so treated. In this case one is no longer justified
in using the level of wages, of profit and rent as deter-
;I'.umng constants, for the reason that these will be
influenced by the values of commodities as well as
influencing them, It follows, therefore, that an essential
eondition of a theory of value is that it must solve the
Problem of distribution (.e. determine the price of labour-
Jower, of capital and of land) as well as the problem of

¢ former is an essential, indeed major, part of the
tical inquiry with which Political Economy is con-
€med, but because the one cannot be determined
Without the other. In other words, neither Distribution
.,i Commodity-Exchange can be properly treated as
] lated systems”. To express it more generally, a

m“mciple of value is not adequate which merely expresses

9
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value in terms of some one or other particular value:
the determining constants must express a relationship with
some quaniity which is not itself a value. This was the
reason for which Ricardo rejected mere ““supply and
demand” explanations, and Marx scorned the “cost of
production” theory of J. S. Mill: because such theories
sought an explanation of value in terms of quantities

which could only be treated as independent in circum--

stances which precluded the principle from having the
requisite generality; in Mill’s case in terms of a given
level of wages and rate of profit for which he adduced no
independent principle of determination. This was the’
reason too why Ricardo was so concerned to demonstrate
the unsuitability of Malthus’ attempt to represent the
value of commodities in terms of the value of labour-
power,? and why Marx so brusquely set aside the
relativism of Bailey.?

There is a further requirement which deserves
explicit mention if only for the reason that it so frequently
passes unobserved. It seems clear, from the nature of
its subject-matter and the type of statement which it is
required to make, that an economic theory must be

! Cf. below, pp. 16 and 137.

% Cf. below, p. 8¢9 f.

3 A writer recently commenting favourably on Bailey has referred to
“irrational disquisitions which depend upon a qualitative or monist
conception of the nature of exchange-value” and regrets that value-
theory “has not been more influenced by the proposition that the
objective exchange-values of a commodity are to be found in the other
commodities for which it can be exchanged (and not in some different
inherent quality)”, (Karl Bode, in Economica, Aug. 1935.) This com-
ment would seem to miss the esscntial issue in the criticism of Bailey.
It may be perfectly proper to define exchange-value as ‘‘the other
commodities for which (a given thing) can be exchanged”; and it was
so defined by Ricardo and Marx. But it does not follow that a deter-
minate theory of value can be cast purely in such terms.

10
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quantitative in form. If this is so, it is necessary that
the determining relation or relations which figure in
the equational system should be capable of expression
in terms of quantitative entities in the real world.
They must be translatable into actual dimensions which
can be factually apprehended and known. This is
elementary; but it is not always observed by those
who construct principles on purely formal lines. This
does not necessarily mean that a theory of value needs
to relate the exchange-value of commodities to some
gingle dimension or real entity; although in practice
it may work out that this has to be done. But
to permit any full quantitative statements to be
made, such governing dimensions ‘or entities to which
the price-variables are connected must themselves be
related in a way that enables them to be reduced to a
common term. For instance, if one’s equations were to
express the price of a commodity as some particular
b function of two quantities, # and v, one would need to

know how # and v were themselves related for one’s
" statements to have any precise meaning. (If we were

0 know that commodity a, for example, was equal to

54 and 1v, while commodlty b was equal to 1z and

59, it would be impossible, in the absence of further

‘knowledge of the relationship between u and v, to state

‘Whether a was greater than & or & was greater than

'@.) This is simply to say that # and v must be actually

‘Capable of numerical expression. For this reason it

‘Would not be sufficient for acost-theory of value to express
- Value as a function, say, both of labour and abstinence,
0r of quantity of man-power and quantity of nature
‘Used in production, unless the theory was able to embrace
‘8ome further condition or datum which afforded a common

I1
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term to the two elements of cost. And for this purpose
it would not be legitimate to assimilate labour and
abstinence or man-power and nature in terms of their
market walues, since this would be to make the deter-
mining constants, or the knowns of the problem,
dependent on the unknowns which were to be deter-
mined. Similarly, a principle which made value a
function of ‘““desire” and “‘obstacles” would need to
include some such condition as the postulate that in
equilibrium the differential coefficients of ““desire’’ and
““obstacles” (subjectively estimated) were equal. This
is evidently the meaning of Marx’s emphasis, in the
much misconstrued opening chapter of Das Kapital, on
the necessity of finding some uniform quantity, not itself

a value, in terms of which the exchange-value of com- -

modities could be expressed; as it is clearly also the
explanation of Marx’s statement in a letter to Engels that,
in his opinion, the major contribution of his first volume
was the separation of labour-power and labour !—the
former a commodity represented in its value and the
latter an objective representation of human activity and
an entity capable of independent quantitative expression.
This seems to provide the reason why the two major
value-theories which have contested the economic field
have sought to rest their structure on a quantity which
lay outside the system of price-variables, and independent
of them: in the one case an objective element in pro-
ductive activity, in the other case a subjective factor
underlying consumption and demand.

This crucial “value-constant” classical Political
Economy found in a relationship of cost. The exchange-
value of a commodity was defined in the purely relative

1 Marx-Engels Correspondence, pp. 226 and 23z.
12

REQUIREMENTS OF A THEORY OF VALUE

sense of the amount of other commodities for which it
was customarily exchanged. But a determinate solution
for this system of exchange-ratios was sought in the
principle that these ratios were governed ultimately by
the quantity of labour required (in a given state of
society and of technique) to produce the commodities
in question. It was this solution which constituted the
famous labour-theory of value. Prior to Ricardo this
principle was not enunciated in any complete or clear-
cut form. Frequently, indeed, it was formulated
obscurely, and even ambiguously; Adam Smith having
referred both to the amount of labour and also to the
* walue of labour used in production.! As used by Ricardo
. and Marx the conception of labour was an objective one;
labour being conceived as the expenditure of a given
" guantum of human energy; even though it was later to be
| translated into subjective terms as a mental “sacrifice”
‘or psychic “pain” involved in work. Viewed objectively
Jin this way, the determining relation was a technical one,
and not a value-relation. In any given technical situation
it would be a given factor, synonymous with the degree
‘of labour-productivity, and independent of the value of
labour-power (i.e. the wage-level). Moreover, it was a

! For instance: value *‘is equal to the quantity of labour which it
“enables him to purchase or command®’; and * the real price of everything,

\8ud trouble of acquiring it”. (Wealth.of Nations (Ed. 1826), pp. 34-5.)
i Micardo commenting on this says that Adam Smith sometimes speaks
“"not {(of) the quantity of labour bestowed on the production of any
@ , but: the quantity which it can command in the market: as if
were two equivalent expressions, and as if because a man's labour
become doubly efficiént he would necessarily receive twice the former
" Suantity in exchange for it”. (Principles, p. 6.) In Letters to Malthus
MEd, Bonar, p. 233) we find Ricardo writing: * You say a commodity is
"dear because it will command a great quantity of labour; I say it is
Snly dear when a great quantity has been bestowed on its production.”

13
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relation capable of being expressed in terms of *‘ greater”
or “less”. Given conditions of ‘“‘constant returns” it
was independent also of demand: the productivity of
labour in terms of commodity @ and commodity b would
remain unaffected whether much of ¢ was demanded
and little of b, or much of b and little of a.

This principle of the identity of value-ratios with
labour-ratios rested on conditions which defined the
nature of the dominant tendencies in an exchange-
society. In an exchange-society characterized by the
division of labour, by competition and the mobility of
resources, competition would ensure that labour was
distributed between the various lines of production in
such a way that these ratios were equal. It depended,
therefore, on a particular conception of the equilibrium
of such a society; and it depended on the conception of
the level of wages as being uniform for labour of uniform
quality, though not on that level being constant. But the
statement was subject to two important qualifications.
First, with respect to land, it held true only under
marginal conditions of production, or for production
under the least favourable natural conditions being
utilized at the time. This indeed must be so in the case
of any form of cost-theory. Secondly, it implied the
important simplifying assumption that the ratio of labour
to capital employed in different lines of production was
everywhere equal: what Marx termed equality in the
“‘organic composition of capital”’ or what later economists
would have called uniformity of the ‘‘technical co-
efficients”. 'This assumption meant that value was
only an abstract approximation to comcrete exchange-
values. That it should be so has generally been held to
be fatal to the theory; and was the onus of Béhm-Bawerk’s

14
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criticism of Marx. But all abstractions remain only
approximations to reality: this is their essential nature;
and it is no criticism of a theory of value merely to say
that this is so. Whether such assumptions are permis-
sible or no is a matter of the type of question, the nature
of the problem, with which the principle is designed to
deal. The criticism only becomes valid if it shows that
the implied assumptions preclude the generalization
from sustaining those corollaries which it is employed
to sustain, It is frequently said that Ricardo, at least in
the first edition of his Principles, did not appreciate the
importance of his implied assumption. It has even been
suggested in the case of Marx that he did not notice the
crucial qualification, and that he then wrote his third
volume to evade a difficulty which he had not pre-
viously observed; with the result that he produced a
substitute theory which was indistinguishable from the
“cost of production” theory of Mill! But these are

" rash and ill-founded presumptions. It is altogether more

reasonable to suppose that Ricardo gave cursory mention
to the qualifying assumption in his first edition, not
because he.did not appreciate it, but because he con-
gidered it unimportant for the purpose of the main
inquiry he had in hand. It is too seldom remembered
to-day that the concern of classical Political Economy
Wwas with what one may term the *‘macroscopic” problems
of economic society, and only very secondarily with

! That this view is incorrect is sufficiently shown by the fact that in
his Misére de la Philosophie, published many years before the first volume
Of Kapital, Marx pointed out that a rise of wages would have a different

‘Bffect on different industries, causing the price of goods to rise in some

8nd actually to fall in others owing to the fact that *the relation of
manual labour to fixed capital is not the same in different industries .
CE. below, p. 73-

15
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“ microscopic”’ problems, in the shape of the movements
of particular commodity prices. Ricardo, at any rate,
did not pretend that his principle was adequate to deter-
mine the latter. But Ricardo, more than others, was
first and foremost concerned with problems of distri-
bution—with the movement of the three great revenues
of society, rent, profit and wages—and with commodity-
values in relation to this.! Hence he was concerned not
with particular commodity-values, but with broad classes
of commodities, such as agricultural produce and manu-
factures, or with commodities on the one side and money
on the other. To this type of problem he considered his
approximation an adequate one, and affording the degree
of generality which the scale of his problem required. So
it was with Marx in the scope of the problem so far as it
was covered in his volume I. When he approached the
problem of particular commodity-prices in his volume
III by means of a further approximation in the shape
of his theory of the “price of production”, it had this
essential difference from the cost of production theory
of Mill. Marx had criticized the latter because it had left
““cost of production” itself unexplained: it had described
cost of production as consisting in the wages paid for the
labour used plus an average rate of profit, without afford-
ing any explanation of the determination of the rate of
profit itself? In Marx’s theory of the “‘price of pro-
duction” profit figured as a quantity determined in terms

1 Ricardo wrote to Malthus: *“Political Economy you think is an
inquiry into the nature and causes of wealth; I think it should rather
be called an inquiry into the laws which determine the division of the
produce of induscry among the classes which concur in its formation.”
{Letters to Malthus, p. 175.) In the Preface to his Principles he wrote:
“To determine the laws which regulate this distribution, is the principal
problem in Political Economy.”

* Cf. below, p. 137.
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of the law of the first approximation, as presented in
volume I, profit depending on the surplus or difference
between the value of labour-power and the value of
finished commodities. In this crucial respect the second
approximation depended on the first (as, for example,
do the successive approximations of the law of projectiles
in physics), and was not a contradiction of it in its
essentials. The solution of the ““microscopic” problem
was "conceived as dependent on the solution of the
““macroscopic’’ problem; microscopic phenomena as
ruled (with appropriate modifications) by the macro-
scopic law. The theory of gravitation is not rendered
absurd and useless merely because it requires substantial
modification to explain why airships and aeroplanes can
rise in the air.

The essential importance of this labour-principle was
that it could be employed to determine the value of
labour-power itself (under certain given conditions).
The key question as both Ricardo and Marx saw it was:
What determined the difference between this and the
value of commodities in general? For instance, if wages
rose, would this difference be narrowed, or would the
price of commodities rise pari passu? On this difference
profit and in turn the rate of profit depended. If this

could be determined, then, not only was a key afforded

to the problem of distribution—to the variation of class
revenues—but the constituent elements of Mill's ‘“cost

‘of production” and Marx’s “price of production’ were
‘also determined.

This, it may be said, is still to approach the matter in
a formal way. Any principle may be made formally

‘Consistent at a sufficient level of abstraction; but that

18 not to say that it has realistic worth, Why should a
17
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cost-theory of value based on labour, which is admittedly
only one of the factors in wealth-production, have a
superior claim to any alternative cost-theory that one
might devise: for instance, a principle which took
capital or land as the determmmg quantity? To con-
centrate on labour alone is, surely, arbitrary dogmatism:
it is to imply the sequel in this initial assumption, without
affording any independent ground for believing the
sequel to be true? This, it is true, is ultimately a practical

and not a formal question. The truth of an economic.

principle must lie in whether, in making abstraction of
certain aspects of the problem, it does so in order to
focus upon features which are in fact crucial and funda-
mental features of that slice of the real world to which
the theory is intended to apply.

In the case of land or capital clearly there were serious
practical objections to taking them as a basis: difficulties

‘which would have exceeded any of those which are

charged against the labour-theory. Classical Political
Economy was already focussing attention on the non-
homogeneous character of land, and was using the
differences in the quality of land, along with its scarcity,
as basis of the classical theory of rent. Acres are more
dissimilar than man-hours of labour, In the case of
capital there was the more crucial objection that it is
itself a value, depending upon other values, in particular
on the profit to be earned. How, then, could this quantity
be used as basis for a determinate explanation of profit?
If, on the other hand, the term were to be taken as
designating, not a value, but the concrete things—
machines and structures, etc.—which capltal-values re-
present, then these could only have quantitative signi-
ficance in this context as “‘stored-up labour”, As for a

18
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combination of these factors to form a composite cost-
principle: there is the additional objection that there is no
discoverable common term by which these diverse quanti-
ties could have been related; and such a principle would
have remained vitiated by an essential dualism. How, for
instance, even if acres could be taken.as homogeneous,
could one relate man-hours and acres and capital-units?

But there is a practical reason which is more decisive
than this. That labour constitutes .a cost in a unique
sense was, of course, an assumption But it was an
assumption born of a particular view of what was the
essence of the economic problem. As such it was not an

* arbitrary definition, but an attempt to depict the essential

shape. of real events; and by its adequacy in doing this
it must ultimately be judged. Any theory of value

| necessarily constitutes an implicit definition of the
. general shape and character of the terrain which it has

decided to call ““economic”. The crux of the economic
problem, as this theory represcnted it, and as it had been
traditionally viewed, lay in the struggle of man with
nature to wrest a livelihood for himself under various

 forms of production at various stages of history. As Petty
‘had said, labour is the father, nature the mother of

wealth. To this relationship the contrast between human

activity and the processes of nature was fundamental;

human activity being endowed with primary significance
as the initiator and begetter of change and increase.
If when we speak of the economic problem we refer, not
to its formal character, but to its real content, and intend
to indicate some element common to the various forms
which the economic struggle has taken at different stages
of history, it is hard to see what statement is possible
Which does not include this ever-changing relationship be-
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tween labour and nature, and the fundamental contrast be-
tween these two factors, as a crucial element. And if we
seek to give any quantitative expression to this relationship
—to man’s mastery over nature—it is hard to see what
simple notion one can use other than the expenditure
of human energies requisite (in a given state of society)
to produce a certain result. Among the earliest dis-
tinctions in Political Economy was that between ‘“ riches”
and ‘““value”; the crux of this contrast being that, while
nature as well as human activity was productive of wealth
or riches, value, being a social relationship, was an
attribute of human activity and not of nature. The
essence of value, in other words, by contrast with riches,
was conceived to be cost, and the essence of cost to lie
in labour, by contrast with nature. Labour, conceived
objectively as the output of human energy, was the
measure and the essence of Ricardo’s “difficulty or
facility of production”. This contrast between labour
and nature, conceived as paralle] to the contrast between
value and riches, was clearly a primary notion, to which
the consideration that man is a tool-using animal and
manufactures instruments to increase his power over
natural forces (whence follows the distinction between
labour devoted to the creation of instruments and labour
devoted to their use) was secondary. All this is ele-
mentary enough. At the same time, it would seem to be
sufficiently fundamental for any value-concept which
ignores these simple notions to have very limited power
to sustain pronouncements about essential processes in
the real world.

Whether human labour is a cost in a unique sense is,
therefore, a practical question, for judgment, not for
logic, to decide. True, human activity is itself differenti-
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ated as labour which embodies itself in tools and instru-
ments and labour which is devoted to the use of these
instruments in the direct and current production of
commodities. But while the making of such instruments
and their subsequent maintenance and repair represents
a cost in this crucial sense, there is no comparable cost
in the mere use (as distinct from using-up) of these
instruments, or in the mere postponement of their use
in time.! As Béhm-Bawerk himself has said (in criticiz-
ing the use-theory of Interest): *“it is by the passing of
available energy into work that the ‘use’ of goods is
obtained by man”; there is no other sense of ‘‘use”
than the “putting forth of physical powers”, or energy;
and “‘for any ‘use of goods’ other than their natural
material services there is no room either in the world
of fact or in the world of logical ideas”.? Hence, in
basing itself on this simple but fundamental characteriza-
tion of economic activity, the labour-principle was not
‘merely providing a formal concept: it was making an
‘important qualitative statement about the nature of the
economic problem (a qualitative statement often confused
with an ethical one), and imparting the implications of
is statement to its corollaries. So also, indeed, was
utility-theory; although the qualitative statement
made was of a quite different order, being concerned,
not with relations of production, but with the relation
of commodities to the psychology of consumers. In
ixpressing value as some function of utility, it was
aracterizing the equilibrium which it defined as an

I The question of “real cost” viewed subjectively as something
iychological, and hence of so-called ‘“ abstinence ", is a different matter,
d is considered separately below.

" Capital and Interest (Ed. 1890}, pp. 220 and 231.
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equilibrium of a specific kind, related in a certain
way to 2 “maximum” of utility (a statement which has
independent meaning quite apart from any moral or
ethical postulate). The statement which the labour-
theory implied was that exchange-values bore a certain
relation to the output and using-up of human energies,
and in doing so provided a term which gave some mean-
ing to the distinction between a gross and a net product
and to the concept of surplus, and provided a criterion for
differentiating one type of income from another. Thus
it is possible in these terms to distinguish exchange-
relationships which represent a passing of value-equiva-
lents from those which do not: for instance, the sale of
labour-power representing the exchange of income
against human energies expended in production, con-
trasted with the sale of 2 property-right over the use of
scarce resources, representing no such passing of equiva-
lents and constituting an income by no means ‘‘neces-
sary” in the fundamental sense in which a subsistence-
income to labour is necessary or the return to a machine
of a value equal to what the operation of that machine
has used up (in a physical sense). And if so radical a
distinction as this exists, it must surely be of crucial
importance in determining the behaviour of different
income-classes and the reaction of economic changes
on them? Without some such value-conception, funda-
mental distinctions of this kind can have no place in
economic theory. With a different value-principle they
disappear; and (as will later be seen) in the modern
subjective theory of value the very concept of surplus,
contrasted with cost, loses any essential meaning, and
a criterion for any fundamental distinction between
different class incomes is lacking.
22
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Ricardo, it may be, only dimly sensed the requirements
of a value-theory. At least, there jis no evidence that he
based it on any developed methodology. Yet it seems
clear that in essentials the instinct of his robustly ana-
lytical mind was right. There is little doubt, however,
that Marx was more fully alive to the methodological
problem than his contemporaries and most of his suc-
cessors. His analysis of capitalist society was approached
- from the standpoint of a general philosophy of history,
by which it can be said that the descriptive and elassi-
ficatory emphasis of the historical school and the ana-
Iytical and quantitative emphasis of abstract Political
Economy were combined. More essentially even than
with Ricardo his concern was with the movements of
the main class revenues of society, as key to ‘‘the laws
of motion of capitalist sdciety” which his analysis was
. primarily designed to reveal. To this inquiry he con-
sidered his value-principle fully adequate as well as
necessary. That both he and Engels were well aware
of the limitations as well as the requirements of the
abstractions he used is suggested by the following
Passages, in which their mutual theory of the réle of
traction in thought and practice is revealed. ‘“The
formulation in thought of an exact picture of the world
8ystem in which we live is impossible for us and will
ways remain impossible. . Mankind therefore
s itself faced with a contradiction; on the one hand,
t has to gain an exhaustive knowledge of the world
8ystem in all its inter-relations; and on the other hand,
bBecause of the nature both of man and of the world
8ystem, this task can never be completely fulfilled. . . .
Each mental image is and remains in actual fact limited,
objectively through the historical stage and subjectively
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through the physical and mental constitution of its
maker. . . . Pure mathematics deals with the space
forms and quantity relations of the real world—that is,
with material which is very real indeed. In order to
make it possible to investigate these forms and relations
in their pure state, it is necessary to abstract them entirely
from their content, to put the content aside as irrelevant.”!
In a letter to Conrad Schmidt discussing specifically
Marx’s theory of value, Engels wrote :—*‘ The conception
of a thing and its reality run side by side like two asymp-
totes, always approaching each other yet never meeting.
This difference between the two is the very difference
which prevents the concept from being directly and
immediately reality and reality from being immediately
its own concept. Still . . . it (the concept) is something
more than a fiction, unless you are going to declare all
the results of thought fictions.” 2

But it was not many years after the publication of Das
Kapital before a rival value-theory was to rise and with
remarkably little resistance to conquer the field. This
was the utility-theory, which seems to have germinated
simultaneously in several minds, being enunciated alike
by Jevons in this. country and by Menger and Wieser
and Bohm-Bawerk of the Austrian School. The new
theory had the attraction of ingenuity and elegance as
well as of novelty (although, like most ideas, it was not
unforeshadowed); and owed its invention in part to the
use of conceptions of the differential calculus, with its
emphasis on increments of a quantity and rates of incre-
ment. It seems clear that Bshm-Bawerk at any rate
appreciated the problem which the classical theory had

! Engels, Anii-Diikring, pp. 46~7.
? Marx-Engels Correspondence, p. 527,
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sought to solve. While he is sparing, almost niggardly,
in paying tribute to Marx even for formulating the
question accurately, there is every indication that he
framed his theory directly to provide a substitute answer
to the questions which Marx had posed. It is, at least,
a remarkable fact that within ten years of the appearance
of the first volume of Kapital, not only had the rival
- utility-principle been enunciated independently by a
number of writers, but the new principle was finding a
receptivity to its acceptance such as very few ideas of
similar novelty can ever have met. If only by the effect
of negation, the influence of Marx on the economic theory
of the nineteenth century would appear to have been
much more profound than it is fashionable to admit.
Utility, as something individual and subjective, was
' the quantity to which value was anchored by this new
theory. Value was expressed as a function, not of utility
treated as an aggregate, but of the increment of utility
at the margin of consumption. In place of an objective
ost-relation, lying behind production, a subjective
relation between commodities and individual states of
tonsciousness was taken as the determining constant
the equational system. As Professor Pigou has said,
the “‘economic constants” are conceived as “depending
Upon human consciousness”.! By this means, it was
Claimed, a greater degree of generality was attained than
been possible for classical Political Economy. It
Was applicable whatever the technical combinations of
ors of production might be; and so was unrestricted
)Y assumptions about the “‘organic composition of
Capital”. For this reason it sufficed to determine
Simultaneously and completely both the ‘‘macroscopic”
* Economics of Welfare, p. 9.
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and the *“ microscopic”’ configuration of economic society.
Many proceeded to claim that, since the fundamental
instincts of human consciousness remained the same, the
principle would hold for any type of economic society.
To academic economists it came, as Wicksell has de-
scribed it, as something of a revelation. At the same
time it implied certain limiting assumptions of its own,
quite different in character and significance from those
surrounding the classical principle. In particular, since
states of human consciousness could only find expression
in value-terms, usually in terms of money, abstraction
had to be made of the different income-positions of
different individuals. Consumers had to be treated in
abstraction from their character as producers, and wvice
versa. 'The problem of value had to be treated as though
it could be solved independently of the effects on demand
of the distribution of income: otherwise a demand-
schedule could not be regarded solely as a function of
utility and as independent of the value of commodities
and of productive-agents. This has led some writers
to maintain that the principle is only fully applicable to
a society of equal incomes—in other words, to a society
where there is no problem of distribution left to explain.
And it led Wieser to define ‘“‘natural value” as the
exchange-ratios which would rule in a communist society.
Further, by taking as its foundation a fact of individual
consciousness, it not only separated his attributes qua
consumer from his attributes gua producer and income-
receiver, but made abstraction of all social influences upon
individual character—all reactions of the society of which
he was part and the economic relations into which he
entered on his desires and aversions, his pleasures and
pains. The significance of this abstraction will be more
26
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fully discussed later; but it was clearly inevitable that the
corollaries of such a principle should have an individualist
bias, since an individualist description of human society
was contained in its assumptions. Whether such a
description is justified or not is not a formal or logical
question but a question of fact.

There has been some dispute as to whether utility,
so defined,-can properly be treated as a quantity at all.
Into this dispute we need hardly enter, since it seems
to have little importance for the issue in hand. The
truth may well be that utility, though a meéntal fact,
can be defined in such a way as to give it what Kant
termed ‘‘intensive magnitude”—of enabling it to be
conceived in terms of ‘‘greater or less”.! Whether, when

.~ s0 defined, it is something which exists is another matter.

But for the present the question of its existence as
an entity need not concern us. If existent it can only
have economic significance when objectively expressed
through an individual’s behaviour on a market—in a
concrete act of purchase or sale. The immediate mental
activity behind such an act of purchase is sometimes
referred to as a ‘‘desire” (behaviourists would term it,
presumably, a behaviour-reaction) to distinguish it from
the more fundamental fact of consciousness to which
the term satisfaction or utility is applied. Here for
long the subjective theory of value has continued to rest
on 2 very slender pediment: so slender that Marshall
hid it in a footnote. That it does so rest seems to
have remained surprisingly unnoticed by many. This
Premise consists in the identification of ‘“‘desire” with

“satisfaction”. As Marshall said: ‘“We fall back on the

X Cf. an article by O. Lange in Rewtew of Econ. Studies, June 1934,
also a reply to it, iid., October 1934, and W. E. Armstrong in The
Economic Yournal, September 1939.

27



POLITICAL ECONOMY AND CAPITALISM

measurement which economics supplies of the motive, or
moving force to action, and we make it serve with all
its faults, both for the desires which prompt activity and
for the satisfactions that result from them.” ! Professor
Pigou has defended this identification as a sufficient
approximation and as true of ““most commodities,
especially those of wide consumption that are required
as articles of food and clothing”.2 Without this simple
assumption there is no ground for expressing demand as
a function of utility; and hence no ground for connecting
value-phenomena with such a quantity at all. How far
they can be regarded as connected even at 2 low level of
approximation will be part of the criticism of a later
chapter.

As has been said, it is increasingly fashionable to-day
to discard utility as either a shadowy or a superfluous
entity. “Satisfaction” and other such deeper mental states
are thrown to psychology ot to ethics, and foundation-
material sought in the sterner stuff of desires, empirical
preference-scales and behaviour-reactions. Prices are
the resultant of certain schedules of demand-prices—of
certain empirically observed market-offers; and econo-
mics as a science of ““catallactics” is presented as the
last word of amoral purity and scientific objectivity.
But is this escape a legitimate mode of escape? Is it 4n
escape consistent with the requirements of a theory of
value? On the purely formal plane, of course, the
equations can be made adequate enough: the necessary
“constants”’ can be defined as “‘constants’; and there
is the logical end of the matter. But whether such
equations, when given realistic interpretation, can con-

1 Principles, pp. 92-3.
* Economics of Welfare, First Ed., p. 25.
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sistently sustain the corollaries they are required to do
is a different question. What quantity, independent of
value-movements, have we left on which to rest our
system? If demand is not to be a function of utility,
by what is it determined? By empirically observed
preference-scales; which have a suspicious appearance
of being the same entity under a different title! These
preference-scales are not necessarily grounded in either
any instinct or any basic rationality, What warrant have
we to assume them to be creators rather than the creatures
of market-price? Is not much of the objection to merc
“supply and demand” explanations appropriate also
here? Is it not perilously similar to an attempt to frame
the “gravitational constant’” without the concept of
mass, substituting, let us say, some such entity as the
“attractional propensity” of an object in its stead? If
this criticism is valid, then we are left with a formal
technique, which can be used to explore the implications
of certain definitions and to furnish a descriptive account
and a classification of certain types of value-relationships;

- which can postulate realistic tendencies and make realistic

prognoses in the case of certain particular problems
- treated separately and in isolation, but with respect to the
“macroscopic’’ phenomena of economic society is impotent
| to pronounce judgment. An economic law is not merely
a conditional sentence stating that if a situation be defined
in this or that way it will necessarily have this or that
attribute, Such is no more than tautology. As Cannan
has said (in discussing the *‘law of diminishing returns”’)?
- 40 economic law or tendency must state the probability
of some actual course of events occurring. And it is to
Permit statements of this kind to be made that a law of

Y Theories of Production and Distribution, p. 168 et seq.
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value must be adequate. Otherwise, whatever its formal
elegance, it is not worthy of the name.

We have mentioned that there is a crucial respect in
which any type of demand-theory, whether it be well or
ill-grounded, seems necessarily to be inferior to a cost-
principle as a basis of interpretation of economic events.
It is that only in terms of the latter can the concept of
surplus acquire a meaning; while without it (or something
akin to it) no criterion of differentiation between class-
incomes seems able to exist. The reason for this 1s that
a cost-principle essentially makes some statement con-
cerning the nature of productive activities—of the
relation between men in the activity of production—
whereas a demand-theory is a generalization about con-
sumption and exchange—about the relation between
men gua consumers and the commodities which result

" from production. Any question of a type which includes

the concept of surplus is a question about the connection
between a given income and productive activity, and
hence ipso facto involves a concept of cost; cost and
surplus here figuring as correlative terms. A principle
which interprets value purely in terms of demand can
define the productive ‘‘contribution” of a person or a
class only according to the value of what eventuates: it
cannot define this contribution according to the activity
or process in which the contribution originates, since it
includes no statement about any productive relationship
of this kind. Hence any participant in production which
acquires a price—any agent which figures on the market
at all—must épso facto have made a *‘ contribution”, this
being synonomous with the value which consumers have
directly or indirectly placed upon his services. Not
merely the labour of weavers, the wool fed to the looms,
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the wear and tear of machines, but also the loan of scarce
resources represents value contributed to the productive
process. Even such things as ““goodwill” and time and
risk-bearing may represent value-contributions; since
the latter consist in the sum total of conditions which
are both essential to production and are scarce. If a
' thing acquires a price, it ipso facto performs a service;
the sum total of values contributed must (at least, under
competitive conditions) equal the value of the result;
and the whole inquiry concerning ‘‘surplus-value”
becomes meaningless.

But the inquiry becomes meaningless because of the
form in which the problem is stated, and not because it
does not refer to something actual in the real world.
Indeed the concepts of cost and of surplus are not
merely abstract categories, product of a certain mode of
thought, but are among the most fundamental as well
as the earliest in economic inquiry, which we meet
with even when Political Economy was at its purely
descriptive stage. So long as cost and gross product
could both be represented in terms of the same thing,
‘the concept was easily expressed without the intervention
of a value-theory. On a farm a certain amount of corn
18 fed each year to the sustenance of men and of animals,
‘and a certain amount of seed corn is placed in the ground.
‘At the end of the season the harvest of corn exceeds
‘What has been used up to produce it. The difference
figures as the surplus, or net produce, on which the
‘Physiocrats placed such emphasis as the life-blood of
Society and the determinant of the level of civilization
Which a given society could attain. But when it is wool
‘that is fed to the looms and flour to the weavers, and cloth
‘Which is the result, the difference between the original
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and the final quantities can only be expressed in terms of
value. The question immediately arises as to why such
a value-difference should exist at all and, if it persists,
what causes it to do so. Why should not competition
either raise the original values to equal the final values,
or lower the final value to equal the original value of the
constituent elements? ! This problem of the creation
and of the disposal of this surplus-value was a central
one for classical Political Economy, as indeed it must
be for any theory of distribution. The significance of
the labour-principle of value was that it gave a quanti-
tative meaning to the original value-contribution made
to the productive process in a sense which enabled it to
be different from the final value of the product. As a
cost-principle it evaluates a productive contribution in
terms of the physical using-up of something which has
to be replaced by human activity., If the labour or
activity required to replace what is used up is less than
the labour embodied in the total product, a surplus
emerges. The crucial question is then this: Is this
surplus distributed in proportion to the productive
contribution of the participants in production (in pro-
portion to the share of each in the cost involved), or is
some class which has made little or no produyctive con-
tribution successful in annexing it, and if so, how and
why? This is no ethical inquiry alien to the realm of
rigorous scientific definition. Yet it is an inquiry which
modern economics has successfully eliminated. It will

1 Bshm-Bawerk, for example, posed the question in this way in dis-

cussing the reason for a *surplus-value” on capital: “Why should the
pressure of competition on the capitalist’s share never be so strong as

to press down its value to the value of the capital itself? . . . If this.

were to happen, the surplus-value, and with it the interest, would . . .
disappear.” (Op. cit., p. 171.)
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be part of the argument of subsequent chapters that this
inquiry has been eliminated, not by accident, but for a
crucial reason: namely, that subjective economics, in
its obsession with demand and exchange, postulates
little or nothing about the activity of production except
that certain agents of production exist which are necessary
and are scarce.
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CHAPTER II
CLASSICAL POLITICAL ECONOMY

IT is not surprising that classical Political Economy
should have stirred its age, and exerted an influence
which was revolutionary both to traditional notions and to
traditional practice. In the history of thought in the social
sciences its arrival was epoch-making because it created
the concept of economic society as a deterministic
system: a system in the sense that it was ruled by
laws of its own, on the basis of which calculation and
forecast of events could be made. For the first time a
determinism of law in the affairs of men was demonstrated
to exist, comparable to the determination of law in nature.
In thus stressing the essential unity of economic events,
Political Economy at the same time stressed the inter-
dependence between the various elements of which the
system was composed. To introduce a change at any
one point was to set in motion a chain of related changes
over the rest of the system; and these movements could
be defined as having a certain form and also a certain
order of magnitude in relation to the size of the initial
impulse. The form and magnitude of such related
movements were given by the series of functional
relations stated by the equations of which (as we have
seen) the classical theory of value in effect consisted; so
that its theory of value was an essential, and not merely
an incidental, feature of classical Political Economy.
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In postulating, not only the fact of interdependence,
but also interdependence of a certain form, the theory
held implications which were of crucial importance for
practice. Negatively, it implied that certain types of
explanation were inappropriate to interpret a situation,
and certain types of action by Governments were im-
potent to achieve 'their desired ends. Positively, it

_ implied that the true explanation of phenomena was
restricted to certain specific causes to which alone these
phenomena could be directly related. .

To-day, at the distance of a century and 2 half, there
is a not uncommon tendency to overlook both the startling
effect of this conception of an economic determinism on
the thought of its age and the crucial position which it
occupied in the development of economic doctrine.
There is an inclination to forget the fundamental truths
embodied in the classical structure and their significance

‘a5 a basis for simple corollaries which to-day have
become traditional: perhaps as a basis even of any
deterministic thought and forecast in the economic realm.
Recent years have seen a renewal of criticism of traditional
Political Economy, even in some quarters an iconoclastic
impatience to raze the classical structure to the ground.
1In this reaction against notions which have hardened into
'dogmatism and become props of an apologetic system of
thought, there is much that is vigorous and healthy.
Without criticism, thought stagnates and ideas shrivel
to scholasticism; and it is true that in the heritage
of economic thought there is much to be uprooted.
Yet with certain brands of this modern criticism
impatience seems to have banished discrimination;
and there appears to lurk the danger, in rejecting all
classical notions as product of unreal assumption, of
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striking a blow at economic truths which may be funda-
mental, not merely to a given set of conclusions, but to
any forecast in the economic realm. In particular, there
is the danger of confusing too readily certain enduring
truths which were the essential contribution of classical
Political Economy, properly so-called, with the shapes
into which these notions were subsequently fashioned
in more scholastic or apologetic hands. When in place
of these classical corner-stones nothing of equivalent

" calibre is provided, and when (as too frequently seems

to happen) the gap even passes unnoticed, there is ground
for apprehension lest the room is merely being cleared
for a species of economic mysticism to reign in a realm
of chance where any miracle may happen provided some
conjuror of the requisite moods and expectations can be
made to appear. This, of course, is not to say that any
criticism of classical doetrine is to be deplored because
it has a tendency to substitute doubt for dogmatic
certainty. This must be the first effect of any criticism.
But it is to say that two types of criticism are to be
distinguished which are frequently represented as similar,
There is the criticism of Political Economy which retains
certain essential limbs of the classical structure, as repre-
senting important constituents of truth, at the same time
as it emphasizes additional relationships which have the
effect of remodelling the structure and revolutionizing
the practical significance alike of the whole and' of its
several elements. Of this type, as we shall see, was

Marx’s critique of Political Economy—Marx who cited’

classical Political Economy to refute the sophisms of
Proudhon. QOn the other hand, a criticism which takes
as its text the rejection of the classical structure in foto,
and is blind to the necessity of creating new structural
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principles adequate to fill the room of those which it
rejects, seems destined, in the main, to be nihilistic in
its tendency.

To contemporaries the reign of law that Political
Economy postulated was hard to credit. What could
be believed of inanimate bodies was more difficult to
envisage in the social realm, where events were the
product of human action and of the unbound human
will. To suggest that a system of commodity production
and exchange could operate of itself, without collective
regulation or single design, seemed at first incredible.
To postulate that a system of apparent economic anarchy
was ruled by law seemed a miracle too strange to trust.
How could order emerge from the conflict of a myriad
‘of independent and autonomous wills? The answer
‘which the economists provided depended on the fact
of competition. When a seller is one among many
‘pperating on a market, his own actions can exert no
‘more than a negligible influence on the total market
situation. He will, therefore, be forced to take existing
market-values as given, and mould his own action to
the values which confront him. Each, separately viewed,
ill be ruled by, and will not be rulers of, market-values.
Hence, if they are driven by the motive of maximizing
their gains relative to the situation in which each finds
imself, all will tend to respond to value-movements in
uniform way. What results in the market at large will,
f course, be product of the totality of separate actions;
ut of actions originating with individuals in a situation
here the individual will is irrelevant, both because
eparately it is impotent and because, with respect to
e total situation, it is blind. It was for this reason
t the market could be ruled as though by an ““invisible
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hand” which exacted that the hand of each served a
purpose and achieved a result quite other than the in-
dividual will had conceived and intended. This was the
alchemy by which private vices might compound to yield
public benefits.

But the theory implied something more than this. It
implied the assumption not only that the individuals in
each market were numerous and competed with one
another, but also that individuals and resources were
mobile and prices flexible (at least within the boundaries
of a single country and given a sufficient period of time).
Consequently exchange-values themselves could be said
to behave in a certain way: to observe certain uni-
formities, and to conform to certain essential relation-
ships.! These controlling relationships were relationships
between men as producers. The fact that men and the
productive resources which men handled would move
between different lines of production in search of maxi-

1 True, all elements in the situation can be said “ mutually to deter-
mine’ one another (a3 Marshall emphasized in criticizing Bdhm-
Bawerk)., But so can this be said of everything in the universe at a
moment of time, This does not prevent its being true that (as was
said in the previous chapter) in relation to our knowledge of the situation
and to practice, there are certain factors in the situation- which are
“key’ to-all the other variables, and hence are to be singled out as
essential and determining factors. Otherwise all causal statements
would be impossible. It is of interest to note that Engels remarked that
“cause and effect . . . are conceptions which only have validity in
their application to a particular case as such; but when we consider
the particular case in its general connection with the world as a whole
they dissolve in the conception of universal action and interaction .
(Anti-Dihring, p. 29.) This did not prevent him fromn referring to the
“ primacy*’ of .(for instance) the economic factor in history as a basis
of interpretation and forecast in a particular historical context. The
recognition of interaction does not imply the impossibility of any causal
statement: merely the recognition that any such statement necessarily
isolates certain determining influences as the most important in a given
context.
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mum advantage ensured not only that wages and profits
tended to uniformity over the whole range of industry,
but also that the ratios at which commodities exchanged
on the market tended to correspond to the ratios of
their real costs. This latter represented their ‘“normal”
or ‘‘natural” values. Relations of exchange, therefore,
reflected relations of production and were controlled by
them. Political Economy became primarily a theory of
production. As Marx later expressed it: “‘In principle
there is not exchange of products, but exchange of
labours which compete in production. It is on the mode
of exchange of productive forces that the mode of exchange
of products depends.” !

Several crucial principles were implied in thxs view;
principles which both held a central place in classxcal
discussion and have been the particular target of recent
criticism. First, it implied that the quantity of money,
viewed both as a standard of value and a medium of
exchange, was irrelevant to the determination of any of
these essential relationships. Since money represented
merely a convenient technique of exchange, either for
calculation or as an exchange-intermediary, it could
make no difference to the cssential productive relation-
ships, and hence could not (in the last analysis) affect
the system of exchange-ratios. An increase or decrease
in the quantity of money, since it would ultimately tend
to affect all prices equally, would leave the relation
between them unaffected: it would simply raise or lower
e prices of all things (including land, labour-power and
capital-instruments) uniformly, while leaving the ratios
t which they exchanged against one another the same
before. This was used in particular by Ricardo

1 Misére de la Philosophie (1847 Ed.), p. 61.
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to combat the former notion (to-day again put in
currency) that the rate of interest depended on the
abundance or scarcity of money; as, again, it was used
by Say to dispute the view that “capital is multiplied
by the operation of credit”, on the ground that “capital
consists of positive value vested in material substance,
and not of immaterial products, which are utterly in-
capable of being accumulated”.! In stating the central
propositions of Political Economy, abstraction could be
made of money and of the money-measure of demand
Indeed, if this had not been possible, the classical
economists would have been unable to postulate any
such thing as an equilibrium of exchange-ratios without,
at least, introducing as datum some additional and
sufficient condition concerning the behaviour of money.?

Secondly, there was the principle which was embodied
in Say’s famous Law of Markets. While history has
endowed it with the name of Say, the enunciation of

1 Say, Treatise on Pol. Econ. (1821), Vol. 11, p. 145. Already in _the first
edition (1803) of his Traité he had taken Locke to task for saying that
the rate of interest depended on the supply of money. -

1 Mr. Keynes’s denial of this doctrine in his General Theory of Empl?y-
ment, Interest and Money, Chapter 13, applies, of course, to a situation
where there are unemployed resources, and hence the possibility of a
change of output if demand increases. In his Appendix to Chaptef 14
he states (p. 191) that it would apply to long-period equilibsium, given
“fexible money-wages”. It is to be noted that in his proposition .(on
p. 168) that M =L(») (where M ="total quantity of money’’, L ==liquidity-
preference, and r the rate of interest) M is defined as money measured
in wage-units (f.e. relative to the price of labour-power), so t_hat the
equation embraces the case where wages and prices rise proportionately
to M. What the equation is designed to stress is that, where factors of
production are in elastic supply, an increase in M is capable of altering
output, and not prices, by influencing investment wia r. But .t'he
Ricardian school may have been justified in ignoring this possibnht‘y
in an age when factory industry was still in its infancy and a chronic
reserve of equipment did not exist on the scale it does to-day.
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the principle probably owes as much, or even more, to
James Mill; it was sponsored by Ricardo and runs
throughout the writings of the Ricardian School.!
Essentially it is to say that since exchange, which is
a two-sided process, is ultimately to be' viewed as
a series of transactions between two sets of producers,
each of them bartering its products against the other’s,
there could never be a problem of general or all-
round excess of products. There might, it is true,
be an excess of certain types of product, into the
production of which relatively too much of the labour- -
force of society had been drawn. This would show
itself in a fall in the price of these particular commodities
below their ‘“‘normal value”, and the migration of pro-
ducers into other industries. But if the increased
production were general to all industries, there could
be no excess (provided the increase were in the ‘‘proper”
proportions), since both sides of all of the two-sided
transactions between producers, in which exchange
consisted, would be increased pari passu, and the in-
creased desire of each party to barter his products would
be balanced by the increased desire of the other. James
ill put the matter clearly and dogmatically: ‘“The
. ! In the first edition (1803) of Say’s Traite &’ Economie Politique, the
thapter on “ Des Debouchés ’ (Chap. 22 of Tome I) occupied no more
three pages, and is concerned solely to combat the Mercantilist
w that markets consist in abundance of money and that increase of
alth is dependent on increase of exports. The germ of the future
ine is contained in the words: ‘*It is not abundance of money
Which makes sales easy, but the abundance of other products in general
. 153). His second edition, when he rewrote the chapter and enlarged
10 sixteen pages (Chap. 15 of Tome I), did not appear till 1814. Mean-
¥hile, Mill’s Commerce Defended had appeared in two editions in 1808,
i which the doctrine was claborated and its significance for the question

8t over-production was stressed. Ricardo, however, always attributed
e doctrine to Say.
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production .of commodities creates, and is the one and
universal cause which creates a market for the com-
modities produced. . . . A nation’s power of purchasing
is exactly measured by its annual produce. The more
you increase the annual produce, the more by that very
act you extend the national market. . . . The demand
of a nation is always equal to the produce of a nation.”
J. B. Say asserted that: “It is production which opens
a demand for products. . . . To say that sales are dull,
owing to the scarcity of money, is to mistake the means
" for the cause. . . . Sales cannot be said to be duil
because money is scarce, but because other products
are so. . . . A product is no sooner created than it,
from that instant, affords a market for other products
to the full extent of its own value. Thus the mere
circumstance of the creation of one product immediately
opens a vent for other products.”

At first sight such an argument seems quite arbitrary
dogmatism, with little relation to real events. Supply
and demand can never be unequal because they are
defined in such a way as to make them equal! Yet
the principle was something more than a tautology in
so far as it implied a description of economic society
as characterized by this particular type of inter-relation-
ship; and as such it was flesh of the flesh of the Ricardian
system. As money could be neglected in the determina-
tion of exchange-values, so for the same reason could

1 Commerce Defended (1808), pp. 81 and 83.

* Say, Treatise on Political Economy, Tr. Prinsep, 1821, Vol. I, pp. 165,
167. Say even went so far as to state (which was quite a different
matter) that “one kind of production would seldom outstrip the rest,
and its products be disproportionsately cheapened, were production left
entirely to itself’; while his translator added that *' there is no possi-
bility of production outrunning consumption, so long as that consumption
is free ™. (Jbid., pp. 169, 178.)
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the “‘amount.of demand” (viewed as an absolute figure)
be neglected as a factor determining the processes of
production and exchange. The ‘““market”, as an in-
dependent factor in the problem, disappeared as soon
as one viewed the economic process as a unified whole.
Demand then became a dependent, not an independent
variable. In each transaction, separately regarded, there
were always, of course, two terms: supply and demand,
goods and money, producer and market. But to con-
clude from this that the same two terms must appear
as independent factors in the situation viewed as a whole
was to commit the fallacy of composition: it was to
neglect the fact that this single transaction was but one-
half of a pair of transactions, in which ‘“demand” or
“‘the market” expressed in money appeared as 2 common
term. As Marx later put it:! exchange was essentially
a series of transactions of the type C—M-C, with
money as a simple intermediary between transactions
which were essentially one.

Thirdly, there was J. S. Mill’s dictum that ‘“demand
for commodities is not demand for labour”, the ‘‘com-
plete apprehension” of which Leslie Stephen declared
to be “perhaps the best test of an economist”, and
which Mill himself described as ‘““a paradox (which)
“hardly any even among political economists of reputa-
tion, except Mr. Ricardo and M. Say, have kept constantly

! Marx stated this to be true of a * simple exchange society” (i.e. of
small independent producers). As we shall see later, he also stated that
a crucial modification was introduced in a capitalist economy, f.e. an
‘economy characterized by the existence of a class whose sole concern
‘Wwas with investment of capital in a series of transactions of the type
M — C -~ M’ (where M’ was >M by an amount equal to the rate of
profit). This introduced an opposition into the apparent unity of the
- Exchange process, and created the possibility of a rupture and a breaking
of the process into its two parts.
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and steadily in view”. ‘“The demand for commodities
determines in what particular branch of production the
labour and capital shall be employed; it determines the
direction of the labour; but not the more or less of the
labour itself, or of the maintenance or payment of the
labour. These depend on the amount of the capital,
or other funds directly devoted to the sustenance and
remuneration of labour.”! By ‘““demand for labour”
Mill, of course, meant not demand in terms of money,
but demand in terms of commodities: in other words,
he was thinking of the determination of real wages, not
of money wages. To have said that ‘“demand for com-
modities”” conceived as a total of money-expenditure by
consumers could not permanently influence the ratio of
exchange-values, including the exchange-value of labour-
power, would have been to repeat, with a particular
reference, the former of the two principles which have
just been described. It is clear that Mill intended his
proposition to imply something additional to this; and
that when he spoke of ““demand for commodities” he
intended it in a purely relative sense—the only alternative
meaning it could have had in this context. Using it in
this relative sense, he apparently intended to imply
both that a demand for some particular commodity as

compared with another exerted no appreciable influ-

ence on the level of wages and also that an increase in
the -amount which consumers spent on commodities in

1 Principles, Ed. Ashley, pp. 70-8o. Jevons, who attacked this
doctrine (Principles of Economics, pp. 126-33), declared that it originated
with Ricardo in the third edition of his Principles. But what Ricardo
here asserts is that the demand for labour depends on the mode of
expenditure by consumers (due to the different ratios of labour to
capital in different employments)—a qualification of Mill’s statement,
rather than an anticipation of it. (Ricardo, Principles, Third Ed., p. 476.)
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general relatively to what they invested would not in-
crease the share of the product which accrued to labour,
but rather the reverse. The former of these two pro-
positions was a repetition of the familiar classical doctrine
that the configuration of demand was irrelevant to the
distribution of the product between profit and wages
(except in so far as it might accelerate the tendency to
. diminishing returns on-land, and hence raise the cost of
subsistence). Like so much of Ricardian reasoning, it
rested on a particular assumption: namely, that the
proportions between capital and labour were equal in
all industries. Without this assumption, the statement
would no longer be valid. Nevertheless, it can be held
. to embody this important truth: that, unless the shift
in demand had any substantial bias in the direction of
. more or of less labour-using lines of production (i.e.
. towards industries of either higher or lower *‘ compositions
of capital” as Marx termed it), the change could be
treated as irrelevant to the determination of the exchange-
value of labour-power.

The second proposition (referring to the proportion
of income spent compared to the proportion of income
saved) depended, however, on a particular view of the
nature of capital and of the relation between capital and
labour in the production-process. This raises issues
which will be separately discussed in a later chapter.
ut since the classical economists were wont to regard
pital as consisting essentially in ‘‘advances to labour”,
the proposition had a-simple and (within its limits) an
Amportant meaning: namely, that it was on the quantity
of capital, viewed as a wages-fund, relative to the supply
of labourers, that the level of wages depended. Since
‘ain increase in the proportion of income which was spent
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would involve a diminished accumulation of capital, it
followed that the demand for labour, as properly viewed,
would be reduced thereby rather than increased.!
Finally, we have the principle which was treated by
Ricardo as the outstanding corollary of his theory of
value. It is summed up in the statement which, treated
in isolation, has often been derided as no more than a
tautology: ‘‘when wages rise, profits fall”. The truth
which the statement was intended to imply is more
fully represented in another statement of Ricardo that
“profits depend on high or low wages, and on nothing
else”* In other words, profit is uniquely determined
by the ratio of the value of labour-power to the value
of commodities in general, and these two quantities can
move independently of each other. This relation is
approximately, although not precisely (owing to the fact
of rent) equivalent to the proportion of the labour-force
of society which requires to be devoted to the production
of the labourers’ subsistence® This proposition was

! Of course, there was the possibility that the change in spending
might result in an equivalent and opposite change in * hoarding " of
money. In this case no change in capital accumulation would result,
But such hoarding the classical economists apparently (it.was rarely
mentioned by them) treated as simply a withdrawal of money from
circulation, with an effect equivalent to any change in the quantity of
money: namely, an effect on all prices equally.

* Ricardo used “ high wages ”’ as synonymous with a high * proportion
of the whole produce necessary to support the labourer . (Notes on
Malthus, Ed. Hollander and Gregory, pp. 134-5.) James Mill said that if
profit be used *‘ to denote the ratio of values [f.e. the rate of profit] it
may be shown that profits in that sense depend wholly upon wages .
{Pol. Econ., pp. 58-0.) Itwas this latter statement, as we shall see below,
referring to the rate of profit as distinct from total profit, that Marx
amended with his concept of the * organic composition of capital *’,

¥ When Professor Pigou in his Theory of Unemplayment took the
quantity of labour in what he termed wage-goods industry and in

non-wage-goods industry as a fundamental and determining relation,
he was, of course, using a conception closely similar to Ricardo’s.
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clearly fundamental, not only to the practical conclusions
which Ricardo derived from his economic doctrine, but
also to certain subsidiary propositions which are to-day
treated as virtually axiomatic, and without which the
economist would find himself in an Alice-through-the-
Looking-Glass sort of world. It implied that the rate
of profit (treated as ‘‘a ratio of values”) could be in-
creased neither by an increase in the quantity of money
(except temporarily) nor by an increase of consumption,
as Malthus was asserting. Ricardo used it to demonstrate
that, contrary to the assertion of Adam Smith, an ex-
pansion of foreign trade could only raise the rate of profit
in so far as it was able to lower wages by cheapening
the workers’ subsistence.! Marx used it to refute the
contention of Proudhion that a rise in wages would
result in an equivalent rise in commodity prices so that
trade unionism could do no more than chase its own
| tail. How central it is to much else in economic reasoning
can be judged from the fact that, were it net true, there
would be no reason to conclude that a rise in the wage-
level tends to encourage, and a fall to discourage, the
use of machinery.? For if the price of labour can rise
without producing any fall in the rate of profit (viewed
as the return on capital), the cost of machines will be
raised (due to the increased price of the labour-power
sed to make them) proportionately with the cost of
ing labour; and the cost of mechanized processes will
increase pari passu with the cost of processes which
depend solely upon direct labour. But such a result

equires that prices and wages all increase simultaneously.
Classical doctrine, however, was assuming a situation

1 Cf. below, pp. 225-6.
t Cf, Wicksell, Lectures, Vol T, pp. 100, 167.
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where a rise of wages can take place without any equi-
valent rise of prices, with the result that profits fall.
Indeed, it was assuming that some prices will actually
fall as a result of a rise of wages, even though other
prices rise. Those commodities will have most tendency
to fall which embody little direct labour and require a
relatively large amount of capital to finance them; and
since this is the essential characteristic of labour-saving
machinery, a particular encouragement will be given to
its purchase and use.!

But these principles were mainly incidental to the
central corollary of Political Economy—the grand pre-
cept of laissez-faire. Here the imposing unity of Political
Economy as a theoretical system was translated into a
consistent system of practical doctrine. Here abstract
principles were clothed in the flesh of actual policies,
and schematic interpretation of the world of events was
fused with precept and action. Political Economy had
created the concept of economic society as an autonomous
system, ruled by laws of its own. These laws operated,

1 Mz, Keynes has stated (The General Theory of Enmployment, p. 191)
that many of thesec classical propositions rest on the assumption of *“‘full
employment'’ as a necessary condition, and hence can have no application
to conditions of changing output or departures from equilibrium. It
is certainly true and important that some of these propositions require
substantial modification in a situation of unemployed resources: for
example, a change of money-tdemand can alter total output instead of
exhausting its influence in an alteration of prices. But it does not seem
to follow that these classical propositions have no application to the real
world; unless it is assumed that in the real world all resources are
permanently in infinitely elastic supply. What it seems clear that the
classical economists intended to assume was the existence of tendencies
towards a position of full employment. Hence they regarded their
propositions as establishing the limiting factors on economic develop«
ment in the long period. Certain of these classical propositions also
depended on other assumptions—assumptions affecting the stability of
the system—which will be referred to in Chapter VI.
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the system ‘““went of itself”’, independently of the care
of government and the whim of sovereign and statesman.
Regulation by the State, previously held to be essential
if order was to emerge from chaos, was seen to be un-
necessary. The presumption was afforded that such
regulation would be positively harmful, in that it would
obstruct the working of economic forces, produce dis-
equilibria where harmony would otherwise rule, with-
out any evidence that it could achieve results more
consistent with the general interest, but rather the
contrary. A description of how the system worked
ipso facto became a presumption as to how it should be
allowed to work. True, classical Political Economy con-
tained no final demonstration that lassses-faire produced
the optimum result in human welfare. This was left for
' the utility principle to do (quite fallaciously) half a
‘century later in hedonistic terms. The economists were
‘content with the claim that laissez-faire was superior as
a condition for the production and increase of weaith:
a claim which they were particularly concerned to
‘demonstrate by contrast with State-aided monopolies
‘or with State restrictions on foreign trade. There was
ery temptation to believe that a system which achieved
equilibrium by an internal coherence of its elements
operated better left alone than when ignorantly inter-
fered with. At any rate, it was a belief which inevitably
found favour in an age when whatever exhibited the reign
f “natural law” was implicitly held to be half divine.

Closely related with this practical doctrine was another
‘Sharp edge of criticism which Political Economy turned
t contemporary polxcms. As essentlally a tht:ory

‘tlass which had no active relation to the production of
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material commodities—which drew revenue but yielded
no productive contribution, in the sense of incurring
some ‘“‘real cost” as an equivalent—played no positive
rdle in economic society. Its existence was a drain upon
wealth rather than an assistance to wealth-creation; and
in so far as its interest dominated the counsels of the
State, it was likely to be a fetter and an obstruction.
This was the light in which Political Economy, at least
in. its Ricardian tradition, viewed the landed interest,
which dominated the unreformed Parliament, restricted
the mobility of labour by parish settlement and the
Speenhamland system, and maintained the Corn Laws
for the protection of corn prices and land-rents. In
addition to labour, the only active element in production
was capital, which financed the progress of technique
and of the division of labour.! While wages fed the
labourer and his increase, profit was the source of and
incentive to capital accumulation by the industrious
class, intimately related to industry and finding in in-
dustry the focus of its interest and ambitions. Rent,
by contrast, was the price of a property-right in scarce
natural resources: it was an extraction of a part of the
fruits of production to maintain a passive and un-
productive class. ‘‘Rent,” said Ricardo, ““is in all cases
a portion of the profits previously obtained on the land.
It is never a new creation of revenue, but always part
of a revenue already created.” 2 In so far as this class

’ 1 James Mill in his Elements of Pol. Econ. (Third Ed.) spoke of “ two
instruments of production: one primary, the other secondary ’: namely,
labour and capital (p. 84). Rent, however, was “something altogether
extraneous to what may be considered as the return to the productive
operations of capital and labour *’ (p. 68).

* Essay on the Influence of a Low Price of Corn on the Profits of Stock
(1815), p. 135,
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was thrifty and accumulated its rents as capital for
industry, the payment, while it might be otiose, did no
harm: it was returned to production as new capital to
finance a new productive cycle. But this from nature
and tradition such a class was less inclined to do than
was the industrial bourgeoisie. If they invested they
might well have more inclination towards government
bonds or monopolist trading companies than towards
industry. (Had not a writer like Lord Lauderdale de-
fended the existence of the National Debt on the grounds
that it served as a solid investment for such funds?)
And in so far as rents were spent in maintaining this class
in idleness, in the upkeep of establishments and staffs of
menial servants, it represented a tax on the productive
system for the maintenance of unproductive consumption.

How preoccupied the classical economists were with
practical interpretation such as this, even in their more
abstract analyses, is too seldom, I think, appreciated.
‘William Spence (against whom James Mill had written
his Commerce Defended) had made it a principal defence
lof the landed interest that consumption was a prior
condition of production and that expenditure therefore
‘was conducive to national wealth. In 1808 he had
\written: ‘It is clear, then, that expenditure, not parsi-
mony, is the province of the class of land proprietors,
land that it is on the due performance of this duty, by
the class in question, that the production of the national
wealth depends. . . . For the constantly progressive
aintenance of the prosperity of the community, it is
absolutely requisite that this class should go on
‘progressively increasing its expenditure.”! Malthus
inclined towards this opinion; and his doctrine of

1 Britain Independent of Commerce, pp. 36-7.
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““effective demand’ was clearly directed to the con-
clusion that landlords were not to be condemned as
a class of unproductive consumers, but rather to be
praised as an element in the necessary balance of a
healthy society: a balance between the accumulating
instincts of the industrialist and the market for their
products provided by a consuming class. Against this
view the principle that demand was irrelevant to the
determination of values (and hence of profits), that the
productive “process created its own demand, and that
parsimony, not consumption, was a creative act provided
directly a polemical weapon. And throughout the nine-
teenth century the classic heresy whose refutation was
taught by every economic teacher was that the spending
of the rich was beneficial to industry. Similarly, many
other points of controversy between Ricardo and Malthus
were related directly to this central issue. Malthus wrote
his Inguiry into the Nature and Progress of Rent (1815)
primarily to disprove the view of ‘‘some modern writers”
who ““consider rent as too nearly resembling in its nature,
and the laws by which it is governed, the excess of price
above the cost of production, which is the characteristic of
monopoly”’, and to show that high rents (or the circum-
stances producing them) were an aid to improvements in
the land.! In their discussion of the effect of agricultural
improvements on the rent of land, Ricardo argued that
these would cause rents to fall (and hence be opposed to
the interests of landlords as a class), while Malthus on the
other hand asserted that they would cause rents to rise.?

! Pp. 2 and 27-30. Marx termed this essay “a pamphlet for the

landlords against industrial capital®. (Theorien fiber den Mehrwert (Ed.
1923), Vol. I1I, p. 61.) :

% Cf. Letters of Ricardo to Malthus (Ed. Bonar), 94 et seq., and Malthus,
Principles, 205 et seq. t
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As a critique levelled simultaneously against the
authoritarianism of an autocratic state and against the
privileges and influence of the landed aristocracy Political
Economy at its inception played a revolutionary réle.
As a systematizer of thought in a sphere previously void
of consistent principles it came as a revelation; while,
as a vindicator of freedom in the economic realm, its
influence in the bourgeois revolutions of the nineteenth
century was scarcely surpassed by those philosophies of
political rights which lit the torch of liberalism on the
Continent. Only later, in its post-Ricardian phase, did it
pass over from assault on privilege and restriction to
apology for property. Among its concepts the notion
of the determination of value-relations by the relations
of men as producers, and the distinction between what
was necessary to production and what was unnecessary
as turning upon concrete human activities, were funda-
mental. These governing relations of production were
the concrete forms which the social division of labour
assumed in a given state of demand and of technique.
Whether these relations were rightly to be treated as
fundamental is, of course, ultimately a practical question.
ut the fact that the economic theory of the rising
dustrial bourgeoisie should have had this emphasis
nds an evident historical explanation as an expression of
the réle in society which this class filled: the perspective
rom which this class viewed the process of social change
enabling it to reach this essential and realistic conception.
ut this historical reason at the same time implied a
jmitation. Included among the productive relations
etween men in society is the class relation between
capitalist and labourer. This Political Economy took
or granted, but did not penetrate; was content to de-
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scribe and to include among its conditions, but did not
analyse; treating this division into classes either as part
of the order of nature or as simply one form which the
division of labour spontaneously assumed in a free
society, and not as an historical product of a special
type. That the characteristics of this unique relation-
ship might affect the manner in which their economic
laws operated, and might radicaily transform the in-
terpretations and the forecasts based upon these laws,
the economists did not consider, because they had not
recognized the essence of this relationship. Their
successors, as we shall see, drifted away from and not
towards this recognition, with their tendency increasingly
to drop these relations between men as producers from
the picture, or at best to retain them as insubstantial
ghosts of their former selves.

54.

Cuarter 111

CLASSICAL POLITICAL ECONOMY AND MARX

For Marx the analysis which the classical economists
had conducted disclosed only half of the problem. As
Engels put it in an important passage in his Anti-Diihring,
they liad shown the positive side of capitalism, in con-
trast to what had preceded it. In demonstrating the
laws of laissez-faire they had provided a critique of
previous orders of society; but they had not provided
an historical critique of capitalism itself, This latter
remained to be done, unless capitalism was to be regarded
as a stable and permanent order of nature or an un-
changing final term of social development. It remained
to be done in order to give capitalism its proper place
in historical evolution and to provide a key to the fore-
cast of its future. Economic science to date, said Engels,
““begins with the critique of the survivals of féudal forms
©f production and exchange, shows the necessity of their
replacement by capitalist forms, and develops the laws
of the capitalist mode of production and its corresponding
dorms of exchange in their positive aspects; that is, the
aspects in which they further the general aims of society .
‘Equally necessary was the dialectical completion of
Political Economy by ““a socialist critique of the capital-
st mode of production; that is, with the statement of

its laws in their negative aspects, with the demonstration
* that this modc of production, through its own develop-

E 55



POLITICAL ECONOMY AND CAPITALISM

ment, drives towards the point at which it makes itself
impossible”.1

The crux of the matter was a precise interpretation
of Profit as a category of income. The economists had
postulated conditions which regulated the exchange-
values of commodities. These they had explained in
terms of a cost-theory; and they had also provided what
was virtually a cost-theory of the value of labour-power
itself. Profit was then regarded as a residual quantity,
the size of which was determined by these other given
factors—the value of the product and the value of
labour-power. So far the explanation might appear to
be satisfactory enough. But, as it stood, it was seriously
incomplete; since profit had been left as a2 mere residual
element without being itself explained. The nature of
profit, the why and wherefore of its existence as a
category of income at all, remained a secret; and until

this secret was revealed, not only were important practical -

questions left unanswered, but there could be no certainty
that the terms of the relation which was said to determine
profit (namely, wages and the value of the product) could
properly be treated as independent. In the theory of
rent, the limited supply and consequent scarcity of avail-
able land was adduced as the reason for the emergence
of rent and its acquisition by the landowner. Classical
theory had adduced no parallel reason for the emergence
of profit and its acquisition by the capitalist. Its necessity
had simply been assumed. There remained the question:
Why, even though there might exist a difference between
the expenses of production and the value of the product,
should this difference accrue to the capitalist and his
partners rather than to anyone else? Why in a regime
L Anti-Dithring, Eng. trans., p. 171.
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of economic freedom and competition did not such a
surplus tend to disappear either into rent or into wages?
If its persistence was to be explained in terms of a cost-
theory, how was this consistent with the labour-theory of
value? Or was it to be interpreted in terms analogous
to the theory of rent? That this was no superfluous
inquiry can be seen from the importance of the type of
practical question which depended on it: for instance,
. what would be the effect if profit were taxed or other-
wise appropriated, or if wages rose and encroached upon
profit, or if the rate of profit for any reason tended to
fall? Was the maintenance of a capitalist class as much
the fostering of an unproductive burden on industry as
the Ricardians had alleged the existence of a landed class
to be? Would the interest of this class in protecting
profit become as much a fetter on the productive forces
‘@8 was the interest of landlords in the protection of rents?
~ Sensing this lacuna in their argument, the economists,

particularly the successors of Ricardo, sought to develop
an explanation of profit along two lines—on the one
‘hand, by inventing a new category of ‘“‘real cost”, for
W hich profit was the exchange-equivalent; on the other

hand, in terms of an alleged special ““productivity” of
;'h pital (and hence, by imputation, of its creator the
L= 1tallst) It is thesc shaliow and inconsistent theorles

* Inentators have refused to recognize, and which elicited
Marx the title of ““vulgar economics”. It was
age nﬂt thesc concepts that Marx directed his ﬁercest

nghty attacks” against the product1v1ty theory of
;4 Y Capital and Int:rest, p. 173.
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capital. To Marx the explanation of Profit lay, not in
any inherent property of capital as such, not in any real
cost or productive activity contributed by the capitalist
(no more than land-rent was to be explained in terms
of the properties of nature or any activity of the land-
owner), but in the class structure of existing society—
that class division into propertyless and dispossessed
which lay behind the appearance of equality and free
contract and ““natural values” in terms of which the laws
of Political Economy had been framed.

According to Marx’s view of history, progress had
seen the march of various class systems, each generating
and in turn conditioned by the technical conditions and
their associated modes of production at the time. Class
antagonisms, rooted in the relationships of different
sections of society to the prevailing means of production,
had been the basic motive-force of the process—of the
passage from one form to the next. As became clear
from an examination of its origins, capitalism was also
a class system: different in significant respects from
preceding ones, yet nevertheless a system rooted in a
dichotomy between possessing masters and subject dis-
possessed. It was natural that Marx should look to the
peculiarities of this class relation to find a key to the
essential rhythm of capitalist society—to find the dis-
equilibria, the tendencies to movement, and to movement
in its base and not merely on its base, behind the veil of
economic harmonies which an analysis merely of exchange
relations in a free market seemed to reveal. As contrasted
with equality of rights, here was revealed inequality of
economic status; as contrasted with contractual freedom,
economic dependence and compulsion.

Clearly, the essence of this relation between capitalist
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and labourer, on which the emergence of profit hinged,
must bear a major analogy to the relation between
owner and labourer in earlier forms of class society—
for instance, between master and slave or between

was no doubt about the character of the relationship
as one of force and exploitation, or about the nature
and origin of the income of the owning class. The

E ford and serf. In these earlier forms of society there
f

the subsistence of their labourers, by virtue of law or
custom. The relationship was openly written as what
it was. But in capitalist society this was not so.
Relations assumed exclusively a -value-form. There
was no surplus product, but only a surplus-value, which
was presumably controlled by the law of value oper-
ating in a competitive market where normal exchange
was a transfer of equivalent against equivalent. How
under such circumstances could one explain the emerg-
ence of a surplus-value at all? How was it to be made
consistent with the theory of value, which was itself an
abstract expression of the operation of a free competitive
market? The formula of exchange on a free market was
F—M—C. No one, it seemed, could acquire a money-
income without first offering C, some equivalent com-
modity-value, in exchange. The possibility of buyers
and sellers moving freely from one side of a market to
another and between markets ensured that in neither
half of this exchange-cycle, neither C—M nor M —C, did

! latter annexed the surplus product, over and above

s any surplus-value emerge. How then could one class

] Start with M, a sum of money-capital, and by introducing
It into the cycle of exchange draw out a larger value
" than the value originally put in: M—C~M’? “To

€xplain the general nature of profit,” said Marx, “you
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must start from the theorem that on an average com-
modities are sold at their real values, and that profits
are derived from selling them at their real values. If
you cannot explain profit upon this supposition, you
cannot explain it at all.” ! Tudor monopolies or feudal
liens on the labour of others could no longer be used
to explain how a class drew income without contributing
any productive activity. Gains of chance or of individual
“‘sharp practice” could exert no permanent influence in
a regime of ‘‘normal values”. Universal and persistent
cheating of the productive by the unproductive seemed
impossible in an order of free contract. At most this
could explain individual gains and losses among the class
of capitalists—what one gained another losing: it could
not account for the income of a whole class. Therefore,
to explain Profit as had Sismondi simply as ““spoliation
of the worker”’, acquired by the entrepreneur ‘‘ not because
the enterprise produces more than it cost him, but be-
cause he does not pay all that it costs him, because he
does not give to the worker a sufficient compensation for
his work” 2 or, in Bray’s description of it, as product of
““a system of unequal exchanges”? was not a sufficient
explanation: it afforded no answer to the central difficulty
and still left the contradiction unresolved.

James Mill had actually drawn attention to the analogy
between a wage-system and slave-labour. ‘“What is the

! I'n Value Price and Profit. Here he also said of the comparison
between slavery and a wage-system: “ On the basis of the wages system
even the unpaid labour seems to be paid labour. With the slave, on the
contrary, even that part of his labour which is paid appears to be unpaid.”
In the former “ the nature of the whole transaction is completely masked
by the intervention of the contract and the pay received at the end of
the week”.

* Nouveaux Principes, Vol. I, p. g2.

3 Labour’s Wrongs and Labour’s Remedy, p. 50.
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difference,” he asked, ‘““in the case of the man who
operates by means of labourers receiving wages (instead
of owning slaves)? . . . He is equally the owner of the
- labour with the manufacturer who operates with slaves.
The only difference is the mode of purchasing. The
owner of the slave purchases at once the whole of the
labour which the man can ever perform: he who pays
wages purchases only so much of a man’s labour as he
can perform in a day, or any other stipulated time.
Being equally, however, the owner of the labour so
purchased, as the owner of the slave is of that of the
slave, the product which is the result of this labour
combined with his capital, is all equally his own.’

But here Mill left the matter. For Marx it was the
beginning of what was essential. The solution which
he reached for this central problem turned on that dis-
tinction which he regarded as so crucial between labour
‘and labour-power. Capitalist production had its historical
‘root precisely in the transformation of human productive
activity itself into a commodity. Labour-power became
ated as something to be bought and sold, and as
acquiring a value. Since the proletarian was devoid
of land or instruments of production, no alternative liveli-
hood existed for him; and while the legal coercion to
Work for another was gone, the coercion of class circum-

" ! Elements of Pol. Econ., pp. 2x-2. Cf. also Richard Jones, Introduc-
fory Lectures on Pol. Econ. (1833), pp. 58-9. This “ only difference”
Mmay, however, make the position of the wage-earner economscally
Anferior to that of the slave, as well as enabling it to be better, since
iftha labourer is not the property of the master, the latter has no long-
‘Period interest in the former’s upkeep (the wear and tear of labour
Iﬂd its depreciation through destitution is not a cost to the employer
‘B8 is the wear and tear of his machinery). Hence it may well be in the

“mPln?tr s interest to treat a free labourer less well than he would a
or a slave,
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stance remained. Since the individual labourer (at least
in the absence of organization and association) was devoid
alike of alternative or of a “‘reserve price”, the commodity
he sold, like other commodities, acquired a value equal
to the labour which its creation cost; and this consisted
in the labour required to produce the subsistence of the
human labourer. Hence the emergence of profit was to
be attributed, not to any procreative quality of capital
per se, but to the historically conditioned fact that labour
in action was able to realize a product of greater value
(depending on the quantum of labour involved) than the
labour-power itself as a commodity was valued at. Hence
the transaction between labourer and capitalist both was
and was not an exchange of equivalents. Given the
social basis which constituted labour-power as a com-
modity, an exchange of equivalents took place which
satisfied the requirements of the law of value—the
capitalist advanced subsistence to the labourer and
acquired labour-power of equivalent market-value in
return, The capitalist acquired the labour-power of
the worker; the worker obtained in exchange sufficient
to replace in his own person the physical wear and
tear that working for the capitalist involved. Economic
justice was satisfied. But without the historical circum-
stance that a class existed which had the sale of its
labour-power as a commodity for its only livelihood to
confront the capitalist with the possibility of this re-
munerative transaction, the capitalist would not have
been in a position to annex this surplus-value to himself.

The rival interpretation which Lauderdale and Malthus
had advanced in terms of the productivity of capital in-
volved a relapse either into mysticism or into the super-
ficialities of mere ‘“‘supply and demand” explanations,
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which Marx in common with Ricardo condemned.!
Marx never wished to deny that capital, or rather the
concrete instruments in which stored-up labour was
embodied, were creative of wealth or ‘‘riches”: to
have done so would have been patently absurd. In
fact, he explicitly states that “‘it is wrong to speak of
labour as the only source of wealth”.? No more did
Ricardo deny that land even uncultivated might yield
utilities,. But this was not to say that land or capital
were productive of value. In fact, the more lavish was
nature with the fruits of the earth, the less value were
the latter likely to have and the less chance was there
that land would yield a rent. Value, Marx emphasized,
was not a mysterious intrinsic attribute of things: 1t
was merely an expression of a social relation between
men. It was an attribute with which objects were

" endowed by virtue of the form and manner in which

the disposition of human labour took place between
various lines of production in the course of the division
of labour throughout society; and this disposition of

' the social labour-force was not arbitrary, but followed

8 determinate law of cost by virtue of Adam Smith’s
“unseen hand” of competitive forces. To explain
surplus-value, therefore, in terms of some property of
an object (capital) was to relapse into what Marx termed
the Fetishism of Commodities—a species of animism
in which post-Ricardian ‘‘vulgar economy” became in-
Creasingly enmeshed. This consisted in attributing
animistically to things in abstracto the cause of exchange-
relationships, when actually the latter were merely the

Tesultant of the social relationships between men. It

1 Cf. above, pp. 9-10.
* Critique of Political Economy, p. 33.
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was to explain the course of a puppet-show exclusively
in terms of the qualities and behaviour of the puppets.
““A definite social relation between men assumes in their
eyes the fantastic form of a relation between things.”!
““The existence of the revenue, as it appears on the sur-
face, is separated from its inner relations and from all
connections. Thus land becomes the source of rent,
capital the source of profit, and labour the source of
wages.”2 A Political Economy which spoke in these
terms, which used as its constants properties of
objects abstracted both from individuals and the class
circumstances of these individuals, could deal only with
surface appearance, could afford only a partial analysis
of phenomena, and hence postulate laws and tendencies
which were not merely incomplete, but also contradictory
and false. At such a level of abstraction there could be
no differentia because none of the essential differentiating
qualities were included in the assumptions. Factors of
production were treated solely in their technical aspect
as indispensable each to the whole and hence each to
the other: an abstraction which yielded an ex hypothes:
demonstration of an essential harmony between them.
It was not surprising that on this plane of reasoning
no concept of rent or surplus could appear, and
that equivalents should always exchange against equiva-
lents because the situation was so defined that this must
be so.

A more recent example may perhaps be cited of the
lack of meaning attaching to certain fundamental con-
cepts when exchange relations are treated in abstraction
from men as producers and from their relation to a

Y Marx, Capital, Vol. 1, p. 43.
1 Marx, Theorien tiber den Mehrwert (Ed. 1923), Vol. I1I, pp. 521-2.

64

CLASSICAL POLITICAL ECONOMY AND MARX

background of social institutions. Pareto has pointed
to the significant distinction between “‘activities of men
directed to the production or transformation of economic
~goods”, and ““to the approprlanon of goods produced by
“others”. Clearly, if one views the economic problem
~simply as a pattern of exchange relations, separated from
the social relations of the individuals concerned—treating
the individuals who enter into exchange simply as so
" many x’s and y’s, performing certain ‘‘services”, but
abstracted from their concrete relation to the means of
production (e.g. whether propertied or unpropertied,
whether passive rentiers or active labourers)—then Pareto’s
distinction can have no meaning in a free competitive
market. “‘Appropriation of goods produced by others”
can only result from the incursion of monopoly or of
extra-economic fraud or force. From the regime of
“normal” exchange-values it is excluded by the very
definition of a free market. This is, in fact, the answer
which is given by Professor Pigou. Citing Pareto’s dis-
tinction, he proceeds to suggest that ‘“‘acts of mere
appropriation” can be excluded by the assumption that
“‘when one man obtains goods from another man, he is
conceived to obtain them by the process, not of seizure,
but of exchange in an open market, where the bargainers
reasonably competent and reasonably cognizant of
the conditions”.! It may be said that this conclusion
is perfectly consistent with the scope of the inquiry.
But does not the very answer which this scope demands
Suggest the unreality of such limits and the barrenness,
-4t least on matters fundamental to problems of Political
Ecunamy, of so limited an analysis? Yet the whole
¢ tendency of economics since the days of the post-

v Economics of Welfare, p. 130.
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Ricardians has been to narrow the scope of economic
inquiry in this way: moreover, while doing so, at the
same time to persist in rendering pronouncements on
fundamental issues similar to those with which the
classical economists were concerned.

Suppose that toll-gates were a general institution,
rooted in custom or ancient legal right. Could it reason-
ably be denied that there would be an important sense
in which the income of the toll-owning class represented
““an appropriation of goods produced by others” and
not payment for an ‘““activity directed to the production
or transformation of economic goods?” Yet toll-charges
would be fixed in competition with alternative roadways,
and hence would, presumably, represent prices fixed ‘“‘in
an open market, where the bargainers on both sides are
reasonably competent and cognizant of the conditions”
Would not the opening and shutting of toll-gates become
an essential factor of production, according to most cur-
rent definitions of a factor of production, with as much
reason at any rate as many of the functions of the capitalist
entrepreneur are so classed to-day? This factor, like
others, could then be said to have a ‘“marginal pro-
ductivity” and its price be regarded as the measure
and equivalent of the service it rendered. At any rate,
where is a logical line to be drawn between toll-gates
and property-rights over scarce resources in general?
Perhaps it will be said that the distinction depends on
whether the toll-gate owner himself constructed the
road. If so, it is precisely to break through the restricted
circle of abstract exchange-relations to seek a definition
in terms of the productive activity of the person in
question, as separate from and more fundamental than
the opening and shutting of toll-gates. But notions

66

- s

CLASSICAL POLITICAL LCONOMY AND MARX

which confine themselves to the circle of pure exchange-
relations are clearly unfitted to rise above the wisdom of
a contemporary critic of Ricardo, who, in attacking
Quesnay and Smith, roundly declared that, since none
could charge a price who did no service, all classes
which drew an income must ipso facta be * productive”,

- and their income the measure of their value to society.! .

Perhaps it will be said that such distinctions are not
the province of economics. But this injunction, if it
were obeyed, would both render economics barren of
most of its practical fruit and make it something radically
different from what the founders of the subject designed
and intended.

It must not be thought that, in criticizing this type
of abstraction, Marx was tilting at all abstractions from
the standpoint of a crude empiricism. He was criticizing
a particular method of abstraction on the ground that it
ignored the essential and mistook shadow for substance
and appearance for reality. Any generalization, from

|its very nature, must, of course, make abstraction of

certain elements in a situation; and to this extent
“theory” and “fact” must necessarily: be at variance.
Indeed, the method of Marx, as we have seen, was an
abstract method as much as that of the classical econo-
mistss The theory of value which Marx took over from
elassical Political Economy, and developed in important
particulars, was an abstraction which based itself not
simply on certain features general to any exchange
€conomy, but on essential characteristics of capitalism

1 George Purves, Al Classes Productive of National Weaith (1817).
This pentleman had commenced by declaring that “the grand funda-
mental question, on which the whole science of statistics must more or

8 depend » is *“ whether all classes are productive of 'wealth or whether
Bome are unproductive™.
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as a system of commodity-production. It seems to be
generally forgotten, when Marx is criticized for giving
no adequate ‘“‘proof” of his theory of value in Das
Kapital, that he was not propounding a novel and un-
familiar doctrine, but was adopting a principle which
was part of the settled tradition of classical Political
Economy and without which he considered any deter-
minate statement to be impossible. Clearly in these
circumstances he had no intention of prefacing his
analysis of capitalist production with more than a
definition and contrast of certain basic concepts such
as value, exchange-value and use-value. These and
kindred concepts were admittedly abstractions which
had only a more or less imperfect representation in the
real world, But here his method was no more and
no less abstract than that of his predecessors. Com-
petition itself was an abstraction, and so was the
““perfect market” in which ‘“‘normal values’ emerged.
““Normal values”, like Euclidean points and straight
lines, were to be found in the real world only as
“limiting cases’”.

The two abstractions which have caused most clamour
among Marx’s critics—the concept of homogeneous
“simple labour” and the assumption in volume I of
Capital of equal “organic compositions of capital” in
all lines of production—were also common to preceding
and contemporary economists, and the ground of many
of their most signal corollaries. The latter assumption
figured prominently, as we have seen, with Ricardo. In
the theory of international trade, for instance, it was
the basis of the proposition that a high or low wage-level
in a country did not affect the terms of trade, but only
caused an equivalent and opposite change in the level
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~ of profits.! As we have also seen, it underlay John
- Stuart Mill’s dictum that ““demand for commodities does
not constitute demand for labour”. ‘The assumption
of homogenecity of units of a factor of production is
common to economic method up to the present day.
Without it the conception of a ‘““normal” return has no
meaning: tacit or explicit, it is part of any discussion
of the “gencral level of wages” or of a theory of ““normal
profit”. When Marx in the third volume of Capital
admitted that the assumption of equal ““compositions of
capital ”, which formed the basis of his value-principle
in the first volume, was only a first approximation,
Bohm-Bawerk made great play with the “great con-
tradiction” between the first approximation of the first
‘volume and the later approximation of the third. On
this great contradiction, he triumphantly declared, the
. whole Marxian system foundered. A recent writer has
said that “ nowhere is there in print such a miracle of
confusion ” as the Marxian system.2  Yet all deductive
easoning proceeds by a process of approximation; and
ilar ““‘contradictions” could be demonstrated in all
Such cases between successive approximations, or between
any approximation and the facts. It is a question of the
tises to which an approximation is put. What is important
118 whether or not the corollaries, held to be deducible
trom the approximation, are invalidated by the qualifica-
tions which the closer approximation requires—whether
ithe alterations introduced in volume III make any

3 ! Since, if the * composition of capital ” is equal in all industries, a
-Ph.nnge in wages will not affect the ratio of comparative costs. But if
-'th,ls assumption does not hold, a change in wages will affect the industries
l:"l'ilth a high proportion of labour to machinery morc than those with
a l;a-w Proportion, and hence will alter the comparative cost-ratios.

o A. Gray, Development of Economic Doctrine, p. o1,
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substantial difference to the conclusions developed from
the assumptions made in volume I.
Like Ricardo, Marx attached chief importance to an

analysis of the movements of the class revenues. So

much, indeed, had Ricardo’s interest lain in the dis-

tribution of wealth as to evoke the anger of a writer

such as Carey, who declared that *“the system of Ricardo

is a system of discord . . . it creates hostility between

classes . . . his book is a manual for demagogues who

seek to gain power by the distribution of the soil, by

war and by pillage”! Similarly, a recent writer has

said of Marx that, weaving ‘a tissue of economic fallacy 3

on “‘a prophetic note of righteous indignation”’, he made
it his purpose ‘“to demonstrate that class-hatred is
justified”.2 Such tortured verdicts may ring strangely.
But what they emphasize is to this extent true: that Marx
focussed attention on the class relation, expressed in class
incomes, as the relation which defined the major rhythm
of capitalist society and was crucial for any forecast of
the future. At the same time, it would be wrong to
say that his interest was confined to the sphere of dis-
tribution, and to treat his analysis as essentially a theory
of distribution. Production, Exchange, Distribution,
while they might be separate facets, could not be treated
as separate categories of economic relations; and, as he
insisted in his Critique of Political Economy, they had an
essential unity.?

The law of value was a principle of exchange relations

between commodities, including labour-power. It was
simultaneously a determinant of the mode in which

1 Carey, Past, Present and The Future (1848}, p. 74, cit. in Theorien
iiber den Mehrwert, Vol. 11, p. 4.

¢ E. Hallett Carr, Karl Marx, p. 277.

3 Critique (Ed. Kerr), p. 291, etc.

70

ﬂé

"

CLASSICAL POLITICAL ECONOMY AND MARX

labour was allocated between different industries in the
general social division of labour and of the distribution
of the product between classes. To say that com-
modities had certain exchange-values was an alternative
way of saying that the labour-force of society was divided
between occupations in a certain way, and (included in
the latter statement) that the social product was divided
!:ctw.een subsistence for labourers and income for capital-
ists 1n (_:ertain proportions. (For instance, a statement
concerning the values of corn and silk is at the same
time a statement about the proportions in which labour
is divided between the production of corn and of silk.
If corn and silk were the only two commodities produced
the -former being consumed by workers and the latter by,
capitalists, the statement that labour was divided between
silk-manufacture and corn-culture in a certain ratio would
be equivalent to saying that the social income was dis-
tributed between workers and capitalists in a corre-
sPonding way.) In his first volume Marx adopted the
simplifying assumption of a ‘‘pure” capitalist economy:
an economy of “‘pure competition,” as did the classical
economists, and a mode of production based on a simple
relationship between capitalists and workers; the latter
p':.&l;forming the sum-total of essential productive acti-
vities, the former figuring simply gua capitalist, as owners
of property-rights and hirers of labour-power.! This
Was competent to provide the generalized type-form of

1 Tn a letter to Engels in 1858 Marx stated the assumptions made
for the purpose of volume I as follows: It is *‘ assumed that the wages
of labour are constantly equal to their lowest level. . . . Further landed
property is taken as -=o. . . . This is the only possible way to avoid
having to deal with everything under each particular relation.” On
these assumptions value is “an abstraction”, which figures in ““ this
abatrncF undeveloped form ™ as distinct from its * more concrete economic
determinations .  (Marx-Engels Correspondence, p. 106.)
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all existent capitalist societies (to which admittf.:dly 'the
concept of ““pure” capitalism was only an approximation)
as Euclidean lines and points and circles and cubes could
represent the essential characteristics of .al-l actual Fhree-
dimensional spatial relations. The g\_ndmg motive of
this volume was to analyse the relation 'between .tl‘]e
revenues of these two classes and to explain the orgin
and character of capitalist profit.

In the third volume Marx pointed out .that, when
account was taken of the fact that the ratio ‘between
labour and machinery (or, more precisely, b(j,tweep vari-
able and constant capital) was different in different
industries, it was seen that commodities excpanged, not
according to the principle as enunciated in .the fnrst
volume, but according to what he termed their Pnce,s,
of Production (i.e. wages plus an average or ‘.‘no'rmal
profit). Nevertheless, he declared tha:t the principle of
the first volume was still the determinant of what the
value of commodities was in the aggregate, and hence
the determinant of the rate of profit and in turn of the
Prices of Production themselves. In making .thls state-
ment he was not guilty of the stupidity of asserting merely1
that a total equals a total, as B(‘ihm-Bawe.rk charges.
Clearly what he had in mind was the relation between
the value of finished commodities, treated as an aggregate,
and the value of labour-power—the crucial ‘relatmn on
which, in common with Ricardo, he con(:(?ived profit to
depend. He was stating that it still remained true that
the distribution of the total product between workers
and capitalists (and hence the volume and rate of p}'c?ﬁt)
depended on the relation between these hwo quantities;
and that (provided one could assume the *‘ composition

! Karl Marx and the Close of his System, pp. 68-75.
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of capital” in the group of industries producing sub-
sistence to be not very different from the average of
industry as a whole) this crucial relation could still be
treated as determined according to the simple manner
of volume I. If this was so, the analysis of surplus-
value and of the influences which determined it was not
invalidated by the qualifications introduced in volume
ITI. The revenue of the capitalist class, and movements
in it, were still ruled by the same causes, even if this
revenue was differently distributed between various
industries from what had been envisaged in the “first
approximation”.! To use an analogy, let us suppose
that one were to enunciate the theory of rent on the
assumption that all land was of homogeneous quality,
stating that rent would be equal to the difference between
the cost of production and the selling-price of corn (the
latter being determined by the cost of production at

1 Tt is perfectly clear that Marx was fully aware of the nature and
* significance of these qualifications introduced in vol. II1 and in what
measure they affected the corollaries to be drawn from the assumptions
Lof vol, I. Engels, in his Preface to the 1891 Edition of Wage-Labour
wand Capital, says: “If therefore we say to-day with economists like
| Ricardo that the value of a commodity is determined by the labour
pecessary to its production, we always imply the reservations and
trictions made by Marx.” Much earlier than this Marx had taken
Froudhon to task for saying that a rise of wages would lead to a general
tise of prices. ** If all the industries employ the same number of workers
in relation to the fixed capital or the instruments which they use, a
general rise of wages will produce a general lowering of profits and the
turrent price of goods will not undergo any alteration.” ‘ But as the
¥elation of manual labour to fixed capital is not the same in different
‘Industries, all the industries which employ a relatively greater amount
\0f fixed capital and less workers will be forced, sooner or later, to lower
e price of their goods”, and converscly in industries employing “a
‘Felatively smaller amount of fixed capital and more workers. . . . Thus
‘A rise in the wage-level will lead, not as M. Proudhon declares, to a general
HRcrease of prices, but to an actual fall of some prices, namely; to a fall
N the price of those goods which are largely manufactured with the aid
of machinery.” Misére de la Philosophie (Ed. 1847), pp. 167-8.
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the intensive margin). To introduce the fact of hetero-
geneity of land (and hence of different costs of production
on each farm and each acre) as a later approximation
would then make no essential difference to the corollaries
based on the simpler assumption, provided that the cost
of production of corn on the average remained the same
and bore the same relation to the price of corn. More-
over, the corollaries of the earlier approximation would
embody certain essential truths about the nature and
determination of rent (those connected with what one
may term the scarcity aspect of rent, as distinct from
its differential aspect), which no formulation of the
theory of rent-could imply without some reference to
this relation between the average cost and the average
selling-price.!

The corollaries which remained unaffected by these
later qualifications were various and were among the
most important for the main purpose which he had in
hand: namely, to discover *‘the law of motion of capitalist
society”. Ricardo’s doctrine that ““if wages rise, profits
fall”, and with it the conclusion that a rise in wages will
encourage capitalists to substitute machinery for labour,
remained undisturbed. So also did the influences which
caused the rate of profit to alter, including Marx’s ex-
planation of the ““tendency of the rate of profit to fall”,
which will later be considered, and to which it is clear
that Marx attached considerable significance in defining
the long-term trend of capitalist socicty. But there is
also a less familiar corollary, which to-day has more

1 Curiously enough B&hm-Bawerk, in constructing his own theory of
capital, makes use as a first approximation of what amounts to the same
assumption as that which he condemns in Marx, namely, that *‘an

equally long production-period would prevail simultaneocusly over all
employments . (Positive Theory of Capital, pp. 382 and 405.)
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central importance than when it was written; namely,
that concerning the effect of monopoly. Marx had
pointed out that monopoly cannot increase the rate of
profit in genmeral (as distinct from raising it for some
sections and lowering it for others), except in so far as
it has the effect of lowering wages. Unless monopoly
affected the relation between the value of labour-power
and the value of commodities (7.e. altered ‘‘the rate of
exploitation”), it was powerless to raise the rate of
Fmﬁt as a whole. Apart from such an effect of monopoly
in depressing real wages below their normal level, the
growth of monopoly “would merely transfer a portion
of the profit of other producers of commodities to the
commodities with a monopoly-price. A local dis-
turbance in the distribution of the surplus-value among
the various spheres of production would take place
indirectly, but they would leave the boundaries of the
surplus-value itself unaltered.”! In a later chapter we
shall see that this conclusion has particular relevance to
gertain problems of Imperialism

The essential difference between Marx and classical
Political Economy lay, therefore, in the theory of surplus-
value. If its significance was not an ethical one, wherein
then lay its practical importance? Clearly, its im-
portance as basis for a critique of capitalism was in
many respects parallel to that of the theory of rent for
a critique of the landed interest in the hands of the
Ricardian School. The theory of rent had formed the
ground for maintaining that the very policies which
Would tend to the lowering of the rate of profit and the
Consequent retardation of capital accumulation and in-
dustrial progress would at the same time augment the

t Capital, Vol. 111, p. 1003.
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revenue of the landed class and swell the burden of
unproductive consumption on the national wealth.!
The theory of surplus-value implied that, since the
two class-incomes of profits and wages were so con-
trasted in their essential character and in the manner
of their determination, the relation between them was
necessarily one of antagonism in a sense which made it
qualitatively distinct from the relation between ordinary
buyers and sellers on a free market. The capitalist
class would have an interest in perpetuating and ex-
tending the institutions of a class society, which main-
tained the proletariat in a dependent position and created
surplus-value as a category of income, as powerfully as
the landed interest had formerly had in maintaining the
Corn Laws; while the proletariat would have a corre-
sponding interest in weakening and destroying these
basic property-rights. Any change in- profit, as the
income of the class upon whose decisions and expecta-
tions the operation of industry depended, would have
an effect on the economic system altogether different
from a change in any other price or revenue—a difference
which had particular relevance, as we shall see, to Marx’s
theory of crises. Moreover, it might well be in the
interest of capital to retard the development of the pro-
ductive forces and to promote policies which were
detrimental to the production of wealth, provided that
these policies tended to extend the opportunities of
exploitation and augment its revenue. This possibility

! The Ricardian argument was that the fact of diminishing returns
on land would, in the course of progress, cause rents to ris¢ and by
increasing the cost of subsistence for the workers cause profits to fall.
"The only way to avert this, and so to maintain the possibilities of capital
accumulation and industrial expansion, was to throw open foreign trade
and allow the competition of imported raw produce.
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was converted into a probability by the very nature
of the technical basis on which industrial capitalism
had been built. Founded on power-machinery and
large-scale technique, the process of progressive capital
accumulation tended continually -to extend and to en-
large this basis: a process which, by encouraging a
progressive concentration and centralization of capital,
increasingly prepared the ground for monopoly. The
picture which Marx drew of these developments is a
familiar one. With the growth of monopoly, class
antagonism was rendered more acute, and not less; the
income of the propertied class became with increasing
openness the fruit of monopoly-policies and of little
else. But the same process which established the
growing ‘‘social character” of the productive process
itself forged the instrument which was to break the
fetters of ‘‘individual appropriation”. “The productive

' forces developing within the framework of bourgeois
- society create at the same time the material conditions

for the liquidation of this antagonism.” It created also
the homogeneity, the discipline and the organization of
the factory proletariat as a class; until this class, finding

~itself in ever sharper antagonism to a system of property-

relations which had grown so patently a fetter on pro-
duction, should demand and enforce the emancipation
of itself and of society by the expropriation of its ex-
ploiters. Since a regime of large-scale technique and
complex productive relations could not revert to petty
property and the small-scale production which this
entailed, the negative act of expropriation must neces-
sarily take the positive form of socialization, in the sense
of the transference of land and capital into the collective
Ownership of the workers’ State. This revolutionary
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act of the organized workers which established collective
property would in fact be the charter both of equality
and of individual rights of which nineteenth-century
liberalism had dreamed, but which it had been impotent
to attain. [t would be the only real charter of individual
rights precisely because (in the words of the Communist
Manifesto) “‘in bourgeois society capital is independent
and has individuality, whereas the living person is de-
pendent and lacks individuality”’; because only by the
suppression of the power of one class to exploit another
through the suppression of private property in land and
capital, which endowed this power, could the substance
of liberty for the mass of the people appear.

CHAPTER IV
ECONOMIC CRISES

UNpouBTEDLY for Marx the most important application
of his theory was in the analysis of the character of
economic crises. At the time serious study of this
phenomenon was still in its infancy. There had been a
few fertile but unsystematized observations by Sismondi
as to the disrupting effects of competition and of pro-
duction for a wide market; there had been the classic
discussion between Malthus and Ricardo as to whether
gluts and depression could be due to deficiency of con-
sumption; in Germany Rodbertus had developed his
under-consumption theory of crises. But so far as the
Ricardian School and its legacy is concerned, it can be
said that crises virtually held no place in their system of
thought: if depressions occurred they were to be regarded

" as due to external interferences with the free working of
. economic forces or with the progress of capital accumula-

tion, rather than as effects of any chronic malady internal
to capitalist society. Even the successors to this school
were sufficiently obsessed with this presumption to seek
for an explanation either in. natural causes (such as
harvest variations) or within ‘“‘the veil of money”. But
for Marx it seemed evident that crises were associated
with the essential features of a capitalist economy per se.

"The two fundamental characteristics of this economy

Were what he termed the “‘anarchy of production”—the
atomistic diffusion of productive decisions among
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numerous autonomous entrepreneurs—and the fact that
it was a system of production not for consciously designed
social ends but for profit. It was by virtue of the former
that the classical laws of the market held sway and
assumed the particular form which they did.* But for
Marx this was responsible for the existence of tendencies
disruptive of equilibrium as well as of the tendencics
towards equilibrium which the classical economists had
exclusively stressed. It was by virtue of the second
feature of capitalist society that the pursuit of surplus-
value, and circumstances which favoured its augmenta-
tion, assumed a dominating significance, so that a change
in profit, as the revenue of the ruling class, was calculated
to exert an influence on events quite unparalleled by a
change in any other class of revenue. Moreover, Marx
clearly regarded crises, not as incidental departures from
a predetermined equilibrium, not as fickle wanderings
from an established path of development to which there
would be a submissive return, but rather as themselves
a dominant form of movement which forged and shaped
the development of capitalist society. To study crises
was ipso facto to study the dynamics of the system; and
this study could only be properly undertaken as part of
an examination of the forms of movement of class re-

L It needs, perhaps, to be made clear that Marx, by terming individual
production ‘‘anarchy’, had no intention of using it as necessarily
synonymous with chaos. He intended the term in its literal sense;
and emphasized that while it was responsible for disrupting influences,
it was also the mediwm through which the “ invisible hand *’ of the market
ruled. In a recent discussion between Mr, G, B. Shaw and Mr. H. G.
Wells, the former declared that Mr. Wells could only see in capitalism
a lack of system, which he itched to systematize; whereas capitalism
was in fact very much of a system ruled by laws and compulsions of
its own. Marx would, I think, have subscribed to this view. (Cf.
The New Statesman, Nov. 3, 1934.)

8o

d

. o the problem of * the tendency of the rate of profit to fall as society
Progresses  as ‘‘ the great pons asini of political economy to date'.
(Marx-Engels Correspondence, p. 244.)

81

-

ECONOMIC CRISES

lations (the class struggle) and of the class revenues
which were their market-expression.

There was one aspect of the matter which had certainly
exercised economic writers for some time, and had evoked
a number of rival explanations. This was the alleged

- tendency of the rate of profit on capital to decline. With

changing circumstances the attitude to this question had
undergone an alteration, In the eighteenth century this
decline was usually welcomed as a healthy sign, appar-
ently because economic writers had viewed the matter
primarily from the standpoint of the borrower of capital.
‘But in the nineteenth century, with the flowering of
bourgeois Political Economy par. excellence, admiration
‘was inclined to turn to apprehension. So prominent
‘did discussion on the matter become that Marx went so
far as to say that “‘the difference between the various
‘schools since Adam Smith consists in their different
“attempts to solve this riddle .1

- Hume (who spoke both of the rate of interest on a
‘money loan and of the wider generic term, profit) de-
glared that ‘““so long as there are landed gentry and
‘peasantry in the State the borrowers must be numerous
‘and interest high”, by reason of ‘‘the idleness of the
landlord” and his profligacy. In such a condition
‘industry must stagnate and progress be small. Per
‘ contra, merchants constituted ‘‘one of the most useful
faces of men, beget(ting) industry by serving as canals
' to convey 1t through every corner of the State. . . . Ex-

- tensive commerce, by producing large, diminishes both

Y Capital, Vol. I11, p. 250. In a letter to Engels in 1868 Marx referred
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interest and profit, and is always assisted in its diminution
of the one by the proportional sinking of the other. I
may add that, as low profits arise from the increase of
commerce and industry, they serve in their turn to favour
its further increase, by rendering the commodities
cheaper, encouraging the consumption and heightening
of industry.”! For Adam Smith, like Hume, a high
level of profit was a sign of backwardness in capital
accumulation; and a decline in the rate of profit was
normally to be expected as a result of the progress of
accumulation. The reason which he gave for this, in
terms of supply and demand, came to be hotly disputed
by the Ricardian School, and may have contributed not
a little to the vehemence of their scorn for mere *“‘supply
and demand” explanations. ‘‘The increase of stock,”
wrote Adam Smith, ‘“which raises wages, tends to lower
profit. When the stocks of many rich merchants are
turned into the same trade, their mutual competition
naturally tends to lower its profit; and when there is a
like increase of stock in all the different trades carried
on in the same society, the same competition must
produce the same effect in all of them.” 2

But by the time that the Industrial Revolution was in
full cry the perspective had been shifted and the question
came to be differently regarded. Conflict with the landed
interest was reaching an acute stage in the controversy
over the Corn Laws; and profit, the revenue of the
capitalist class and hence both the source of capital
accumulation and the incentive to progress and invention,
came to receive an emphasis which it had not had before.
With Ricardo and his school, Profit occupied the centre

! Hume, Essays (Ed. 1800), Vol. I, Pt. 2, Ch. 4, pp. 316, 318, 320.
2 Wealth of Nations, Third Ld., p. 8g.
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of the stage. The question naturally presented itself:
How can a fall in this revenue be a condition favourable
to progress? If the system, by its own development,
generates a tendency for Profit to fall, is there not some-
thing strangely contradictory about the system: is it not
thereby defined as transitory, generating the seeds of its
own tetardation and decay?' Such questions, implicit
rather than explicit, scem to have lain at the root of the
strenuous criticism which developed of Adam Smith’s
interpretation of the matter. This criticism did not deny
the tendency, but sought an explanation for it, not in some
internal feature of the system or of the process of capital
accumulation, but in an external factor. 'This explanation
was found in the famous ‘‘law of diminishing returns .

This external limit to progress had been foreshadowed
a decade before The Wealth of Nations by Sir James
Steuart, who had stated that ‘“the augmentation on the
value of subsistence must necessarily raise the price of
all work . . . so soon as the progress of agriculture de-
mands an additional expence, which the natural return,
at the stated price of subsistence, will not defray”.?
In 1815 this was used by West in a criticism of Adam

- ! Cf. Marx: “Those economists who, like Ricardo, regard the
‘capitalist mode of production as absolute, feel nevertheless that this
mode of production creates its own limits: and therefore they attribute
" this limit, not to production, but to nature (in their theory of rent).”
(Capital, 111, p. 283.) Elsewhere Marx said: “ That the bare possibility
of such a thing (progressive fall of the profit rate) should worry Ricardo
Shows his profound understanding of the conditions of capitalist pro-
“duction. . . . What worries Ricardo is that the rate of profit, the
“stimulating principle of capitalist production, the fundamental premise
#nd driving force of accumulation, should be endangered by the
development of production itself.”  (Jbid., p. 304.)

2 An Inquiry into the Principles of Political Economy (1767), p. 226.
,Turgut, the Physiocrat, had also, about the same year, drawn attention
" to this fact. Cf. Cannan, Theories of Production and Distribution,

PP. 147-8.

83



POLITICAL ECONOMY AND CAPITALISM

Smith’s theory, both to explain the fact of the more
limited productive powers of agriculture as compared
to industry (which Adam Smith had attributed to the
smaller potentialities of the division of labour in agri-
culture) and the tendency of profit to fall. Adam Smith’s
theory that it was the competition of capital which
reduced the rate of profit, not only in some trades but
in all, he denounced as a fallacy. Nor did he think it
possible “wholly to account for the progressive diminu-
tion of the profits of stock by any increase of the wages
of labour ”, The fall was attributable, not primarily to
the rise of wages with progress, but to the decreased
productivity of capital in agriculture. ‘‘The principle is
simply that in the progress of the improvement of cultiva-
tion the raising of rude produce becomes progressively
more expensive; or in other words the ratio of the
net produce of land to its gross produce is continually
diminishing. . . . The proposition is that every additional
quantity of capital laid out produces a less proportionate
return, and consequently the larger the capital expended,
the less the ratio of the profit to that capital.” ?
Ricardo was even more explicit, and developed the
argument in a manner which made it the fulcrum of his
critique of the landed interest. As we have seen, among
the basic principles of his system was the contention
that value depended neither on demand nor on the
abundance of commodities (which he designated as
“wealth™ or ““riches” as contrasted with *‘value”) but
on the “difficulty or facility of production”; from which
it followed that profit, or the value of the ‘‘net producc”,
depended, neither on the size of the “‘gross produce”

1 Essay on the Application of Capital to Land, by a Fellow of University
College (1815), pp. 2, 3, 19-20.
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nor on the productivity of capital, but on the proportion
of the social labour which was required to procure the
labourers’ subsistence—that is, on the difference between
wages and the value of the product.! Hence the dictum
“when wages rise, profits fall’,> which at first sight looks
like a simple truism, is considerably more than a truism
in its fuller implication that profit is uniquely determined
by these two quantities (the cost of producing subsist-
ence and the cost of producing products in general).
Moreover, since capital was conceived as being essentially
“advances of wages” to labourers, the dictum was
further interpreted to mean that the rate of profit (that
is, the amount of profit proportioned to the original out-
lay) must depend uniquely on the same two quantities.
Any factor which influenced the rate of profit could do
so only in so far as it altered this ratio of wages to the
‘walue of the gross produce. ‘‘No accumulation of capital
will permanently lower profits unless there be some
‘permanent cause for the rise of wages.” 3

Adopting, as Ricardo did, Malthus’ law of population;
there appeared to him to be no sufficient cause for a rise
in the price of labour-power owing to a deficient labour-
‘supply—at least, not as a long-run factor, The labouring
population was only too avid to catch up with any ex-
‘panded opportunities for employment which an increase
~of capital might afford. Hence there seemed to him no
reason, within the capital-labour relation, why additional
funds of capital, invested in additional supplies of pro-

! It was the onus of Ricarde’s criticism of Say that he confused
“riches” and “ value ”’, and a minor criticism of Smith thathe * constantly
magnifies the advantages which a country derives from alarge gross, rather
‘than o large net income . (Principles, Chapters xviii and xxiv.)

* Cf. above, p. 46.

~ * Principles, Chapter xix, p. 398.
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ductive labour and in ever-widening tycles of production,
should not continue to extract at least the same rate of
profit as before. The only sufficient cause, therefore, of
a fall in the rate of profit as capital accumulation pro-
ceeded could be the operation of some factor which
tended to raise the price of labour-power by raising the
value of the workers’ subsistence; and such a factor he
saw in the law of diminishing returns on land. In his
Principles he wrote: “‘If the necessaries of the workman
could be constantly increased with the same facility,
there could be no permanent alteration in the rate of
profit or wages, to whatever amount capital might be
accumulated. . . . Adam Smith does not appear to see
that at the same time that capital is increased the work
to be affected by capital is increased in the same pro-
portion. . . . Whether increased productions, and the
consequent demand which they occasion, shall or shall
not lower profits, depends: solely on the rise of wages;
and the rise of wages, excepting for a limited period, on
the facility of producing the food and necessaries of the
labourer. I say excepting for a limited period, because
no point is better established than that the supply of
labourers will always ultimately be in proportion to the
means of supporting them.”! In a letter to Malthus he
wrote: ““‘I contend that there are no causes which will
for any length of time make capital less in demand, how-
ever abundant it may become, but a comparatively high
price of food and labour—that profits do not necessarily
fall with the increase of the quantity of capital, because
the demand for capital is infinite, and is governed by the
same law as population itself. They are both checked

L Principles, Second Ed., pp. 398-404. Ci. also pp. 133-4 on “the
natural tendency of the rate of profits to fall ™.
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by the rise in the price of food and the consequent rise
in the value of labour. If there were no such rise, what
could prevent population and capital from increasing
without limit?” 1 From this he drew the conclusion on
which rested the onus of his case against the landed
interest: ‘I think it may be most satisfactorily proved,
that in every society advancing in wealth and population
. . . general profits must fall, unless there are improve-
ments in agriculture, or corn can be imported at a cheaper
price.” 2 Since both these conditions are contrary to the
landlords’ interest, ‘it follows that the interest of the land-
lord is always opposed to the interest of every other class
of the community. His situation is never so prosperous
as when food is scarce and dear: whereas all other
persons are greatly benefited by procuring food cheap.””?

It was these strictures on the landed interest which
roused the criticism of his friend Malthus, and it was
this topic of the tendency for the rate of profit to fall
which formed the central ground of their disagreements.?
The contention of Malthus was that profit might fall not
from a rise in wages but from a fall in the price of com-
modities due to a deficient demand; and that this was
likely to occur if capital accumulation proceeded too
rapidly, particularly if this accumulation occurred at the

! Letters of Ricardo to Malthus, 181023, Ed. Bonar, p. 101. When
Malthus said that rapid capital accumulatibn must lead to over-pro-
duction, Ricardo commented that in the specific circumstances described
By Malthus (lowered profit and insufficient demand), ‘‘ the specific want
would be for population”. (Notes on Malthus, p. 169.)

2 Essay on the Influence of a Low Price of Corn on the Profits of Stock
(1815), p. 22. This is what Marx described us an increase of * relative
surplus-value’” (a fzll in the value of labour-power relatively to the
value of the product).

8 Ibid., p. 20. ]

¥ Ci. Malthus, Principles, pp. 263-336, and Letters of Ricardo to
Malthus, 1810-23, Ed. Bonar, pp. 186-91.
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expense of a diminished consumption. In contrast to
Say’s Law of Markets, he declared it possible for pro-
duction to outrun consumption, in the sense of causing
a fall in price and in profit, and a consequent ““glut”
and depression in trade, if productive equipment was
augmented at the expense of consumption. ‘‘Parsimony,
or the conversion of revenue into capital, may take place
without any diminution of consumption if the revenue
increases first. . . . (But) no nation can possibly grow
rich by the accumulation of capital, arising from a
permanent diminution of consumption; because such
accumulation being greatly beyond what is wanted, in
order to supply the effective demand for produce, a part
of it would very soon lose both its use and its value, and
cease to possess the character of wealth”.! In contrast
to Say and Ricardo, he held it to be a natural tendency,
with expanding accumulation, for all commodities to fall
in value relatively to labour; although it is not clear how
he reconciled this view with his own doctrine that
population continually tended to expand up to the limits
of subsistence. ‘‘It has been thought by some very able
writers,” he wrote, ‘‘that although there may easily be
a glut of particular commodities, there cannot possibly
be a glut of commodities in general, . . . This doctrine,
however, . . . appears to me . . . to be utterly unfounded. . .
It is by no means true that commodities are always
exchanged for commodities. The great mass of com-
modities is exchanged directly for labour, either pro-
ductive or unproductive; and it is quite obvious that
this mass of commodities, compared with the labour
with which it is to be exchanged, may fall in value from
a glut just as any one commodity falls in value from an
1 Principles, pp. 369-70.
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excess of supply, compared either with labour or with
money .2

This combined with the writings of Sismondi, who
had advanced a closely similar criticism,? to become the
fount-head of the various doctrines of under-consumption
which again occupy the stage as a central controversy
to-day. With the triumph of the Ricardian tradition in
Victorian England this doctrine of Malthus for long fell
into obscurity, save as illustration of the cardinal fallacy
that luxury created employment and that it was better
to spend than to save. In Germany, some thirty years
later, it was advocated in a new form by Rodbertus, and
through him and his influence on Lassalle and Diihring
and the rising school of German Socialism it came to be
implanted fairly firmly in socialist thought. By an ironic
turn of the wheel a doctrine fashioned originally as an
apology for landlords and bondholders as ‘‘unproductive
consumers’’ came to be a weapon in the hands of the
proletariat in criticism of a system which imposed poverty
and restricted consumption on the mass of the producers.

t Principles, pp. 353-4. The disagreements between Malthus and
Ricardo on the theory of value were closcly related to this issue. Malthus
wished to define value in terms of “ the amwount of labour which a
commodity can command”, whereas Ricardo insisted on his own
definition that value consisted in the amount of labour required to
produce the commodity in question. In terms of Malthus’ definition,
any fall in profit would show itself as a fall in commodity-valucs.
But according to Ricardo’s definition, the value of commodities would
only fall if improvements caused them to be produced with less labour
than previously; and such a fall would only result in a lower rate of
profit if labour-power alone among commodities failed to fall in value.
(Cf. Letters to Malthus, p. 233.)

* H. Grossman in his Stmonde de Sismondi et ses Théories Economiques
Cll.li-tns_ that Sismondi did not consider under-consumption as a cause of
crises, but as the result (p. 55). But it is difficult to see that this inter-
Pretation is borne out by such passages as Nouveaux Principes, Vol. I,
Pp. 120, 329; and Etudes, Vol. I, p. 6o et seq., Vol. I, p. 233. Cf. also
the comments of M. Tuan, Sismondi as an Economist, p. 68 ¢t seq.
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In recent years it has had a revival, even to-day what one
may call a vogue. Much of this has been due to the ad-
vocacy of Mr. J. A. Hobson over a number of years, who
expounded the doctrine in a novel manner, but along lines
which in essentials were traditional. More recently still
it seems to have been espoused by Mr. G. D. H. Cole,!
while Mr. J. M. Keynes has pronounced the ““Principle
of Effective Demand’ of Malthus to be a neglected and
fundamental contribution to economic understanding.?
While repudiated (at least, in its Rodbertian form) both
by Marx and by Engels,® it has had considerable popu-
larity in Marxist circles, having been given a special
““Marxist” variant by Rosa Luxemburg, who criticized
Marx for neglecting this aspect unduly.*

V' Cf. Principles of Economic Planning, pp. 50-1.

2 Cf. Econ. Journal, June 1935. '

3 Cf. Engels, Anti-Dithring, pp. 319-21. Marx wrote as follows: * It
is purely a tautology to say that crises are caused by the scarcity of
solvent customers or of paying consumption. . . ., If any commodities
are unsaleable it means that no solvent purchasers have been found for
them, in other words, consumers (whether commodities are bought in
the last instance for productive or individual consumption). But if one
were to attempt to clothe this tautology with a semblance of a profounder
justification by saying that the working class receive too small a portion
of their own product, and the evil would be remedied by giving them
a larger share of it, or raising their wages, we should reply that crises
are precisely always preceded by a period in which wages rise generally
and the working class actually get a larger share of the annual product
intended for consumption.” A footnote to this passage adds: ** Advocates
of the theory of crises of Rodbertus are requested to make a note of this.”
Capital, Vol. 11, pp. 475-6.

4 Die Akkumulation des Kapitals (Ed. 1921), esp. p. 79 et seq. and p. 299
etseq. Luxemburg herself criticized some of the traditional formulations of
the under-consumption theory; but claimed that Marx had given too little
emphasis to what she termed the “ realization of surplus-value ” through
sale in a market and hence to the consuming-power of society. This led
her to her famous theory of the * third party *’—that capitalism always
required either an intermediate ‘‘ middle’ class or else colonies, in
order to dispose of its surplus of commodities. Cf. J. A. Salz, Das
Wesen des Imperialismus, pp. 40-4.
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To plain common sense untouched by learned
sophistries, there has seldom been much doubt as to
whether the Ricardian doctrine or that of under-con-
sumption was nearer to the truth. The end of production,
presumably, was consumption. The producer’s realiza-
tion of profit depended on the existence of a market for
sale. If disproportionate development between industries
was possible—an expansion of productive capacity in
certain directions in excess of demand-—it seemed
reasonable enough to assert, as Malthus had done, the
possibility of a general disproportion between all con-
sumable commodities in relation to “‘effective demand”.
The doctrine (to which we have referred)! that production
‘and exchange, viewed as a whole, was properly to be
‘treated as a continuous barter-process of goods against
‘goods, and that consequently total demand would
increase pari passu with total supply because they were
Jdentical, seemed an abstract evasion of the real problem.
Total income might be sufficient to cover the total cost
‘of all consumption goods produced if the whole of that
‘income was in fact spent on consumption goods. But
if part of that income was not spent, but saved, this saved
‘portion of income went to purchase, not consumption
| goods, but producer’s goods which would further augment
‘the flow of consumption goods in the future. If saving
‘continued, where was the market to be for this additional
flow of final products, unless prices were to decline to a
‘point where profit fell or even disappeared? Were not
~ goods made ultimately to be consumed, however ‘‘long”’
“and ““‘roundabout” the process of production; and were

- hiot profit on capital and the wages of labour admittedly
~ “derived” from the value of, and the final demand of

r
k]

! * See above, pp: 40-3.
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consumers for, consumption goods? Only in an econom-
ist’s fancy did it seem possible for a world to exist where
(in J. B. Clark’s unhappy phrase) ! ““they would build
mills that should make more mills for ever” and have no
glut.

To this the traditional view had two replies. The
first was made by Ricardo in reply to Malthus. In his
Notes on Malthus, in comment on the passages we have
quoted, he wrote: ‘I deny that the wants of the con-
sumers generally are diminished by parsimony—they
are transferred with the power to consume to another
set of consumers. . . . By increase of capital from revenue
is meant an increase of consumption by productive
labourers instead of by unproductive.”? In a famous
passage Adam Smith had said that “‘what is annually
saved is as regularly consumed as what is annually spent,
and nearly in the same time too; but it is consumed by
a different set of people .2 'This answer clearly depended
for its force on the simplified conception of capital as
consisting of ‘‘advances to labourers™. If a capitalist or
a landowner ‘“‘saved’ he could thus be conceived as
handing over pdrt of his income as wages to extend
the process of production: the consumption which he
had forgone the additional workers undertaking in his
stead. Hence saving involved no absolute fall in con-
sumers’ demand. It was not so immediately clear that
this result followed, if part of the investment took the
form, not of ““circulating capital”’ but of “ fixed capital’—
was embodied, not directly in the hiring of labourers,

! In his preface to the English translation of Rodbertus’ Ower-
production and Crises.

t Notes on Malthus, pp. 164 and 174. Cf, also James Mill, Commnerce

Defended, p. 78.
3 Wealth of Nations (Ed. 1826), p. 319.
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but in the purchase and installation of machines. But
on closer analysis it becomes clear that in this respect
there is no fundamental difference between the two
cases: that the purchase of a machine is as much a
transfer of spending-power to others—in this case to
labourers engaged in making the machine and to capital-
ists who employ them—as is an investment of capital
which takes the form of hiring labour direct (although
the circumstances would not be indifferent, as we shall
see, to the effect of the investment on the demand for
labour and on profit).

The second reply was to the other half of the under-
consumptionists’ riddle: what was to happen to the
additional goods produced by the extra machines or the
extra labourers? 'The answer here was that either the
income of society was enlarged by the enlargement of
the productive mechanism to embrace more workers
than before (and hence to enlarge the revenue distributed
in the form of both wages and profits); or else, if invest-
ment took the form of transfer of labourers to make
machines, the resulting increase in the output of goods,
being fruit of increased productivity of labour, was
accompanied by lowered costs of production, so that
while goods were more plentiful they could also be sold
more cheaply without loss.!

What one may perhaps call the crude form of the
under-consumption theory (that investment per se causes

! Cf. E. F. M. Durbin, Purchasing Power and Trade Depression,
Pp. 75-6, where this argument is emphasized. This argument provides
an answer, for instance, to the contention of Malthus that ** parsimony ”’
30 increases the output of commodities that these cannot find purchasers
* without such a fall in price as would probably sink their value below
their cost of production”. (Principles, p. 353.) Mr. Durbin points out
that their cost of production is also reduced as a result of capital invest-
ment, Whether it is reduced proportionately is another matter.
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a glut) as represented in the writings of Sismondi and
Rodbertus, seems to have been regarded by Marx as
too superficial to afford an adequate answer to the
classical Law of Markets. In treating demand as though
this were an isolated factor, they had neglected the
relationship in which this stood to production: neglected
the fact that society gua consumer, with a given aggregate
of purchasing-power, was simply one facet of society
qua producer. Of Sismondi Marx said that, while “he
estimates very fully the contradictions of bourgeois pro-
duction, he does not understand them and hence cannot
comprehend the process of their solution’: in particular
he ignores the fact that “conditions of distribution are
conditions of production viewed sub alia specie”.! And
he indicated the need for a much more rigorous analysis
of the process of capital accumulation than had been
attempted hitherto. Unfortunately his own analysis has
been left to us in an unfinished state. But the torso
that he left was sufficiently epoch-making, and has so
much anticipated, indeed surpassed, the work of later
economists on the same subject as to make the neglect
that it has suffered at the hands of academic economists
truly amazing.

The starting-point of Marx’s examination of the
problem can be said to have lain in two crucial, and
neglected, notions: the one, an emendation, the other
an extension of Ricardian doctrine. The first was his
separation of capital into “constant” and “variable”
capital; the second his concept of an “increase of relative
surplus-value”. The former was an important qualifica-
tion of the notion of capital as simply “advances to
labourers”. In using this notion earlier economists had

Y Theorien iiber der Mehrwert, 111, p. 55.
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been far from clear. True, they had a tolerably clear
notion of the difference between fixed and circulating
capital (corresponding, as Marx points out, to the
Physiocratic avances primitives and avances annuelles),
and of the fact that in different branches of production
these two elements were differently combined; and
Ricardo had appreciated the importance of durability
in the case of fixed capital, having remarked that “in
proportion as fixed capital is less durable, it approaches
to the nature of circulating capital”, since ‘it will be
consumed in a shorter time”. But when they passed
from the single industry to the economy as a whole,
they seem generally to have returned to the notion that
all capital was ultimately reducible to ‘“‘advances of
wages” to labourers. The meaning of this view does
not seem to have been clearly defined. Presumably
they cannot have intended to mean by it that all capital
was reducible to this form in a given cycle of production.
Yet it led Ricardo apparently to identify the rate of

profit (the ratio of profit to total capital) with the ratio
of profit to wages, and J. S. Mill to state that the rate

of profit depended uniguely on the proportion of the
produce going to labour (McCulloch, however, had seen,

‘not very clearly, as had also Longford more clearly,
‘that it depended on the ratio of profit to lofal capital). -
‘Marx pointed out that the distinction between fixed and
‘ecirculating capital properly turned, not on the time the
‘capital took to circulate, but on the difference between

the concrete rdle in production played by instruments of
labour and objects of labour, the former circulating

- “piecemeal’’ in the course of wear and tear of 1nachines,
‘and the latter imparting themselves as a whole to the

(“Cattle as beasts of toil are

Product in a single act.
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fixed capital; if they are fattened, they are raw material
which finally enters into circulation as commodities, in
other words they are circulating, not fixed capital”.!)
But this distinction he considered to be less fundamental
than that between ‘‘stored-up” or ‘“‘dead” labour of
both types and active “living” labour, since the latter
distinction for the economy as a whole corresponded to
that between productive powers inherited from the past
and the current production of nmet or added value.
Capital invested in equipment or in stocks of raw material
Marx termed constant capital, and capital devoted to the
purchase of labour-power as a current wages-fund he
termed variable capital. This led him to point out that
the rate of profit (ratio of profit in a given period to
fotal capital) was not dependent solely on what by
contradistinction he termed the “rate of surplus value”
(the ratio of profit to wages, or of surplus-value to
variable capital).? The former could change even though
the latter remained constant, if a change occurred in
the proportion in which the existing stock of capital

1 Capital, 11, p. 183. Cf. also: “The value thus fixed decreases
constantly until the instrument of labour is worn out, its value having
been distributed during a shorter or longer period over 2 mass of pro-
ducts which emanated from a series of currently repeated labour processes”
(Capital, 11, p. 179.) In the course of his discussion of fixed capital
Marx spends some time in considering the maintenance problem, citing
Lardner on railways to show that *‘the boundary between regular repairs
and replacement, between expenses of repairing and expenses of renewal,
are more or less shifting”. (Ibid., p. 203.)

* Marx was careful to show that it was not the ratio of profit to wages
in each turnover, but the *‘annual rate of surplus-value” that was relevant
to the determination of the annual rate of profit; the annual rate of
surpius being related to the simple rate by the period of turnover of
the variable capital, The period of turnover of the variable capital,
therefore, became a separate factor in the determination of the rate of
profit, (Ibid., pp. 336-66 ; also cf. the chapter on ‘“‘the effect of turnover
on the rate of profit”, Capital, 111, 85-92.)

96

ECONOMIC CRISES

was divided between these two forms (what he termed
the “organic composition of capital”). The influence of
technical progress was to alter this proportion, generally
(though not invariably) in the- direction of raising the
ratio of constant to variable capital. Hence the tendency
of industrial progress was to lower the rate of profit,
even though there was no decrease in the rate of surplus-
value. This was his reply to Ricardo’s contention that
only the operation of diminishing returns on land was
adequate to account for a tendency of the rate of profit
to fall.

But Marx was quick to indicate that there were
“counteracting tendencies”, the influence of which was
in a contrary direction. Chief of these was an “‘increase
of relative surplus-value” to which we have referred.
This occurred when an increase in the productivity of
labour, being extended to the production of subsistence,
resulted in a fall 'in the value of labour-power as well
as in the value of commodities in general. The result
was an increase in the rate of surplus-value, by reason
of the fact that a smaller proportion of the social labour-
force was required to be employed in producing the
workers’ subsistence, so that the “net produce” increased
alike in value and in amount; or, as Marx put it more
directly, by reason of the fact that a smaller portion of
the labourer’s working-day required to be employed in
replacing the value of his own labour-power and a larger
portion of the working-day remained to produce surplus-
value for the capitalist. This possibility had been
suggested by Ricardo, but had not been pursued by
him. His obsession with the threat of diminishing
returns on land had apparently caused him to belittle
its significance, save as a consequence of the opening
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up of foreign markets and the importation of cheaper
corn. But this heightening of labour-productivity was
itself one of the effects of technical progress; and the
possibility of its extension to agriculture as well as to
industry was a further reason for the denial by Marx
of diminishing returns as a significant factor in influencing
the rate of profit and the occurrence of economic crises.
To this influence, and its relation to the “tendency of
the rate of profit to fall”, we shall presently return.
The notion of the “organic composition of capital”,
expressing as it did a relation between “‘stored-up” or
past labour and “living” or currently applied labour,
can be seen as the precursor of later Austrian notions
of “period of production” or “capital intensity”.! Yet
Marx has often been criticized for having no conception
of the rdle of time in production and for confusing a
rate of flow with a stock of capital as though Part 2 of
Volume 2 of Capital, which deals with these matters,
had never been written. Marx made it clear that “the
period of turnover of the invested capital” depended
both on the length of time occupied by the “working
process”’—the time during which labour is being directly
applied to working up a product—and also on the time
during which “goods in process” are for technical reasons
maturing. As examples he cites “winter grain [which]
needs about nine months to mature”, and timber-raising
where ‘““the seed may require one hundred years to be
1 The sequence of dates is interesting, and has not, I think, been
pointed out by historians of economic thought. Vol. z of Das Kapital
appeared in 1885 and Béhm-Bawerk’s Positive Theorie in 1889. The
chief difference was that Marx did not deal with a connection between
different periods of turnover and the productivity of labour, which
was Bohm-Bawerk’s main concern and one of his attempted “justifica-

tion” of surplus-value. For Marx only the value of the constant and
the turnover of the variable capital affected the rate of profit directly.
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transformed into a finished product, and during all this
time requires very insignificant contributions of labour”.
Moreover, he did not confine the concept to Wicksellian
“working capital”, but explicitly applied it to instruments
of labour as well, indicating that, since fixed capital
imparted its value to the product “piecemeal”, it generally
had a longer period of turnover than working capital;
but not invariably so as the timber-example showed.!
Where he differed from later economists was that he
held consistently to the emphasis of Volume I that,
despite the influence of capital-turnover on the rate of
profit, aggregate surplus-value remained uniquely deter-
mined by the relation between the value of labour-power
and the value of the product—the crucial expleitation-
relation that was the foundation of his structure.

But these were no more than prolegomena to Part 3
of Volume 2 which he devoted to an analysis of the
effect of capital accumulation on the division of the
productive forces between the industries producing means
of production and the industries producing consumption
goods. 'The demand for the former depended on the
current rate of renewal of constant capital and on the
rate of addition to the existing stock of constant capiral
(or ‘“stored-up labour”); so that any sudden change
either in the rate of capital accumulation or in the
proportions between constant and variable capital was
likely to result in a disproportion between these two’
branches. To the process of exchange between these
two departments he attributed crucial importance; and

1 Cf.: “It follows . . . that according to the different length of the
periods of turnover, money-capital of considerably different guantity
must be advanced, in order to set in motion the same quantity of pro-
ductive circulating capital and the same gquantity of labour-power with
the same intensity of exploitation”. (Jbid., 366.)

99



POLITICAL ECONOMY AND CAPITALISM

his analysis of it represents another notable contribution
to economic thought. Indeed, what Quesnay’s Tableau
Economique had been to the agricultural and handicraft
economy of the eighteenth century, Marx’s departmental
schema can be said to have been to the more complex
economic processes introduced by the Industrial Revolu-
tion. Both were an attempt at a descriptive map of
real processes as a basis for more developed analysis
and generalization; and Marx clearly derived consider-
able inspiration from the Tableau Economigue for the
treatment of his own schema. It is interesting in this
connection to note that already in a letter to Engels in
1863 he presented the essentials of these schema as his
own Tableau Economique, applying them first to what he
termed “‘simple reproduction”, or static conditions of
capital replacement without new capital accumulation,
in order to disclose what balance was necessary between
both departments and the various revenues in each,
if the exchanges between them were to be effected
without interruption.! In his years of failing health in
the late ’seventies Marx developed the theme; but on
his death left little more than notes and quotations: “a
preliminary presentation of the subject”, as Engels
called it, “fragmentary” and “incomplete in various
places”. It was this unfinished manuscript that was
posthumously pieced together by Engels to form the

1 Cf. Marx-Engels Correspondence, p. 153 et seq. The condition laid
down for equilibrium in the case of “simple reproduction’ was that
the constant capital used in a given period in Department 2 (producing
consumption goods) should equal in value the variable capital plus the
surplus-value during that same period in Department 1. This was a
simple corollary of the principle that the total product of Department 1,
expressed in value, must equal the constant capital used up or consumed
in both Departments. The equilibrium conditions for “expanded repro-
duction” were similar but more complex. (Cf. Capital, 11, p. 459 et seq.)
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third section of Capital, volume II, in 1885. The
manuscripts which were later published in volume III,
and which deal with the tendency of the rate of profit
to fall, were written earlier, in the middle ’sixties, but
were again no more than *a first draft” and ‘“very
incomplete”.

The main purpose of these schema was two-fold.
First, they showed clearly the difference between the
gross and the net product, between the total of com-
modity-transactions and the revenue or income of
individuals. Following, as they did, upon a discussion
of Adam Smith’s proposition that ‘“‘the exchangeable
value . . . of all the commodities which compose the
annual produce of the labour of every country must
resolve itself into . . . three -parts and be parcelled out
among different inhabitants of the country, either as
the wages of their labour, the profits of their stock or
the rent of their land”, Marx designed them, in part,
to show how it could both be true that the value of
each commodity was equal to the value of labour-power
required for its production plus surplus-value plus the
value of the constant capital used up, and that the net
value produced by the economic system was equal
simply to wages plus surplus-value! Secondly, they
postulated the relationships which would need to hold
between the capital-goods industries and consumption-

“goods industries, on the one hand, and, on the other

hand, the replacement-demand of industries for equip-
ment and raw materials and the division of income of
workers and capitalists between consumption and invest-

1 fbid., 426 et seg. Mr. Fan Hung in The Review of Economic Studies,
October 1939, has pointed out the paralle] between Marx's analysis and
Mr. Keynes' distinction between user-cost and factor-cost.
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ment.! This implicitly afforded an answer to the crude
under-consumption theory: it showed that capital
accumulation could proceed without causing any
problems within the sphere of exchange, provided that
these relationships were observed.

Marx was quick to add, however, that under individu-
alist production for the market these necessary relation-
ships could only be preserved by an “accident”; and
he made it clear that in a moving situation the process
of exchange would be subject continually to danger of
disruption owing to the absence of any sufficient mech-
anism in a capitalist economy whereby the requisite
proportions could be maintained. Any change of a
major order in the economic system, in particular a
change in technique or the rate of accumulation, would
tend as a normal, and not merely an accidental result,
to a rupture of equilibrium. That this is so follows
frorn the fact that production, which is interdependent
in its various branches, is controlled atomistically by a
number of unrelated and autonomous decisions, each
taken in blindness to the related decisions that are
sirnultaneously being made elsewhere.? These decisions
the market is impotent to co-ordinate before the event,
- and can only do so after the event—can only so do
precisely through the pressure of the price-changes
which the initial rupture of equilibrium creates. A
crisis appears as catharsis as well as retribution: as
the sole mechanism by which, in this economy, equi-

I Dr. Kaletki has pointed out that Marx was here saying virtually
the same thing as certain recent propositions about the identity of
“saving” and ‘‘investment” ex post. (Essays in the Theory of Econm.
Fluctuations, 45.)

2 This matter, and its relation to the generation of economic fluctua-
tions is more fully developed later. (Chapter VI and p. 274 seq.)
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librium can be enforced, once it has been extensively
broken.

It is evident that there are two forms which this
break in the proportions between these two broad
departments of industry may take in the course of a
period of rapid capital-accumulation; and there is reason
to think that Marx had both these forms in mind when
he referred to “disproportion” in the development of
the two branches. An increase in accumulation, if it is
a discontinuous increase, will involve a period of transition
during which demand for consumption goods (as a
proportion of current purchasing-power) declines and
labour and other resources are transferred to the manu-
facture of means of production. A fortiori, this will be
go if the accumulation is accompanied by any sharp
change in the organic composition of capital. As an
expression of this fact, profits will tend to fall in the
consumption-goods industries, and unemployment to
result. At first sight it might seem that this is no reason
to provoke a general crisis, and that the decreased profits
and employment of one department will be offset by
increased profits and employment in the other department
—in the manufacture of means of production. Why,
it may be asked, should a change of this kind have more

than transitory and partial effects, any more than changes

in consumers’ demand which continually occur and shift
the “weight” of different industries inside the group of
consumption trades: changes involving, say, a transfer
from cotton to artificial silk, from bricks to cement, from
gas to electricity? But a fall in activity which is general
to the consumption trades has special consequences, for
this reason: that the trades which manufacture instru-
ments of production are dependent on the trades which
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manufacture finished consumption goods and the demand
for the former is, in a special sense, “derived” from the
latter. 'This constitutes an important qualification of
the dictum that “‘demand for commodities is not demand
for labour”; and implies that, as Mr. Durbin has
recently emphasized,’ a change in the demand for con-
sumption goods compared to means of production has
more fundamental significance than any shift of demand
between consumption goods themselves. When a fall
in profit occurs in the consumption trades this is likely
to mean a fall in the demand for instruments of pro-
duction in a manner capable of resulting in a general
crisis. This is the aspect of truth on which the under-
consumption theory has seized. Here is an important
form of disproportionate development which arises from
the fact that in any concrete situation, at any given point
of time, capital is crystallized in more or less durable
forms, and adapted to particular uses and only to those
uses. J. B. Clark’s picture of building “mills to build
more mills for ever” can never be actualized, since in the
real world mills are always specialized to a particular
current stream of demand connected with consumption
in the near future, and not a stream of demand stretching
to an infinite future. Hence when consumption changes,
the effect is transmitted back along the stream of demand
to all the intermediate and constructional processes
connected with it and adapted to it.?

1 Op. ¢it., p. 83.

2 I¢ is true that what has been said here applies only to profit on
existing capital, It is not to say that new capital, invested in the new
and cheapcned means of production (promoted by the extension of the
industries producing means of production), might not earn the previous
rate of profit (unless there were forces at work tending to lower the
general rate of profit). But at the moment when the fall in demand for
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But while this form of disproportion may be the
originating factor in a general crisis, it need not neces-
sarily be so. A break of equilibrium may come from an
opposite quarter, and show itself first in a decline of
profit and of activity in the industries which manufacture
means of production. Indeed, there is a certain amount
of evidence that this is the most frequent form in which
a crisis occurs. Professor J. M. Clark, in reviewing the
available American data, points out that “observations
so far as they go tend to the conclusion that general
consumers’ demand does not lead, but follows, the move-
ments 1n production of consumers’ goods—that it moves
up or down mainly because changes in the rate of pro-
duction have increased or decreased the current purchas-
ing-power of the workers. . , . It is at the stage further
removed from the consumer that the initiatory movement
takes place—that is, at the stage of production rather than
retail selling.” * ‘“‘Pay-rolls” (i.e. wage-payments] seem
to increase more rapidly in the later stages of a boom than
in the earlier, while industrial production, and in parti-
cular the output of constructional goods, shows a slacken-
ing rate of increase as expansion proceeds.?

But to return to Marx’s schema of “‘expanded repro-
duction”: it is instructive to notice the, assumptions that
were implicit in his handling of them; since an examina-
tion of these assumptions leads at once to two other,
and in some ways more fundamental, elements in Marx’s
theory of economic crises. Firstly, he seems to have

consumption goods takes place, these new methods of production are
not yet available; and the depression in the consumption-goods industry
will intervene to check demand and expansion in the capital-goods
industry, and so to inhibit investment in these new methods of production,
1 Strategic Factors in Business Cycles, pp. 48 and 53.
t Ibid., pp. 50-3.
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been assuming that the new investment was resulting
in no change in the organic composition of capital—that
investment was being devoted exclusively to what Mr.
Hawtrey has recently termed a “widening”, as distinct
from a “deepening” of the capital structure.! It was
the case where this condition did not hold that occupied
him in the opening part of volume III. Secondly, he
begins by assuming that “expanded reproduction” (or
net investment) is proceeding at a comstant rate. As
soon as this assumption is dropped, and an example is
chosen either of reproduction at an increasing rate, or
of saving occurring on a general scale without any
concurrent act of investment,? there arises the so-called
problem of “realization” of surplus-value, which was
Rosa Luxemburg’s main theme. Marx put the matter
in this form. If capitalists decide to accumulate (or to
save) part of their surplus-value that they previously
spent on the purchase of consumption goods, then the
sellers of consumption goods will be left with unsold
stocks on their hands. Whence, therefore, do these
sellers of consumption goods acquire the money to
invest? If by sale of these goods money cannot “be
withdrawn from circulation to form a hoard, or virtual
new money-capital”’, the demand for new capital-goods
cannot occur, and the accumulation-process will be

1 T am indebted to Dr. M. Kale&ki for drawing my attention to this.
This assumption is not mnecessarily implied by Marx’s tables, since
the ratio of constant to variable capital in these examples refers to
constant capital used up, and not to the total stock of it. But when he
gives numericel examples of how the newly invested capital is dis-
tributed between capital of these two types, it is clear that he is making
this assumption.

% What he termed *‘one-sided sale without a compensating purchasc”
implying “‘withdrawal of money from circulation and a corresponding
formation of a hoard”. (Capital, 11, 581 ; also 589.)
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interrupted. “The impulse to save will have proved
abortive”’, in the language of some motdern economists.
This is ‘““a new problem, whose very existence must
appear strange to the current idea that commodities of
one kind are [always?] exchanged for commodities of
another kind”.! Marx reserved the answer to this riddle
until the concluding paragraph of volume II: it was
that the consumption-goods industries could find a market
for their goods with the producers of gold in a one-sided
transaction of goods against money. ‘‘Expanded repro-
duction” at an increasing rate could occur smoothly to
the extent, but only to the extent, that new money was
introduced into the economic system. While this answer
bore a superficial resemblance to that of Rosa Luxemburg
—that accumulation required some outside market to
enable the surplus-value that capitalists wished to
accumulate to be “‘realized’ by an act of sale—it differed
from her view in two crucial respects. The difficulty
only applied, as we have said, to the case where the
rate of saving increased; and Marx spoke of a sale of
goods against gold as a solution of the problem, whereas
she had spoken of an export of goods against goods, which
would not necessarily have provided a solution to the
problem of an unsaleable surplus of consumption goods.?

It was, however, a very abstract assumption that

LIbid., 503. Cf. also Sartre, Esquisse d'une Tlieorie Marxiste des
Crises.

2 It is to be noted that an export of capital (with a consequent export
surplus of goods) would afford a solution of the same kind to that to
which Marx was referring—a one-way act of exchange, in this case
Against securities instead of gold. Marx did not explicitly state the
conditions for expanded reproduction at a constant rate to occur smoothly.
Burt it seems clear from his tables that these were that the spent part
of V + S in Department 1 should equal C } the saved part of S in
Department z.
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accumulation could proceed for long without any change
in the “organic composition of capital”. For one thing,
it implied an inexhaustible reserve army of labour, if
variable capital was to grow at the same rate as total
investment was proceeding; and in normal circumstances
before this “widening” of capital had proceeded very
far, the depletion of the labour-reserve would create a
tendency for a sharp upward movement of wages, which
would itself tend to precipitate a fall in the rate of profit.t
Hence the normal accompaniment of capital accumula-
tion was a rise in the organic composition of capital;
and this change, unless it were offset by an increase in
the “annual rate of surplus value”, would precipitate a
fall in the rate of profit. It seems clear that Marx
regarded this falling profit-rate tendency as an important
underlying cause of periodic crises, as well as a factor
shaping the long-term trend: as a fundamental reason
why a process of accumulation and expansion would be
self-defeating in its effects, and hence would inevitably
suffer a relapse.

But what of the counter-tendencies to which Marx
himself alluded? It has been said that Marx’s analysis
provided no logical basis for postulating which of the
two tendencies would prevail: that he did no more than

1 Some modern writers hold the view that a rise of money wages
as the labour reserve is depleted will cause a breakdown of the situdtion,
not in this way, but by plunging the system into a state of violent in-
stability and precipitating a “hyper-inflation”, (Cf. Joan Robinson,
Essays in the Theory of Employment.) But it seems clear that Marx
held te the Ricardian view that a rise in money-wages would generally
lead to a rise of real wages and a fall in profit; and in one passage he
criticizes those who say that a rise in money-wages produces an equivalent
rise in prices, and proceeds to argue that the higher demand for wage-
goods will cause a transfer of resources from luxury-production, and
hence an increased supply of the former and decline of the latter.,
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list the “counter-tendencies’” and set them beside his
previous analysis as reasons why in fact “this fall (in
the profit-rate) is not greater and more rapid”.! There
seems little doubt that Marx fully expected that the rate
of profit would in fact continue to fall as capital accumula-
tion and technical change proceeded. But that he pro-
vided no a priori proof that one set of influences would
necessarily surmount the other was an omission which,
I believe, was made, not because . volume III of
Capital is unfinished, but advisedly: made advisedly
because it would have been alien to his whole historical
method to suggest that any answer could be abstractly
given or that any conclusion of universal application could
be deduced mechanically from data concerning technical
change treated in vacwo. Marx undoubtedly conceived
the situation as one in which the actual value-changes
that emerged were resultant of an interaction of technical
changes and the particular configuration of class relations
which prevailed at the given time and stage. The whole
emphasis of his approach was on the dominating influence
of the latter in shaping the “law of motion of economic
society”. (Among the factors relevant to this deter-
mining class-relation were the conditions of supply of
labour-power, whether workers were organized in trade
unions, and so forth.) This law of motion could not be
given a purely technological interpretation: could not
be made a simple corollary of a generalization concerning

Y Capital, 111, 272, In addition to an increase of relative surplus-
value, referred to above, Marx included among his ' counter-tendencies”
what he termed a “cheapening of the elements of constant capital”,
due to enhanced labour-productivity; also the creation of “relative
over-population”, which might have a depressing effect on the wage-
level; and finally foreign trade (which will be considered in a later
chapter),
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the nature of changes in productive technique. The
actual outcome of this interaction of conflicting elements
might be different in one concrete situation from what
it was in another and different situation. There is often
a tendency (from which I do not feel Mr. John Strachey’s
recent work ! on the subject is free) to give Marx’s view
of this matter a too mechanistic twist, depicting it as
though it relied on the forecast of- profit falling in a
continuous downward curve until it reached a point at
which the system would come to an abrupt stop, like an
engine with insufficient pressure of steam behind the
piston. The true interpretation would seem to be that
Marx saw tendency and counter-tendency as elements
of conflict out of which the general movement of the
system emerged: this conflict of forces achieving a
balance, and hence an even movement, only “by ac-
cident”, and hence promoting those sharp breaks of
equilibrium, and their accompanying fluctuations, which
in the concrete circumstances of capitalist economy
showed themselves as crises. The ground-pattern, the
limiting factors on the course of events, might be the
technical conditions, as bones are to a body; but they
were not the whole shape.

Can one, then, say anything more precise as to the
conditions under which the tendency is likely to prevail
over the counter-tendencies?

Let us assume a condition of affairs where large
“relative over-population” exists, 7.e. a plentiful surplus
of labour in excess of the existing numbers em-

1 The Nature of Capitalist Crises. On the other hand, certain writers
have depicted Marx’s theory as though it were solely a theory of dis-
proportion, ignorirg the falling profit tendency. Cf. esp. J. Borchardt’s
note on crises in The People’s Marx.
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ployed.? This might be due to the fact that the natural
rate of increase of the population was greater than the rate
of capital accumulation, or that labour was being displaced
by machinery faster than investment in new industries
was absorbing it, or because certain areas of the economy
were still at the stage of what Marx called “primitive
accumulation”, under which peasantry or small pro-
ducers were being dispossessed and proletarianized.
This situation would be that pictured by Ricardo as the
golden road of capitalism: each new wave of capital
accumulation could be invested in a repetition and
enlargement of previous productive processes, drawing
on additional strata of labour-power at no higher price
than previously and exploiting these new strata at the
same rate of surplus-value as before. In other words,
the field of exploitation could extend pari passu with
capital accumulation.? Consequently no fall in the rate
of profit need occur; and for the same reason there
would be no motive, ceteris paribus, for any alteration
in the organic composition of capital.* Each cycle of
production would be larger than the previous; but the
proportion in which capital was divided between constant
and variable capital would remain the same; while there

1 This is what economists to-day would speak of as a condition of
infinitely elastic labour-supply to industry in general. We are also
assuming that raw materials and food are in perfectly elastic supply.

# Cf. Marx: *“The creation of surplus-value, assuming . . . sufficient
accumulation of capital, finds no other limit but the labouring population,
when the rate of surplus-value, that is the intensity of exploitation, is
given.” (Ihid, p. 285)

¥ The reason of this is that presumably capitalist entrepreneurs had
previously distributed their capital betwcen purchasing labour-power
and purchasing machines, raw materials, etc., in what they judged to
be the most profitable proportions, Unless the price of any of these

‘things had changed, there would be no motive for capital to be distributed

in any different proportions.
III
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would be no problem of “disposal” of products so long
as the proportion in which industry was divided between
making means of production and means of consumption
continued to correspond to the proportion in which the
money-income of society was devoted to investment
(including repair and replacement) and to expenditure
on consumption goods.

If there impinged upon this situation the invention
of some new technical process, which made machines
more eflicient or created a new use for machinery,
there would now be a motive to change the organic
composition of capital in the direction of investing
proportionately more as constant capital and less as
variable—to substitute machines for men, or “stored-
up labour” for “living labour”. But in this situation
the change would not necessarily result in a fall in
the rate of profit. If we assume that the new process
is capable of application to all industries, including
agriculture and the industries which manufacture means
of production, then the rate of profit may very well rise
and not fall. For, provided there is no influence tending
to raise real wages (a condition which is given ex hypothesi
by the surplus condition of the labour market), the value
of labour-power will fall along with the fall in the value
of subsistence, thereby” increasing “the intensity of
exploitation or the rate of surplus-value”; ' while the

1 The argument of Tugan-Baranovski (Theorie und Geschichte der
Handelkrisen in England, pp. 212-15), which is quoted by Prof. K. Shibata
in Kyofo University Econ. Review, July 1934, to show that a raised
organic composition must result in a rise in the rate of profit, rests on
a special assumption: namely, that the rate of surplus-value (in the
example cited) is doubled as a result of the change. This resule is
achieved by making the total real wage-bill half what it previously was
(with the same total output): a special assumption in which the con-
clusion is, of course, implied. The assumption is parallel to that made
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increase of productivity will lower the value of machines
and raw materials in greater or less degree. In other
words, the counteracting tendencies towards an increase
of “relative surplus-value” and to a “cheapening of the
elements of constant capital” may overbear the tendency
to a decline in the rate of profit latent in the initial change
in the ratio of constant to variable capital. Moreover,
the tendency of labour-saving innovations to increase
the state of “relative over-population” may exert a still
further effect in depressing wages below the level at
which they previously were.!

Let us now assume, instead, a different state of the
labour market: namely, one in which “relative over-
population” is small and in process of being exhausted
by the expansion of industry, and the process of prole-
tarianization of intermediate social strata is slow or is
arrested, or else one in which the workers are sufficiently
strongly organized to resist any pressure to reduce money
wages and even to increase them whenever the com-
petition of employers for labour-power permits, In
this situation, as capital accumulation expands and
the surplus of labour-power available in the market
in the first of our two cases above; but it is inconsistent with the sécond
of these two cases below, where the price of labour-power remains
constant, the price of finished products falls pari passu with the increased
productivity, and the rate of surplus-value remains unchanged. In an
unpublished mathematical note on this question, which I have been
Privileged to see, Mr. H. D. Dickinson furnishes a proof to show that
€ven in the former case the profit-rate may fall. The matter turns on
the relation between the enhanced labour-productivity and the degree
of change in the organic composition.

1 If this additional effect is at all considerable it may, partly or com-
P‘Hﬂnly, reverse the initial tendency to raise the ratio of constant: variable
apital, 1In other words, it will shift onesof the conditions of equilibrium
(the price of labour-power), and make profitable a reversion, as Marx

Pointed out, to more primitive technical methods despite the new
Invention,
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approaches exhaustion (this need be only approached,
not reached), the competition of capital to obtain abour-
power will create a tendency for the price of labour-
power to rise: not necessarily to rise universally, but at
least for certain types of labour and in certain industries.
This is a familiar state of affairs which prevails near the
“peak” of an industrial boom. In other words, in this
case capital accumulation is tending to outrun any
possible extension of the field of exploitation; and short
of some means of infensifying the exploitation of the
existing field, the rate of profit per unit of capital must
fall. The new capital, meeting limited reserves of cheap
labour-power, tends to go increasingly into the form of
constant capital-—into new technical processes which
result in a raising of the organic composition of capital.
In this case the change in the ratio of constant to variable
capital #s associated with a fall in the rate of profit, since
this very change is prompted by a state of relative scarcity
in the Jabour market which precludes any immediate or
at least equivalent “‘compensation” for this fall, in the
shape of an increase of “relative surplus-value”.t

1 The distinction which is being made here corresponds to Mr. J. R.
Hicks’ distinction between “autonomous” and “induced” inventions
(Theory of Wages, p. 125); the former constituting a new piece of
knowledge, the latter a technical method, previously known, but not
previously profitable to utilize owing to the relative cheapness with
which labour could be obtained. It is to be noted that the other
type of ‘‘compensation”, the cheapening of constant capital, cannot be
sufficient to counteract the tendency to decline in profit in this case,
because if this cheapening were equivalent to the change in the ratio
of machinery, etc., to labour, then the ratio of constant: variable capital
would not change in value terms, the invention would not strictly be
of a “labour-saving” type, and if known would have been profitable to
introduce previously. Mr.-Durbin’s argument (op. ¢it.) that the previous
rate of profit will be maintained because increased productivity will be
proportional to the increased investment seems to depend on making
a special assumption in which this result is implied: namely, a “rate
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The importance that Marx assigned to this falling
profit-rate tendency can be judged by the emphasis that
he placed in his answers to Say and Ricardo on their
neglect of the fact that capitalism was a system, not of
“social production” (motivated by social ends), but of
production for profit. Hence it was not the abstract
limits to exchange, but the limits to investment and
production at a certain rate of profit that was the relevant
consideration. He accused the classical Law of Markets
of concentrating so exclusively on the interdependence
of production and consumption, of supply and demand,
as to treat them virtually as identities; and hence to
omit the very factors that were capable of producing
disequilibrium between these elements. In depicting
exchange simply as a process of C—M—C (Commodities
—Money—Commodities), they neglected the fact that
capitalist production was characterized by the relation
of M—C—M’" (Money-Capital: The Commodity,
Labour-Power: Money-Capital plus' Profit), and that if
the conditions for realizing the expected profit from this
closed transaction were interrupted, the transaction
would be suspended, with a resulting rupture of a wide
circle of other and dependent exchange-transactions.
“Ricardo”, Marx wrote, “conceives capitalist production

of new invention’ proportional to the “rate’ of saving”. Hence, the
pmpc_nrtional fall of costs he arrives at is a joint result of saving plus
hew inventions. What he says in the ensuing chapter of the results
of an increasing rate of saving would surely apply equally to a constant
Fate of saving and static conditions of technique? Neither Mr. Dutrbin’s
iﬂulinptions, nor those of the former of my two cases above, are of course
consistent with what is generally termed “full equilibrium”, Moreover,
if supply-conditions in the labour market were such as to keep real
Wages constant (elastic supply) and alse conditions were such as to
01’!-!1'!_1& subsistence to be cheapened proportionately with other com-
modities, there would be no incentive to “induced inventions® at all,
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as an absolute form of production, of which the particular
conditions should never contradict or hinder the end of
production in general: abundance. . . . When we speak
of value and riches, we must conceive of society as a
whole. But when we speak of capital and labour, it is
clear that the gross revenue has significance only in
order to create a net revenue.” ‘“To deny crises they
(the Ricardian economists) speak of unity where there
is contrast and opposition. . . . All the objections
made by Ricardo, etc., to over-production have the same
basis: they regard bourgeois production as a2 mode of
production wherein there is no distinction between
purchase or sale (direct exchange), or they see social
production, in which society divides its means of pro-
duction and its productive resources according to a plan,
in the proportions in which they are necessary to the
satisfaction of different needs.” But precisely because
capitalist production is production for profit, “over-
production of capital” becomes possible in the sense of
a volume of capital accumulation which is inconsistent
with the maintenance of the former level of profit.:
“There is periodically a production of too many means
of production and necessities of life to permit of their
serving as means for the exploitation of the labourers
at a certain rate of profit. . . . It is not a fact that too
much wealth is produced. But it is true that there is
periodical over-production of wealth in its capitalistic
and self-contradictory form. . . . The capitalist mode
of production, for this reason, meets with barriers at a
certain scale of production which would be inadequate
under different conditions. It comes to a standstill at

1 Mehrwert, Vol. 111, p. 54; Vol. II, pp. 300 and 311; also p. 269

et seq.
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a point determined by the production and realization of
profit, not by the satisfaction of social needs.” *

The tendency for the rate of profit to fall as the stock
of capital equipment increases plays a prominent part in
certain recent theories of the trade cycle (e.g. Mr. Keynes
and Dr. Kalecki); and its connection with the causation
of a crisis hardly needs elaboration here. But it has
sometimes been supposed that Marx’s theory was seri-
ously incomplete because, in the absence of any proof
that the rate of interest would at the same time rise (or
at least be rigid) instead of falling, it did not explain
why a fall in the profit-rate should cause investment to
decline. Some have even suggested that crises are rather
to be attributed to the failure of the rate of interest to
fall than to the fact that profit falls; the practical im-
plication of this emphasis presumably being that the
trouble is not attributable to capitalism per se, but can
be .remedied by an appropriate monetary policy which,
as investment proceeds, permits the rate of interest to
fall pari passu. True, Marx nowhere explicitly refers
to the relation between profit, the interest-rate and the
volume of current investment-decisions. But he clearly
distinguishes the separate influence of the two—a dis-
tinction which, as Prof. Hayek has remarked,® later

_1 Capital, Vol. III, p. 303 (italics inserted). Marx admitted that it
might be proper to call such over-production relative rather than
le};lutc~—relative to certain class conditions and to 2 certain level of
profit. d

Profit, Interest and Investment, 5. Marx regarded the rate of interest
88 partly governed (in the long run) by the rate of profit, but also as
Boverned at any one moment by the supply and demand for money-

' capital, or loanable funds. (Cf. Fan Hung, loc. cit.; and S, Alexander,

ihid,, Fe.b. 1939.) Marx denied that there was such a thing as a ““natural
rate of interest”, i.e., that it was determined by "‘real”, or production,
factors,
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economists mistakenly abandoned——and in a subsequent
chapter on the rate of interest he gives reasons f(?r
thinking that at the crucial period when. a crisis 18
germinating the rate of interest tends to rise. On the
question of whether Marx's emphasis was a correct one,
let it suffice to say here that there is some reason to
think that changes in the rate of interest play a n?uch
smaller rdle in curtailing a2 boom than many writers
have previously thought,! and that there i§ strong ground
for doubting the ability of monetary pohf:y to influence
the long-term rate of interest in any sufﬁcwgt d.egree.2
If the theory of Marx was different in important
respects from that of most versions of t'hc ufxdercon-
sumption theory, what is the precise relatlfmshlp' of th'e
former to the latter? Is there a sense in wh1ch-h1s
theory is to be interpreted as one of underconsumption,
as is so frequently done? There is, I think, no easy
answer to this question, since an answer would require
a more rigorous analysis and classification of the numerous
variations on the under-consumption theme than has
hitherto been undertaken. Certainly his theory is not
one of under-consumption either in the sense that invest-
ment necessarily causes over-production unless some
new source of consumption demand appears, or in the
sense that higher wages would suffice to prevent (.:rises
and cure depression, or in the sense that a deficiency
of consumption is always the precipitating cause of a
crisis, so that the crisis starts in the consumption-goods
industries. At the saine time it is clear that he was far
from attributing to the level of consumption a negligible
influence as a limiting factor on the realization of profit.

1 Cf. Kalegki, op. cit.
2 Cf, Harrod, Trade Cyele, r68-7ogetc.
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We have seen that there was one case where Marx
treated the crisis as originating, not “within the sphere
of production”, but in an clement of disequilibrium
within the sphere of circulation, or exchange. This
was the case of an increase in the rate of saving which
caused a glut in the consumption-goods industries. But
there are passages which sound as though he regarded
consumption-demand as a limiting factor in a more
fundamental sense than this. The two passages which
are most frequently cited by those who interpret his
theory as one of under-consumption are the following.
“The last cause of all real crises always remains the
poverty and restricted consumption of the masses, as
compared with the impulse of capitalist production to
develop the productive forces as if only the absolute
power of consumption of society were their limit.” !
This occurs in the course of a criticism by Marx of the
view that crises are caused by a scarcity of capital. Its
immediate context is inclined to be obscure and does
not aid in determining its meaning. If it stood alone,

- it would doubtless be open to a simple under-consumption

interpretation, similar to Malthus or Rodbertus. But, in
view of all that Marx has said elsewhere, particularly
in view of his explicit repudiation of the Rodbertus view

that “crises are caused by the scarcity of paying con-

sumption” and that “the evil could be remedied by

raising wages”? we clearly cannot give it this inter-

pretation. The second passage is this: ‘“The conditions

of direct exploitation and those of the realization of

surplus-value are not identical. They are separated
1 Op. cit., 111, p. 568.

2 Quoted above, p. gof. Moreover, this latter passage in Vol. I

Wwas written at a Jater date than the former passage from Vol. I, (See
above, p. 101.)
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logically as well as by time and space. The first is only
limited by the productive power of society, the last by
the proportional relations of the various lines of pro-
duction and by the consuming power of society. The
latter is not determined either by the absolute productive
power nor by absolute consuming power, but by 'con-
suming power that is based on antagonistic conditions
of distribution, which reduce the consumption of the
great mass of the population to 2a variable minimum
within more or less narrow limits”.t What it seems
reasonable to suppose that Marx had in mind in these
passages is the following proposition, which would, I
think, to-day secure fairly wide acceptance. The amount
of profit which can be realized on existing capital is
always dependent, not only on how perfectly this capital
is distributed between capital-goods industries and
consumption-goods industries in relation to prevailing
investment and consumption, but also on the total
volume of consumption plus investment at the time.
To increase consumption would be the most enduring
way of increasing profit, because, in addition to its
momentary effect, it would increase the demand for
future capital-goods (affording room for a “widening”
of capital) and hence exerting a delaying influence on
the tendency of new investment (by exhausting invest-
ment-opportunities) to cause the rate of profits to fall.?
Any increase of mass consumption, however, via A rise

1 Marx, op. cit., Vol. III, 287.

2 Since the level of consumption limits the size of the consumption
trades, and hence the amount of equipment of existing type in these
trades, a given volume of investment will necessarily result sooner in
a deepening of the capital structure, or raising of the organic com-
position, the smaller is consumption. In the language of a later chapter,
“capital saturation’ is sooner reached by a given rate of investment,

the smaller is the level of consumption.
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?f wages would merely take away on the swings what
it contributed on the roundabouts: it would raise costs
as much as it increased demand. Hence there was
little prospect under capitalism of consumption increasing
proportionately with productivity. On the other hand
mcFea.scd investment, while it might temporarily havé
a similar effect in increasing demand, precipitated the
problem. of changing composition of capital, and hence
of a fallmg profit-rate in the near future. I,n this sense
consumption was an incident—an important incident—
in the total setting: and the conflict between productivity
and consumption was one facet of crises and one element
of the contradiction which found expression in a periodic
breakdown of the system. At the same time, it remained
only a facet; and it seems clear that Marx considered
the con.tradiction within the sphere of production—the
contradiction between growing productive power, con-
sequent on accumulation, and falling proﬁtabil’ity of
::gn:fll, bet;veen the productive forces and the productive
1ons itali ' '

i of capitalist society—as the essence of the
1 Bu.t 1f. co,r,lsumptxon may be a limiting factor on the
realization” of surplus-value, it is evident that the
labour-supply is a crucial limiting factor in the creation
of surplus-value in the first instance, and that as such
Marx' treated it as fundamental. Marx treated a crisis
not sx'rr'xply as a transitional dislocation, but as playing,
& positive role in shaping the long-term trend of the

! E. Varga, for in in hi
: 1 stance, in his Great Crisis and its Politi

i \ itical Con-
mir,_ mterpret?' Manfl as deﬁx.ung crises as the conflict between
o Eltlvel pzwer and ‘“consuming power”, and so interprets it in
di a& rcrrIIt‘ y uxembl.lrg-.sense as a problem of markels and commodity-
. il]l:;)mp;leltz l:.:::dmti‘? is Ato ex[ln'ess the matter in “greatly simplified
- manner”. A similar tendency is apparent in L ey’
ecay of American Capitalism, csp. pp. 66 an}(; 7l.pp e
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system—as reacting on the new equilibrium into which,
after a crisis, the system tended to settle; and he did so
largely because of the influence exerted by a crisis on
what he termed “relative surplus-population” or the
“industrial reserve army”. ‘“‘Crises are always momentary
and forcible solutions of existing contradictions, violent
eruptions which restore the disturbed equilibrium for a
while”.! A principal effect of a crisis will be to recreate
or to swell this “industrial reserve army”’, This, in turn,
will have the effect of cheapening the price of labour-
power: how strongly and how rapidly the effect will
operate depending on the various factors which deter-
mined the strength of the workers’ resistance to falling
wages. The immediate effect of such wage-reductions,
it is true, may be to deepen the crisis by reason of the
deflationary effects of reduced wages on the demand for
and the price of consumption goods. But in so far as
it represents a lowering of the real price of labour-power,
it will create the condition for an increased rate of
surplus-value and so will serve to prepare the ground
for a resumption of the investment-process. This
cheapening of labour-power will also react in some
measure on the previous tendency to raise the organic
composition of capital: it will serve to retard the process
of technical change by making more primitive technical
methods profitable once again.

This periodic recruitment of the “industrial reserve
army”, therefore, appears as the lever by which the
system resists any serious encroachment on capital-
values, and compensates itself for the tendency of capital
accumulation to cause the rate of profit to decline. It
is what Marx termed “capitalism’s own law of popula-

1 Capital, Vol. 111, p. 292,
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tion’’; which explained unemployment and poverty as
f:xisting, not because human productive powers were
insufficient to wrest a livelihood from nature, but by
reason of the limits set to employment and to wages by
the conditions for the extraction of surplus-value; not
because population was redundant in any absolute sense,
but because capital was redundant relatively to the
possibilities of reaping an expected rate of profit. Crises,
as the uniform reaction of capital to disappointed profit-
exp_ectations, accordingly seem to operate as if the
capitalist class were to act in unison as a single monopolist
w's-ci?m's labour. We have this picture: that so soon as a
condltion. approaching full employment is reached, so
soon as investment extends the utilization of existing
technical methods beyond a certain margin, so soon as
thereby the mass of producers are on the threshold of
receiving any considerable improvement in their share
of the benefits of progress, the fruit is snatched from their
grasp, and the inexorable law of the labour market
batters them into humility once more.

.A distinction has been made above between an exten-
stve and an intensive development nf the field of investment.
This distinction is, I believe, of crucial importance, not
only for the light it throws on the history of crises them-
selves, the circumstances out of which they develop and
the new developments which they create, but also in
relation to Marx’s theory of wages and hence to the

I_' changing form which the proletarian struggle assumes

at different stages of development. In the golden age

of competitive capitalism, the periodic recruitment of

the industrial reserve army was a sufficient method by

which the field of exploitation for a growing capital

accumulation could be maintained intensively. It can
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be regarded, perhaps, as the classic method of capitalism
for preserving the rate of profit. Bult by the fou.rth
quarter of the ninetcenth century, with the growing
strength of labour organization, and consequent I'lglf'.’ll-
ties” in the labour market, this classic method was logmg
some of its effect; and the advantages of fa.tlling prices
of imported foodstuffs in the 'seventies and ’eighties seem
to have accrued as much in rising real wages to the
workers as in a falling money-price of labour-power to
the capitalists. It is all too commonly assuméd that
Marx rested his theory of wages on the Malthusian law
of population, as Ricardo had done.! But this Marx
explicitly denied. Moreover, it is clear. thz_lt Marx treated
the assumption that wages stood at subsistence level as
no more than a “first approximation” and by no means as
o universal “iron law”” which held true of every situation
in the labour market. Indeed, in his debate on trade
unions with a Mr. Weston at a session of the First Inter-
national, he explicitly repudiated such an interpretation.®
1f, then, his theory, unlike Ricardo’s, res-ted on no such
law of population, it might seem that it furnished no
reason why the price of labour-power should not rise
till it equalled the value of the produ.ct. What was to
prevent capital accumulation, with the increasing demand
for labour which it engendered, from raising the-wa_gc-
level until surplus-value disappeared, so that cap1tah§m
of its own momentum should extinguish the class in-
equality on which it was reared? This question, as we
have seen—the reason for the persistence of a surplus-
value—has been a central one throughout the history

! Bertrand Russell, for instance, makes this statement in Freedom

and Organization, pp. 231-2. )
2 Published as the pamphlet Value Price and Profit.
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of Political Economy, and one for which so many
shallow apologetic answers have been devised. The
crucial factor which operated here—according to Marx’s
theory the defensive mechanism by which the system
inhibited its own self-extinction—consisted in the double
reaction whereby the industrial reserve army was periodic-
ally recruited: the tendency of capitalist economy to
have a bias towards “labour-saving’’ changes* and the
tendency for accumulation to be retarded and for invest-
ment to recoil when signs of any appreciable fall in the
rate of profit appeared. On the one hand, this intensive
recruitment of a labour-reserve—a factor operating, as
it were, from the side of demand in the labour market—
and, on the other hand, the extensive recruitment of new
labour-supplies by increase of population, by proletarian-
ization of intermediate social strata, or by the extension
of investment to virgin colonial areas, were the factors
which operated continually to depress the price of
labour-power to a level which permitted surplus-value
to be earned. The operation of one or both of these
factors was the conditio sine qua non for the continuance
of capitalist production. From the standpoint of capital,
accordingly, progress is arrested, and crises occur, be-
cause wages are “too high”; and this is how the
matter is traditionally expressed in economic literature.
But such a statement is, of course, strictly relative
to the assumption that a certain minimum return on
capital is ‘“‘necessary”, and only retains any meaning in
this context. Rather is it true to say that crises occur
because profit and interest are too high; since such
a statement draws attention to the fundamental fact
that, by comparison with a system of “social pro-

1 Cf. J. R. Hicks, Theory of Wages, pp. 123-35.
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duction”, “the real barrier of capitalist production is
capital itself”’.!

In the early stages of capitalist development the
“industrial reserve army’ was more easy 1o recruit,
without any great pressure on the labour market from
the side of demand. The field of exploitation was con-
tinually being extended by the process of “primitive
accumulation”—by the dispossession of small pro-
ducers, of peasantry and artisans. Hence the crises
of this early period, while they might be sharp and
violent, were apt to be short-lived and easy of cure.
But as capitalism developed to a higher stage, the easy
situation of its infancy disappeared. 'The supply of
labourers was no longer swollen by the expropriation of
a petite-bourgeoisie, at least not on the same scale as before.
With a growth of labour organization and a heightening
of class tension, intensive cultivation of the field of
exploitation met increasing obstacles. And it is the
difference between the ease and difficulty of these basic
forms of compensation for a falling rate of profit which
seems to constitute the primary difference between the
crises of the earlier and the later stages of capitalist
economy. New methods of extending the field of ex-
ploitation—extending it to new and untapped strata
beyond its former frontiers—had to be pioneered. When
these fields too approached exhaustion, yet newer methods,
coercive methods, of intensifying the development of the
home field required to be invented, such as those which
contemporary history is revealing with such ruthless
logic. To-day capital sows dragons’ teeth, alike in the
home and in the colonial field; and the peoples reap
the harvest.

1 Capital, 111, p. 293.
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THE TREND OF MODERN ECONOMICS

Once the formal question of internal consistency is
settled, the acceptance or rejection of a theory depends
on one’s view of the appropriateness of the particular
abstraction on which the theory is based. This is
necessarily a practical question, depending on the nature
of the terrain and the character of the problem and
the activity to which the theory is intended to relate.
Qne frequently hears the claim made for a theory that
it has a greater generality than some rival formula; and
on the face of it this plea seems cogent enough. But
one would do well to be somewhat sceptical of such
a claim, at least until one was sure that the greater
generality had not been purchased too dearly at the
expense of realism. In making abstraction of particular
elements in a situation, there are, broadly speaking, two
roads along which one can proceed. In the first place,

‘one may build one’s abstraction on the exclusion of

c'crtain features which are present in any actual situa-
tion, either because they are the more variable or
because they are quantitatively of lesser importance in
determining the course of events. To omit them from
consideration makes the resulting calculation no more
than an imperfect approximation to reality, but never-
theless makes it a very much more reliable guide
than if the major factors had been omitted and
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only the minor influences taken .into account. .blo
it is that one creates the abstraction of a projectile
which moves in a vacuum—as it is never found to do
in reality—in order to estimate w}}at are the dominant
factors which will govern the trajectory of an object
propelled through a resistant medium. T.he co;‘]rect-
ness or otherwise of the particular assumptions chosen
can only be determined by experience: by kfnov;-
ledge of how actual situations behave, and of t (;
actual difference made by the presence or a.ibsence (')d
various factors. The method as 2 who_le yields vali

results (provided the assumptions are rlghtly chgsen)d:
so long as the presence of the minor factors intro uce1

in the subsequent approximations has- the effect rgel_'e);
of adding certain additional Parameters to the or;gmt‘;t
equations, and not of altering the structure of the
equations themselves.! : \

Secondly, one may base one's abstra.ctlon,.not on any
evidence of fact as to what features in a situation are
essential and what are inessential, but sm}ply on the
formal procedure of combining the properties COIP’;OI‘
to a heterogeneous assortment of situations and building
abstraction out of analogy. This is akin to what an
early scientific writer described as a “genera.ll deﬁ.muor;
of the things themselves according to their universa
natures . . . (relying) on general terms which ‘Sha\.re)
not much foundation in knowledge”, and used to ‘‘build
most subtile webs” from ‘‘themes not all collected ,t’)\;
a sufficient information from the things themselves”.

1 This, T believe, is the case which J. S. Mill called one where the

principle of the composition of causes applies, Cf. for further reference

is, below, p. 190. ' 3 }
& zthg;;ra:, (:J_uotid gy Prof. L. Hogben in Science and Society (New York),

Vol. I, No, 2.
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Within limits, of course, such a method is not only
perfectly valid, but is an essential element in any
generalization: a generalization is no generalization but
an imaginary hypothesis unless what it generalizes is
something common to the phenomena to which it refers.
The danger of the method is of its being pushed too
far, beyond the point where the factors which it embraces
cease to be the major factors determining the nature of
the problem which is in hand. What the abstraction
gains in breadth it then more than loses, as it were, in
depth—in relevance to the particular situations which
are the focus of interest. And the danger is the greater
in that this point may be passed without any awareness
that this is so. Frequently this method of progressive
refinement of analogy has led to little but confusing
sophisms. In a sphere where generalization can take a
quantitative form the method can have a greater show
of reason and is doubtless less subject to abuse. And it
may be the case that, even in its more abstract forms, -
the method can yield some element of truth; since so
long as the abstractions it employs retain any elements
which are common to actual situations, the relations
which are postulated must represent some aspect of the
truth in each particular problem. One may instance,
perhaps, the theory of probability applied to features
which are common to all games of chance;. or, as prob-
ably a more barren example, attempts which have been
made to develop general rules of language which shall
be valid for all particular languages. As a yet more
barren example one might add the attempt of the
economist Barone to frame a set of equations which
would demonstrate that the same law must prevail in
a collectivist economy as rules in a laissez-faire world.
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But in all such abstract systems there exists the serious
danger of hypostatizing one’s concepts; of regarding
the postulated relations as the determining ones in any
actual situation, instead of contingent and determined
by other features; and hence of presuming too readily
that they will apply to novel or imperfectly known
situations, with an abstract dogmatism as the result.
There is the danger of introducing, unnoticed, purely
imaginary ot even contradictory assumptions, and in
general of ignoring how limited a2 meaning the corollaries
deducible from these abstract propositions must have
and the qualifications which the presence of other con-
crete factors (which may be the major influences in
this or that particular situation) may introduce. All
too frequently the propositions which are products of
this mode of abstraction have little more than formal
meaning, and at most tell one that an expression for
such-and-such a relation must find a place in any of
one’s equational systems.) But those who use such
propositions and build corollaries upon them are seldom
mindful of this limitation, and in applying them as
“laws” of the real world invariably extract from them
more meaning than their emptiness of real content can
possibly hold.

It does not seem a bad rule in a subject so wedded to
complex practical issues as is Political Economy to keep
one’s feet firmly planted on the ground, even if this
be at the sacrifice of some logical elegance of definition
and of some of the impressive, but often misleading,

1 Such pursuits are sometimes defended on the ground that they
are ** tool-makers ”’ for subsequent analysis. Perhaps it is true that this

js their principal use. But even tools are better made when their manu-
facture is fairly closely subordinated to the uses which they are intended

to serve.
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precisiorlx of algebraic formulation. In general the
abstractions employed by the classical economists and
by Marx were of the first of the two types that we
have mentioned. The concept of the perfect market
of homogeneous labour, of equal compositions of capitai
were intended to generalize what were in actuality the
most essential factors in determining exchange-values
Patten has remarked that Ricardo was essentially a;
concrete thinker,! and Marx was specially anxiols
that his theory should embrace those features which
were characteristic of capitalist society rather than
of any other. While a disturbing influence, even a
reflex influence, was admittedly exerted by other and
neglected factors in the situation, this Wasdregarded as
being of secondary importance in determining the larger
shape of actual events. Interest was focussed on what
was peculiar to a particular system of economic relations
even at.the expense of a wider, but perhaps more barren’
-_generahty. Since their time, however, I think it is not,:
incorrect to say that the efforts of economic analysis
have been predominantly directed along the second road.
In a}:)stracting phenomena of exchange from the pro-
ductive relations and the property and class institutions
of which they are the expression, an attempt has been
made to arrive at generalizations which will hold for any
type of exchange economy. Marshall remarks of J. S.
}Yﬁll that. he seemed to attribute to the laws of exchange
soglethmg very much like the universality of mathe-
matics’’, even while he admitted distribution to be rélative
to transitory institutions.? From the gencral relations of
an abstract market we pass to yet more perfect abstrac-
tions, and to-day are intrcduced to- the relations which

1
Quarterly Fournal of Econ., 1893. “ Principles, p. 824.

131



POLITICAL ECONOMY AND CAPITALISM

(21

will necessarily prevail in any situation where “scarce
means which have alternative uses serve given purposes”.
Something of the real world doubtless still lingers even
in this tenuous definition. But hardly enough to make
one believe that the resulting propositions can hold any-
thing at all imperative for the problems of the actual
world. If an economic law is a statemerit of what actually
tends to happen, and not a mere statement of a relation
between certain implicitly defined variables, then such
propositions can surely be precious little guide to the
“laws of motion of capitalist society”—or, indeed, to
any of the other matters on which they are intended
to pass an economic judgment.

It was an important element in Marx’s theory of
ideology that in a class society the abstract ideas which
were fashioned from a given society tended to assume a
phantom or fetishistic character, in the sense that, being
taken as representations of reality, they came to depict
actual society in an inverted or a distorted form. Thereby
they served not merely to hide the real nature of society
from men’s eyes, but to misrepresent it. The examples
which he cited were mainly drawn from the concepts of
religion and of idealist philosophy. Thus it came about
that ideas and concepts, which in their day may have
played a positive réle of enlightenment as weapons of
criticism turned against the system both of ideas and of
institutions of a previous epoch, later became: reactionary
and obscurantist, precisely because they were treated as
constituting the real essence of contemporary society,
not merely its abstract and partial reflection; with the
result that reality was veiled. In the realm of economic
thought (where one might at first glance least suspect it)
it is not difficult to see a parallel tendency at work. One
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might think it harmless enough to make abstraction of
certain aspects of exchange-relations in order to analyse
them in isolation from social relations of production.
But what actually occurs is that once this abstraction
has been made it is given an independent existence as
though ‘it represented the essence of reality, instead of
one contingent facet of reality. Concepts become hypos-
tatized; the abstraction acquires a fetishistic character,
to use Marx’s phrase. Here seems to lie the crucial
danger of this method and the secret of the confusions
which have enmeshed modern economic thought. To-
day, not merely do we have the laws of exchange-relations
treated in abstraction from more fundamental social
relations of production, and the former depicted as
dominating the latter, but we even have the relations
of exchange treated purely in their subjective aspect—
in terms of their mental reflection in the realm of
individual desires and choices—and the laws which
govern actual economic society invertedly depicted as
consisting in the abstract relations which hold in this
ghostly sphere.

The dividing landmark in the history of economic
thought in the nineteenth century is usually placed in
the ’seventies with the arrival of the new utility theories
of Jevons and the Austrian School. But if we fix our
attention less on the change of form and instead on the
shift towards subjective notions and towards the study
of exchange-relations in abstraction from their social
roots, we shall see that essential changes came earlier in
the century, or at any rate the commencement of tendencies
which later assumed a more finished shape. Marx, in-
deed, mentioned 1830 as the year which closed the final
decade of ““classical economy”’ and opened the door to
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“yulgar economy’’ * and the decline of the glories of the
Ricardian School. This was the period when the new
industrial capitalism, both economically and politically,
was coming into its own, and when at the same time (as
the events of the 'thirties were witness) the proletariat and
its criticism of capitalist society was emerging asa coherent
social force for the first time. Thenceforward, no state-
ment concerning the nature of the economic system could
remain ‘“‘neutral”’.? Economists, becoming increasingly

% This term, of course, was not used by Marx simply as a term of
abuse, as is commonly supposed, but in a descriptive sense, familiar
to continental philosophy, as contrasted with ““classical’. He states
that * by classical political economy i understand that economy which,
since the time of W. Petty, has investigated the real relations of pro-
duection in bourgeois society, in contradiction to valgar economy, which
deals with appearances only . . . and confines itself to systematizing
in a pedantic way, and proclaiming for everlasting truths the trite ideas
held by the self-complacent bourgeois with regard to their own world ™.
(Capital, 1, p. 53f) Marx seems particularly to have had in mind
McCulloch, Senior, Bastiat, and if not Sayat any rate Say’s “ interpreters "
and followers. Professor Gray is clearly wrong in implying that Adam
Smith and Ricardo were included under the title of *vulgar economy’’
(op. eit., p. 322).

% This, of course, was specially true of the theory of profit. Here it
is interesting to note that Bshm-Bawerk refers to the position of Adam
Smith on the subject of interest as one of *compiete neutrality’’, and
adds that “in Adam Smith’s time the relations of theory and practice
still permitted such a neutrality, but it was not long allowed to his
followers”’. (Capital and Interest, pp. 74-5.) On the other hand, Cannan'’s
statement that “*James Mill . . . showed a desire to strengthen the
position of the capitalist against the labourer by justifying the existence
of . profits™ (Hist. of Theories of Production and Discribution, Second Ed.,
p. 206) seems more questionable. James Mill was capable of some ex-
ceedingly frank characterizations of the nature of capitalist production,
which one can hardly imagine being made twenty-five years later. One
of the best examples of the change was the subsequent attitude to
Ricardo’s “lapse” in his third edition. Ricardo was frank enough to
add a chapter in this edition on “Machinery” in which he stated his
conversion to the view that the introduction of machinery was capable
of being harmful to the interests of labour. This shocked McCulloch,
and his followers hastened (and for most of the century succeeded) to
draw a veil over this breach of good taste.
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obs_.essed with apologetics, had an increasing tendency to
omit any treatment of basic social relationships and to
dea!l only with the superficial aspect of market phenomena
to confine their thought within the limits of the ** Fetishisrr;
?‘f Commodities” and to generalize about the laws of an
exchange economy”, until in the end these were made
to determine, rather than be determined by, the system
of production and of productive relations. In his Preface
to the second edition (1873) of volume I of Capital, Marx
speaks of English Political Economy as belonging “,to the
period in which the (proletarian) class struggle was as yet
unde_veloped”. Of the period from 1820 to 1830 he says
that it ‘“was notable in England for scientific activity in
the domain of Political Economy. It was the time as
well of the vulgarizing and extending of Ricardo’s theory
as of the contest of that theory with the old schoolj
Splendid tournaments were held. The unprejudiced
character of this polemic . . . is explained by the circum-
stances of the time.” But this, though it was reminiscent
of the intellectual vigour prior to 1789 in France, was no
::flore than “a Saint Martin’s Summer”. After 1830
the class struggle practically as well as theoretically
tuol.c onmore and more outspoken and threatening forms”’.
This ““sounded the knell of scientific bourgeois economy.
‘e In place of genuine scientific research, the bad con-
science and the evil intent of apologetic.” Even honest
Inquirers were limited by the general atmosphere to
€vasive compromises, and to eclectic attempts “to har-
monize the Political Economy of capital with the claims
no longer to be ignored, of the proletariat”. The product’
was “‘a shallow syncretism, of which John Stuart Mill is
the bes:c representative’’. Of that new departure in
economic thought which marked the last quarter of the
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century neither Marx nor Engels seem to have made
more than cursory mention or to have taken much notice.!
If they had done so, it seems probable that they would
have regarded it as a continuation of tendencies already
latent in the ‘‘vulgar economists’’, rather than as the
revolutionary novelty in economic thought which it has
generally been regarded as being. After all, the new
departure consisted more of a change of form than of sub-
stance, as Marshall always emphasized. That so many of
the economists of the last quarter of the century should
have advertised their wares as such an epoch-making
novelty, and tilted their lances so menacingly at their
forebears, seems to have an obvious, if unflattering,
explanation:: namely, the dangerous use to, which
Ricardian notions had been recently put by Marx.
It is, I think, significant of the temper of economists
that Foxwell once declined to deliver a Presidential
Address to the Royal Economic Society on Ricardo
on the ground that his denunciation of the author of
the heresy of a conflict of interests between capital
and labour would have been too violent;? and among
the leaders of the Austrian School the desire to re-
fute the Socialists was a greater preoccupation than in

England.
The essential problem for Marx, as we have seen,

! Engels, in his Preface to volume II1 of Capital in 1894, refers
parenthetically to the new theory of Jevons and Menger as the *‘rock”
on which Mr. George Bernard Shaw was building a new kind of
Socialism and *‘the Fabian church of the future” (p. zo). But apart
from this they seem to have made no mention of it. This would seem
surprising in view of the importance it had for the new Fabian Socialism:
a fact of which, as this single reference shows, Engels was perfectly
aware. Jevons’ Principles appeared in 1874; Marx died in 1883; The
Fabian Essays appeared in 1888; Engels lived until 1895.

2 Cf. J. M. Keynes in Econ. FJournal, December 1936, p- 592.
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was the explanation of surplus-value; and it was because
the. successors of Ricardo either evaded this problem
entirely or provided quite inadequate solutions that the
provoked his condemnation and his scorn. The “cos{
of prod}xction” theory of J. S. Mill he regarded as a
superficial evasion of the issue. Treating value as bein
governed by the price of labour (wages) plus an avera E
rate of pro_fit, it was not a refinement of Ricardo’s theor%r
but, since it included no explanation of profit, represcnteci
an abandonment of the crucial problem which Ricardo’s
iystem had presented without ever having solved. The
cost of production” theory of value solved nothin

beca}lse it left the determination of the ‘‘cost of r§:
ductx.on ” unexplained.! But there were others who \frere
less innocent of recognising the crucial difficulty than
was J. S. Mill, and attempted to supply an explanation
of profit, even if it was one which was shallow and un-
tenable. These attempts fall broadly into two main
types: on the one hand were those who sought to explain
proflt in terms of some creative property inherent in
capital, namely, in terms of its productivity; on the other
hand were those who sought to explain profit in terms
of some species of ‘‘real cost”, analogous to labour,

! With regard to J. S. Mill” i
; . 5. Mill’s attitude, Cannan has said: “ Senior i
dt least entitled to the credit of having seen that profits };ad ngrlg:elzf

- satisfactorily explained. . . . ]J. S. Mill, on the other hand, seems to

have been totally unaware th i
L L at anything was lacking.” (Hist
gheonmer;sc;;f P;oc}ucstmr;/l alnd Distribution (Ed. 1893), pg. 214() H};’;}’hﬂ:f
assed J. S. Mill (along with Jevons and Rosch : ;
eclectics in their interest theo id 1i S bSed
i | theory, who did little more than add
:; Btw; tr.): S;nu:;:l s unséatxsfactory theory. (Capital and Intere:tn ;: n;gl;l
, etc, o his credit, Mill rejected the productivi o '
stating that *‘ the only producti i e s
5 4 ive power is that of labour”. (E
ome Unsettled Questions, p. 90.) In his Principles (Bk. 11, C(hfs:z; Ir(::

. i ¢
Seemed to adopt Senior’s abstinence theory without examination or

further analysis of the problem.
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which the capitalist contributed and for which profit was
not a surplus-value but an equivalent.

The attempt to explain profit in terms of the “service”
rendered by capital to production had already been made
by certain of Ricardo’s contemporaries, in particular by
Lauderdale and Malthus and also by Say, ‘‘that master
of polished and rounded sentences’”, as Bshm-Bawerk
called him. Labour which was aided by machinery, said
Lauderdale, could produce a larger sum of values in an
hour than could labour which was not so aided. ‘‘The
moment he places a portion of capital in the acquisition
of a spade, one man must obviously, in the course of a
day, be able, with his spade, to prepare as much land for
receiving seed as fifty could by the use of their nails.”
The difference represented the « productivity ” of capital.
The fundamental objection to this, as to any form of
productivity theory, was that, as Marx pointed out, it
included the illicit link of imputing to the owner the
«“ productivity”’ of the things he owned. ‘A social
relation between men assumes the fantastic form of

a relation between things”’; and the behaviour of
things is not only represented animistically as due to
some innate property in them, but imputed to the in-
fluence of those individuals- who exercise rights of
ownership over them. On this level there could be no
distinction between the “productivity” of a capitalist
and of a landlord—to deny which, indeed, seems partly

1 Lauderdale, Inquiry into the Nature of Public Wealtk, p. 163. Lauder-
dale admitted, however, that profit may ** in some cases be more properly
said to be acquired than produced” (p. 16 1). Saysaid: “ The capitalist
who lends, sells the service, the labour of his instrument.” (Letters to
Mr. Malthus, Ed. Richter, 1821,p. 19 ) Inhis Treatiseon Political Economy

(Vol. 1, Ed. Prinsep, p. 60) he spoke both of “ labour or productive service

of nature” and “labour or productive service of capital”!
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to have been the intention of the theory. But neith

could there be any distinction between the income elf"
the employer of *‘free” labour and the income of tl(l)e
slave-owner: the ‘‘productivity” of the latter, indeed
was presumably the greater of the two sinc;: it was,
dferljved _from the productivity of his animate as well as
his inanimate chattels. A further difficulty has been ex-
pr'essed by Cannan as follows: *‘If the income of England
without any capital would be but one instead of a hundred
it does not necessarily follow that the whole ninet -nim;
hundrcd.ths is profits at present. The weak point )i(n the
f:xplanatlon of profits given by Lauderdale and Malthus
is tbat, -while they show clearly enough that the use of
capital is an advantage to production . . . they fail to
shou‘z why the advantage has been paid for at all, wh

the §ervmes’ of capital are not, like those of tht; suny
gratuitous.” ! Bohm-Bawerk trenchantly summed u ’
the proFiuctivity theories of interest thus: ‘“What thz
productive power can do is only to create a quantity of
produ.cts, and perhaps at the same time to creat}; a
quantity .of value, but never to create surplus value

Intt?rest‘ is a surplus, a remainder left when product ot"
f:apnal is the minuend and value of consumed capital
is the subtrahend. The productive power of capital
may find its result in increasing the minuend. BuI; in

g0 far as that goes it cannot increase the minuend -

without at the same time increasing the subtrahend in
the same proportion. . . . If a log is thrown across a
flooded stream the level of water below the log will be
less than the level of water above the log. If it is asked
why the water stands higher above the log than below
would anyone think of the flood as the cause? . . . Wha;

! Cannan, op. cit., p. 205.
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the flood is to the differences of level, the productive
power of capital is to surplus-value.”! The truth is
that if a number of factors are jointly necessary to a
given result, there is as little meaning in comparing the
degree of ““necessity” of these factors in the creation of
wealth as in asking whether the male or female is the
more necessary to the creation of a child. Even if
it were possible to give a meaning to such separate
‘“productivity ”’, it would have no necessary relation to
the emergence of zalue. For the latter one must in-
evitably look to characteristics affecting the supply; and
any differentiation between incomes must necessarily be
sought, not in terms of ‘‘service”, but in terms of cost.
The attempt to find an explanation of profit which
would make it analogous to wages as payment for a
necessary cost involved in production, and at the same
time contrast it with the rent of land, is represented by
Senior’s notorious ‘‘abstinence” theory. This con-
stituted an important landmark in economic thought,
because it introduced 2 species of ‘‘real cost™ which was
purely subjective and so shifted the whole context of
the discussion—shifted it more radically than was
apparently recognized at the time or has been recognized
since. ‘‘Abstinence” is capable of being defined, it is
true, objectively in terms of the things abstained from;
but such abstaining could have no significance as a
cost—no more than any other act of free exchange—
. unless one were to suppose that some special ‘‘pain ”
to the owner was involved in parting with these things.
And if ‘‘abstinence”, as the subjective equivalent of
profit, was to be conceived in a psychological sense,
then so presumably must labour be: labour us a cost

Y Capital and Interest, pp. 179-80,
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for.w:hich wages were paid being regarded not as a human
activity, involving a given expenditure of physical energy,
but as the strength of the psychological disinclination to
yvork. Abstraction was to be made of human activity,
its characteristics and its relationships, and only the
reflection of them in the mind to be taken as the data
for economic interpretation.

Alrc?ady among previous writers there had been signs
of an m.clination, if shown only in ambiguity, to conceive
the notion of *real cost” as something subjective rather
than objective. Adam Srpith had used the phrase ‘‘toil
and trouble”; while McCulloch referred to the fact
that things which cost the same “toil and trouble” to
acquire would involve ‘““the same sacrifice” and hence
be held in similar “esteem™ and be “of precisely the
same real value”.! With the introduction of Senior’s
“a.bstmence” there could be no mistaking that such a
shift of meaning had occurred. Both question and
answer had thereby been subtly moved to a quite
dl'fferen't context. But as an explanation of profits,
even thh.m its restricted sphere, the theory met with
an essential difficulty. Marx was quick to point out
that there was no discoverable connection between the
capitalist’s “abstinence” and the profit which he earned
and that if they were connected at all, it was apparentlg;
In inverse relation. He had only to contrast the profit
and the ‘““abstinence” of a Rothschild to feel that the
8o-called ““explanation” required no further refutation,

This defect was one aspect of a fundamental dilemma
yvhlf:h faces any attempt to cast a theory of cost in sub-
Jective terms, and to which we shall later return, Where
Was one to set the limit to such ‘“‘abstinence”, short of

! Principles of Political Economy (1825), pp. 216-17,
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including in it the sale or hire of every sort of property,
and so imputing a ‘‘real cost” to any means by w:hlch
an income could be acquired in an exchange s,_oc1ety?
If “abstinence” was to be allowed to the capitalist who
owned a factory which he had inherited, or ow?ed a
dock or a canal, how could it reasonably be denied to
the owner of land who leased his property for a 1:ent?
Of this difficulty Senior was aware; since he pointed
out that, if the revenue to the owner of a dock. or can.al
is regarded as ‘‘the reward of the owner’s a‘?stu.lence.m
not selling the dock or the canal, and_ spending its price
in enjoyment”’, the same remark applies to every species
of transferable property and *‘the greater part of what
every political economist has termed rent must b_e cal‘led
profit”.! Accordingly, he decided to f:xclude all mhe.rzted
capital from his definition. But thlS,-Of course, 1s to
leave one on the other horn of the dilemma: namely,
that in this case abstinence could not be regarded as an
explanation of profit at all. As Cannan has said, Senior’s
theory ended by *‘reckoning as rent ‘the g’reater Razrt of
what every political economist has termed’ profit”. -
Marx’s retort to Senior remained unchallenged ur}tll,
towards the end of the century, the concept of marglgal
increments, a concept borrowed from the Fiifferentlal
calculus, was introduced as an attempt to give gf’eater
precision to economic notions. Jevons’ *“disutility”” and
Marshall’s “effort and sacrifice” were merely.the sub-
jective “‘real cost” of McCulloch or of Senior in a more
finished guise. Marshall, it is true, was careful to
discard the discredited term ‘‘abstinence” for the more
neutral term “waiting”’; but as a designation of a sub-

1 Senior, Political Economy (Ed. 1863), p. 129.
2 Cannan, op. cit., p. 198.
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jective real cost the concept would seem in essentials to
have retained the character of its sire! But with the
introduction of the concept of marginal increments, the
new treatment had this difference. A relation between
““efforts and sacrifices” and their price only existed at
the margin; and while interest paid and sacrifice involved
were regarded as tending towards identity for the marginal
unit of capital supplied, there was no necessary relation
between the total income received by the capitalist and
the total ‘‘sacrifice” incurred, either in any individual
case or for the whole class. The rich man who inherited
his wealth, and having more than he could conveniently
spend saved it, might get an income quite dispropor-

! Marshall (Principles, pp. 232-3), noting Marx’s objection to the
abstinence-concept, defined the term “‘waiting’ as applying, not to
‘‘ abstemiousness”, but to the simple fact that ‘“a person abstained
from consuming anything which he had the power of consuming, with
the purpose of increasing his resources in the future”. This seems to
imply that the concept was not limited by Senior’s qualification, ex-
cluding inherited property, and that it could equally well be applied
to land—to the fact that a landlord leased his land for cultivation,
instead of using it for his own enjoyment or subjecting it to ** exhaustive
cultivation himself. In which case, as a category of ““real cost”, it was
clearly so general as to lose any distinctive meaning. If it was not
intended to imply the existence of any psychological “pain’’ associated
with the act of postponement (as the remark about * abstemiousness®
seems to suggest), then it seems to remain a mere description of the
act of investment which adds little to our knowledge of the nature and
cause of profit. Elsewhere, however, Marshall speaks of ** postponement
of gratifications™ as ““involv(ing) in general a sacrifice on the part of him
who postpones, just as additional effort does on the part of him who
labours ”, this sacrifice justifying ‘“interest as a reward to induce its
continuance’’. (fbid., p. 587.) A recent writer in the Quarterly Fournal
of Economics claims that Marshall identified * two wholly different things
under the term real cost’; but considers that the hedonistic element—
the positive *‘ pain ”—was not intended to figure prominently in either his
toncept of work or of waiting. (Talcott Parsons, Vol. XLVI, pp. 121-3.)
Whether intended, however, to figure prominently or not, it seems, ac-
cording to the evidence of several passages, to have been an important
part of the background of Marshall’s theory of value and of distribution.
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tionate to any ‘‘sacrifice” that he incurred. But an
equality, nevertheless, would tend to prevail between
the price of capital and the disutility involved in the
saving of the marginal [ invested and added to the
existing stock of capital; since, if the former was greater
than the latter, capital accumulation would increase,
while if the former was less than the latter, capital
decumulation would set in until equality was restored.
Hence interest was a necessary price to maintain the
requisite supply of capital. Labour and wages were
treated by a similar method. Wages would tend to
equality with the disutility involved in the most burden-
some unit of a given supply of effort, even though the
worker who loved work and hated leisure might be for-
tunate enough to suffer little psychic pain from his day’s
labour and yet received the normal wage for his work.?

1 Cf. “The exertion of all the different kinds of labour that are
directly or indirectly involved in making it, together with the ° abstinence’
or rather the ‘ waitings’, required for saving the capital used in making
it: all these efforts and sacrifices will be called the real cost of production
of the commodity. The sum of money that has to be paid for these
efforts and sacrifices will be called either its money cost of production
or its expenses of production; they are the prices which have to be
paid in order to call forth an adequate supply of the efforts and waitings
that are required for making it; or, in other words, its supply-price.”
(Marshall, Principles, p. 339.) The essential dualism of this theory of
real cost was admitted by Marshall when, in an article in 1876, he referred
to the fact that it was only possible to measure “an effort and an
abstinence . . . in terms of some common unit”’ through the medium
of some “artificial mode of measuring them ”—namely, through their
market-values. (Fortnightly Review, 1876, pp. 596-7.) This difficulty
he considered to apply similarly to the measurement of “two diverse
efforts”. While the difficulty in this latter case is much less than in
the case of two quite dissimilar things such as * effort’ and * abstinence”,
it remains a much greater problem when effort is conceived in subjective
terms than when it is conceived objectively in terms of output of physical
energy. The ratio of different types of subjective real cost could only
be regarded as equivalent to the ratio of their money measures, if the
same persons supplied both types.
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The landlord, however, remained in a different cate-
gory, since no disutility presumably was involved,
even at the margin, in the supply of land, since ex
hypothesi land as a free gift of nature did not depend
on any human will or action for its existence. Yet
even the natural powers of the soil could be sapped by
exhaustive cultivation and land be reclaimed from the
sea; while, on the other hand, in the supply of capital
there was room for a substantial element of what Marshall
termed ‘‘savers’ surplus”. Hence, the difference between
the reward of capital and the return to land was only one
of degree. “‘Rent of land”, in a famous phrase of
Marshall, ““is not a thing by itself, but the leading species
of a large genus.”

The influence of this theory over half a century has
undoubtedly been to discredit the Marxian theory of sur-
plus-value, and to imply that interest was as ‘‘necessary”’
a category of income as wages and essentially similar in
its origin; even though a writer such as Mzr. J. A. Hobson
attempted to give a different twist to the theory by making
it the basis for an elaborated concept of ‘‘social costs”
and “‘surpluses” which has been hailed in some quarters
as an attempt to dress Marxian * surplus-value” in up-to-
date clothes, But the dilemma which confronted Senior’s
theory is not avoided by this more generalized concept
of disutility; and only some vagueness in its enunciation
seems to have prevented its inadequacy from being
appreciated much earlier and more widely than has
het-en the case. Either the concept is too narrow, if
atnct!y defined, to afford any complete explanation, or
else it is too wide, if more generally defined, to give
!nuch meaning to subjective “real cost”. If the “‘sacrifice”
involved in ‘“‘waiting” is to have any meaning, at least a
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meaning analogous even to the subjective cost involx.fed
in work, then it must apply only to acts of postponing
consumption with which is associated some positive
psychological loss or pain over and. above the_ temporary
loss of the goods the consumption of which is for-
gone. It may well be said that some such a_ddltlon'al
loss is involved for the man who starves himself in
order to educate his children, or in any case where a
greater present utility is sacrificed for a smaller future
utility. But how it can be said to be involved in most
ordinary acts of saving and investment, where an act
of exchange of utilities to-day for at least an equal
quantity in the future is generally involved, 1s.hard to
see. 'To do so is to assert that there is some unique !oss
attaching to postponement, which attaches only to ch01ce’s
made in time and to no other choices. But does one's
experience suggest that mere waiting for onfe’s fruit
ever causes positive discomfort unle.:ss one is either un-
certain of getting it or ene is suffering pangs of hl-mger
in the interval? 1 Unless “waiting” does indeed 1mP1y
“abstemiousness” one finds difficulty in discovering
what, positively, it means. 09 the f)ther hand, if mere
postponement is all that “sacrifice” is held to represent
(as Marshall’s statements in some plac<?s suggest), then
it is hard to see where to draw the line s'hort of any
and every act of choice involving alternatives, one of
which must be ‘“sacrificed” whatever choice 1s made.
As Marx retorted to Senior and Mill, “every human

: : . "
action may be viewed as ‘abstinence’ from its opposite .

t The answer to this question is not necessarily the same as the
answer to the question: Would one decide to have the fruit now or to
wait for it, if the free choice were offered?

t Capital, I, p. 608 £.
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At any rate, if postponement of consumption occurs in
an act of new saving, it must surely be held also to occur
in the postponement of consumption of existing and of
inherited capital; and if in the case where the property
is inherited from history, why not also in the case where
property is inherited from nature as well as history,
namely, in the case of land? (For the landowner to sell
his land and live on the fruits of this sale as much
reduces the total capital of society as for a capitalist to
live on his capital, even though the supply of land itself is
unaffected.) Marshall,indeed,seems here to haveadopted
the empirical solution of taking all cases of postponement
for which a recompense was in fact demanded by indi-
viduals as identical with cases where a *“‘sacrifice” was
involved in the act—taking individual attitudes towards
saving at their face-value, and assuming the empirical fact
of resistance to the act of postponement as evidence that
a real “‘sacrifice” attaching to the act existed and was a
fundamental cause.! This line of distinction may be
both convenient and plausible. Nevertheless, the crucial
dilemma remains. If a ““something more” is postulated
as lying behind the mere empirical fact of resistance to
postponement, one finds difficulty in giving it any precise
meaning or even in belicving that it exists. If, on the
other hand, no more than the empirical fact of resistance
is postulated, then this solution rids the notion of ‘‘real
cost”’ of any content: it is to make it indistinguishable
from what later came to be called *‘ opportunity cost”—
the cost of sacrificed alternatives (that ‘‘arithmetical
) Marshall admitted, however, that there was no reason to suppose
that the ratio of real cost in two cases was identical with the ratio of
their money measures, or even to suppose (as we have already noted)

that there was any meaning to be attached to a quantity of “real cost”.
(Fortnightly Review, 1876, pp. 506-7.)
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truism”, as Mr. Durbin has called it).! Sflcl.l a-quantity
by itself affords no explanation, because it is itself not
independent, but something dependent on the .tqtal
situation; and all that has been done by this definition
is to shift the inquiry back to the nature of the total
situation of which both profit and this so-called “cost™
are simultaneously resultant. Whether a person does
demand payment for a certain act (i.e. whether it has a
“supply-price”’) depends on whether he can dc?mand
payment; and this depends on .the 'totgl situation of
which he is a part. To adopt this criterion is to make
the existence or non-existence of a ‘“sacrifice” depend,
not on the nature of the action, but on the nature of tl}e
circumstances surrounding the individual or the c!ass in
question. A “‘sacrifice” can only be incurred in the
measure that one has the luxury of alternatives to forego.
No opportunities, no sacrifices! Only Lazarus can sacri-
fice nothing; while Dives, with the world and its fullness
before him, can sacrifice daily enough to wash away the
sins of mankind. Conceived subjectively, any cost-
concept must Jose its identity amid a world of .cho_lces
and alternatives, where one facet of every choice is a
utility and the other facet a “sacriﬁc?” or ‘““opportunity
cost”, and disutility retains no meaning except as utility
foregone. ' ,
Let us, however, suppose a subjective loss or pain to
be assumed to attach to the mere act of postponement.

1 It remains formally distinguishable from the doctrine of ** ogportumty
cost” as customarily stated to the extent that the latter usua_lly fepresents
the supply of factors of production as given quantltxes,_whxle the_fom}er
postulates that the supply of them is (m_ part) a fun?tmn_of their price
(and hence that they have a “supply-price”). But in m_:sther case is a;
more fundamental cause of their supply or non-supply (in the shape o
a real cost “inevitably’’ requiring reward) any longer postulated.
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Even so, there seems no convincing reason for identifying
such a real cost with the receipt of interest: no reason
to presume that the incidence of this cost rests (save in
a sense so superficial as to rid it of meaning) upon the
class to which interest accrues as income. The reason
by which this identification is customarily defended is
that the recipients of interest are those who take the
immediate decision on which the act of “saving” de-
pends. Yet it is by now a commonplace that the ability
to save (in the shape of an income of a certain size) is
the major factor in determining the volume of saving;
while it is frequently those who claim the rich to be the
bearers of abstinence that are the loudest in their asser-
tions that if incomes were less unequally distributed,
and the consumption of the poor were raised, capital
accumulation would decline. If the latter be true, then
it would seem that the final incidence of this cost of
saving must lie, not upon the rich, but upon the restricted
consumption of the poor, which alone permits those high
incomes to be earned from which the bulk of investment
is drawn. If we were defining the result of investment
in an egalitarian socialist economy, we should have no
doubt what to say: we should say that one of its results
was a relative restriction of present consumption, the
incidence of which fell on the community at large. Yet
in the unequal society of to-day the pedlars of abstinence
theories would have us believe that the restriction of
present consumption which results from this investment
falls upon the rich and not upon the poor, upon whose
restricted consumption the high saving-ability of the
former depends. If abstinence can be held to exist as
a “‘real cost” at all, it must, surely, be regarded as being
borne by the proletariat which receives no recompense
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for its pains, rather than by the capitalist who draws
interest as price of the restricted consumption of others?
To assert the contrary is, surely, to be guilty of the
circular reasoning of assuming the income of the capitalist
to be in some sense ‘‘natural’ or ‘‘inevitable” in order
to show that what he invests of this income-is the unique
product of his individual abstinence in refraining from
doing what he likes with his own?

Apart from these fundamental difficulties in the con-
cept of subjective real cost, there is a further reason why
any cost-theory of this type is incompetent to explain
interest as a concrete phenomenon in the actual world.
The actual world is one in which capital accumulation
is a continuing process, and not one in which production
is carried on with a constant stock of capital, the interest
earned on which is in ‘‘equilibrium” with a certain
(13 > P 1 =

supply-price of waiting”. If there were, indeed, such
an equilibrium, then no new capital accumulation would
take place. Hence the “‘surplus” element in interest,
even in the restricted sense in which the term “‘saver’s
surplus” is employed, is actually much greater than
Marshall’s theory on the face of it represents: for any
existing stock of capital there is, in fact, not even an
equality between the reward of capital and the ‘‘supply-
price of waiting”’ at the margin.!

L Cf. F. P. Ramsey: If the rate of interest exceeds the rate of dis-
counting the future ““there will not be equilibrium, but saving, and
since a great deal cannot be saved in a short time, it may be centuries
before equilibrium is reached, or it may never be reached, but only
approached asymptotically. . . . We see, therefore, that the rate of
interest is governed primarily by the demand price, and may greatly
exceed the reward ultimately necessary to induce abstinence.” (“A
Mathematical Theory of Saving” in The Economic Fournal, December
1928, p. 556.) Cf. also Pigou, Economics of Stationary States, pp. 259-60.

Of course, there is an equilibrium at the margin; but this applies only
to new investment, current income being esten into by “saving” until
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Nei!:her these ambiguities nor these special difficulties
were mvolved in the interest-theory of Bshm-Bawerk,
He had explicitly abandoned any attempt at explaining
values in terms of cost, and for him a cost was always a
d.etermined, not a determining, element, representing
simply an opportunity-cost or displaced alternative, de-
pendent on the strength of competing demands. Thereby
costs were all ultimately traceable back to demand and
to utility. He was not concerned, therefore, with what
he regarded, in that form, as the meaningless question
as to whether any subjective real cost was involved in
the supply of capital. He was concerned only with the
question, on the one hand as to whether the act of
postponing consumption, in other words an act of choice
through time, had any peculiarity attaching to it which
would cause a given quantity of present utility generally
to be treated as equivalent to a larger quantity of utility
in the future, and, on the other hand, whether the fact
of time had any significance for the productivity of labour.
He concluded that there was this peculiarity attaching to
choufes rr.lade through time: that the dimness of will
and imagination, which was a general psychological trait
of hl'xman beings, caused objects and events at a distance
in time to be permanently discounted when balanced
subjectively against equivalent objects and events which
were c.:lose at hand; while, on the other hand, time had
2 significance for production in that labour expended on
productive processes which took time (““roundabout” or

Equlllbr'iurn is achieved (at the margin) between the restricted present
expenditure and the (discounted) anticipated future income This is
What Pro'f. Pigou calls a- “subordinate equilibrium”. But the:ze i8 never
an equality between the interest currently received and the “marginal

Supply-price”’ of the existing stock of capi i
: capital—if there were, t
£ No new investment. f il
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long or indirect methods of productio.n) was gepect'lally
more productive than labour exPendcd directly to pro uﬁe |
immediate output. These two mﬂuen(.:e_s were prmc;pa y
responsible for the fact that a competitive mar_ket a% ways
placed a premium on present gqo_ds as against utultl'e
goods, both because in the individual estimation tne
former were valued more highly, anc! because the posses-
sion of goods in the present (e.g. sub‘mstence for laj.’bouiers)
enabled labour to be employed on * rou1:1dabout or ongl
processes of production which would yield a .larger ﬁna
product than labour employed at short notice on xrn‘:-1
mediate and current production. The one factor operate ;
on the side of supply, and the othe_r factor on the s1d% 0
demand, to produce a permanent discount, c‘c‘eterzs gan bus,
of the ““future” price of anything over its ~spot pricc.
This premium or agio on present g00.d3 was the pheno-
menon of interest, which had given rise to t.he proElem
of ““surplus-value”. Not ““human prospectiveness ', a8
Marshall put it, but the prevailing wea?mess of humaln
prospectiveness—or what Professor I_’lgou has aptly
termed a deficiency of the telescopic faculty ———waf,l
the explanation of the mystery which had perplexe
ists for half a century.
ec??ogitsi\ardly be denied that tl3is ingenious .th:eory
contained positive elements w?uch aﬂ‘o.r.d insight,
descriptively and analytically, into certain aﬁpect}s;
of the process of capital accumulation. [Even thoug
time or “‘roundaboutness” was clearly not the only, Oli
even major, condition of the productivity of techqwa
processes, it was clearly an important element; an'd since
time was irreversible, the time-dlmer.lsmn of d_lﬂ"erent
productive processes assumed a particular significance
in determining the order in which such processes were
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successively adopted. Moreover, the concept of ‘‘stored-
up labour ”’ as represented by an additional time-dimension
(the length of time over which it was designed tosbe
stored), was an objective one which was independent of
the subjective theory of value in which the remainder of
the theory was cast. But, viewed as a whole, as an ex-
planation of surplus-value, the theory depended for its
validity on the subjective theory of value of which it was
simply a part and a particular application. Given the
adequacy of this wider theory, its own adequacy seemed
to be implied; since it showed that interest was simply
the product of a general subjective estimation, as was
any other value: in this case a subjective estimation of
things separated through time. If the former was valid
as a general explanation of value, so was the latter as
the explanation of a particular value; if the former is
invalid, then so also must the latter be.
Yet, after his impressive critique of previous theories of
interest, it is strange that the weakness of his own theory
! True, Bshm-Bawerk claimed that each of the factors of which he
treated was alone sufficient to explain the phenomenon of interest.
For this reason it might be held that his theory did not depend upon
the subjective theory of value, since subjective under-estimation of the
future was only one of the reasons for the emergence of interest. Without
the influence of this subjective factor, however, the mere “technical
superiority of roundabout methods’ would clearly be incapable of ex-
plaining interest as an enduring phenomenon, and hence as a necessary
consequence of permanent elements of the economic problem. By
itself, it would rank no higher than any other of the productivity-
explanations which Bshm-Bawerk himself condemned. The higher
productivity of ‘‘roundabout methods’’ would not suffice to explain
why labour applied to this particular use yielded a surplus-value, in
the absence of some additional reason to explain why the application
of labour to this use was restricted, and hence was relatively scarce. It
might suffice to explain the surplus-value as a temporary and disappearing
phenomenon due to the time required for the construction of these

more productive '‘roundabout methods”, but not as a phenomenen
consistent with full equilibrium.
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__its inability to answer essential questions—should not
have been plain to its author, and particularly strange that
he should have imagined that it afforded a sufficient
answer to the problem as it was posed by Marx, and
hence a refutation of the answer which Marx gave. In
what sense did this theory explain the phenomenon of
interest? Hardly in any sense which could assimilate
interest to wages in its origin or in the character of its
determination or in its universal “ necessity”’ as a category
of income. It amounted to an explanation in terms of
the relative scarcity, or limited application, of labour
applied to particular uses—namely, in the form of stored-
up labour embodied in technical processes involving a
lengthy ¢ period of production”: a scarcity which per-
sisted by reason of the short-sightedness of human
nature. As a result of this under-development of the
productive resources, the ownership of money-capital,
which in existing society provided the only means by
which lengthy production-processes Were able to be
undertaken, carried with it the power 1o exact a rent
of this scarcity. As a landlord could exact the price of
a scarcity imposed by objective nature, so, it would
seem, the capitalist could exact the price of a scarcity
imposed by the subjective nature of man. If there was
any significance in such analogies within the limits of
this theory, it was, surely, between interest and rent,
rather than between interest and wages? Like Ricardo
and Marx, Bohm-Bawerk had condemned the inadequacy
of mere ““supply and demand” éxplanations.! But, con-
fined as it was in the main within the limited circle of

1 “The man who, when asked what determines a certain price,
answers ‘ Demand and Supply’, offers a husk for a kernel.” {Capital

and Interest, p. 60.}
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exchange-relationships between factors of production
abstra(.:ted from more fundamental social relationships
was his own theory any more competent to explains
True, h:e introduced into his theory one significant
assumption about production: a technical fact, associated
with the dimension of time. But why shouid he have
chosen this technical fact in isolation from the rest and
neglecte.d the social relations which determined the piace
of man in production and his association with technique?
The decisive factor in the supply of capital, according to his
theory, was the subjective under-estimation of the future.
N(‘Jt only is this a factor which would not necessarily
exist outside an individualist society, and the existence of
which even in an individualist society has been denied
b’y some; but the degree of this subjective under-estima-
tion is itself dependent on the distribution of income
and hence on the class relations in society. Interest is,
therefore,' dependent on the latter in a double sense: iI;
that thf: size of incomes among the capitalist class reia'tive
to their accustomed standards of consumption, deter-
mines their attitude to saving and investment w’hile the
poverfy_of the masses determines the price at \,which the
are \iv:llm.g to sell their labour-power in return for imj-{
medl.ate income. Hence, interest depends for its de-
termination precisely on the type of social relations and
institutions, historically determined and not universal
with which Marx was concerned. As will be seen in &;
subsequent chapter, in a socialist society there would be
no reason for the under-estimation of the future which
gives rise to interest as a persistent phenomenon to
prevail, and no reason for the emergence of interest as
a category of income at all. As a solution of the interest-

', Pproblem in any sense which would be relevant to ques-
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tions such as these, this theory is empty and deceptive.
Moreover, it is not possible to say that its author had
no intention of claiming it to be a solution in this more
fundamental sense, and that he merely intended his
theory to assemble descriptively some of thf: relevant
variables of which any determinate explanation would
have to take account. In his Positive Theory of Capital,
he explicitly adduces as important corollaries of .his theory
that “‘the essence of interest is not exploitation”, but
that, on the contrary, interest is “‘an entirely .normf.zl
phenomenon; is, .indeed, an economic necessity”’, 18
“‘not an accidental ‘ historico-legal’ category, which mak_es
its appearance only in our individualist and capit'alfst
society” and “‘would not disappear even in the Socialist
State”.! e
But in this very application of the notion of utility a
strange contradiction appears which takes us at once to
the centre of the problem of the subjective theory of
value. To be sufficient anchorage for a determinate
theory of value, even formally viewed, it was necessary
that utility should be conceived as an expression of some
fairly permanent and consistent aspect of human psy-
chology. This is not to say that human preferences had
to be assumed to be unchangeable; but that they must
not be so contingent and fickle as to make it impr9bable
that they were independent of other varia.bles in the
system which they were intended to determine.® In so

1 Pp. 361 and 371. ; _

¢ Prof, ]. M. Clark states his belief * that this type of th.eory acquires
meaning just so far as there is attached to it some premise as 10 how
choices actually do behave”. (Essays in Honour of J. B. Clark, p. 54 f)
But it is not sufficient, for this purpose, to premise merely their bchav‘:opr:
it is necessary to premise that this bchaviour {(or certain determining
elements underlying it) is independent of the movement of market-prices.
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far as utility could be hedonistically treated as a
fundamental ‘‘satisfaction’, then, as we have seen, it
could reasonably be held to fulfil this condition. A
process of rational selection among the objects of choice
could then be held to make economic choice conform to
certain fundamental traits of human psychology. Even
though the tranmslation of such choices into economic
action was dependent on the distribution of income, the
actual choices themselves might be treated as independent
of market-prices. But if one can no longer link “desire”
(the immediate volition or act of choice) with ‘‘satis-
faction” (the more fundamental psychological event),
then the validity of such an assumption of independence
becomes very doubtful. Why should we not regard
such ‘“‘behaviour-reactions” as continually conditioned
and modified by the market conditions which they meet?
Boéhm-Bawerk makes no attempt to maintain that the
preference for present goods which lies at the basis of
his theory of interest represents any superior “satisfaction”
attaching to present goods: a holiday next year will give
us as much happiness when it comes as a holiday next
month, only we see the former more dimly in our im-
agination. If we grasp the present in preference to the
future, it is a matter simply of the imagination, of de-
fective rationality and ephemeral desire. Professor Pigou
has indeed singled out this case of subjective over-
estimation of present utilities as the most important
instance where ‘‘desire” and ‘‘satisfaction’ diverge, to
the detriment of economic welfare. In a very direct
sense this subjective attitude to present and future is
dependent on, and not independent of, the structure of
market-prices: namely, that it admittedly varies with
the income of the individual or class in question, since
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the latter will condition the degree of urgency of present
wants and the strength with which they excite and obsess
the imagination. An example of this is the. fact that a
group or a community may become cumulatively poorer
because, having a high preference for thfa present, it
becomes progressively less capable of providing for the
future. In terms of its subjective attitudes, therefore,
nothing determinate ‘can be postulated or forecasted.
Moreover, this attitude may vary in such a number of
ways with such a number of inﬂuenf:es as to throw
almost as many doubts on its universality as on its con-
stancy. It clearly may vary with the type of commOfi{ty
offered for sale and the manner in which commodities
are sold; it may vary according as the person .is an im_-
pressionable youth or of more mature experience; it
may vary according as the ind.mdual is m-akmg. his
choice qua isolated individual, or iz loFo parentis familiae,
or qua collective person in the capacity of a mftmber of
a college, a club or a business company. Ye.:t it was an
application of subjective notions where the1'r weakness
was most evident that Bshm-Bawerk chose in order to
provide a solution for the crucial problem of surp_lus-
value. But the weakness which is specially manifest
here serves to draw our attention to a defect which
attaches to the whole structure. | .
When Bailey had said that value implied ““a feeling
or a state of mind which manifests itself in the deter-
mination of the will”, he was expressing a notion which
by the end of the century was to be woven into a system.
The utility-theory interpreted the value of z commodity,
and by derivation that of ail the constituent facto.rs
required to make it, in terms of the service _rendered in
satisfying consumers’ desires. But the relation was not
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directly between value and aggregate service (or total
utility): these stood frequently in inverse ratio, as the
early economists had observed. The direct relation was
between value and utility at the margin; the crucial
factor being the increment of satisfaction rendered to
consumers by the final or marginal increment of a
given supply. A housewife who pursued the motive
of maximum satisfaction would achieve her aim by
distributing her money so that the satisfaction yielded
by the final penny spent in every direction was equal;.
since, if this equality was not achieved, she would
have gained by spending less in one direction and
more in another. This is a case of what Jevons called
the Principle of Indifference. There can be seen to
follow from this simple principle another one: namely,
that the prices of various commodities on a market
must stand in the ratio of their marginal utilities
—of the satisfaction yielded to consumers by the final
or marginal unit of each. If prices do not stand in
this ratio, it will profit consumers to demand more
of some commodities (those where the ratio of mar-
ginal utility : price is relatively high) and less of others
(those where this ratio is relatively low), until equili-
brium is achieved.

But this leaves the question: What fixes the position
of the margin itself? To this the answer is that it is
fixed by the available supply; which in turn raises the
further question: What determines the limitation of
supply? If the supply of all things was unlimited, there
would be no unsatisfied desires, no marginal utility and
no price. A price can, therefore, only arise because of
the limitations imposed on the supply of commodities
by the limitation of the factors of production required
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to produce them—a limitation expressing itself in the
form of costs.

In the manner in which they have assumed these
limits to be determined, two variants of the subjective
theory of value are distinguished. On the one hand,
the Austrian School assumed that, in any given set of
conditions, the supply of such ultimate productive
factors was fixed.! Being limited by an unalterable (for
the moment) scarcity, these factors, like any commodity,
would acquire a price equal to the marginal service
which they could render in production; these prices
formed the constituent elements of cost. On the
other hand, Jevons and Marshall assumed that (with
the exception of natural resources) these basic factors
of production could be varied in supply, but that their
variation was conditioned by the disutility, or the
“offort and sacrifice”’, which their creation cost. Hence
in equilibrium they must receive 2 price equivalent to
the disutility (at the margin) involved in the supply of
them. As Jevons putit: ‘Cost of production determines
supply; supply determines final degree of utility [or
‘marginal utility’]; final degree of utility determines
value”; and again, *“Labour is found to determine
value, but only in an indirect manner, by varying the
utility of a commodity through an increase or limitation
of the supply.” 2 Pareto has summarized this notion in
the phrase that value is the resultant of a conflict between
desire and obstacles—obstacles which preclude the full
satisfaction of desires. But the ultimate determinants

1 Strictly speaking, the Austrians did not assume, or need to assume,
that the supply of basic factors of production was unchangeable: merely
that the quantity of them was determined by conditions external to the

market, and hence could be treated as independent.
* Theory of Political Economy, p. 165.
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?f both sets of forces—both ‘‘blades of the scissors”
in Marshall’s phrase—are conceived as subjective in’
character, product of states of mind.

This structure seems to rest on a crucial assumption:
namely, that the individual will is autonomous and in-
dependent, in the sense that it is not influenced by the
market relations into which the individual enters or by
the social relations of which he is part. No one, of
course, would deny at least some influence of this kind.
If it is of a minor character and confined to a few special
types of- influence, this can easily be allowed for without
impugning the validity of treating the individual will
and .its characteristics as the determinant of economic
felauonships. But if this influence of social interaction
is considerable, the validity of the assumption is shaken;
and this atomistic treatment necessarily breaks downt
Npt only is it then likely that the fallacy of composition
will be invelved in any attempt to pass from the individual
to the whole; but states of will or of mind will be in-
capable of being treated as “‘independent variables’* in
the determination of events,

Doubtless such an assumption seemed natural enough
to a century of individualism, and may to-day seem natural
enough to the isolated bourgeois individual, priding

himself on his independence from social mfluences and

social dependence. But anything more than a superficial
analysis of the texture of society will show in what
nuUmerous ways the individual will, on the contrary to
being autonomous or independent, is continually moulded
by ‘the complex of social and economic relations into
which it enters. In the first place, the actual nature of

the preferences which the individual exhibits, as well as

the form in which they are translated into money, will
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be influenced by his position in society and the income
he receives. For instance, his preference for present
against future, as we have seen, of for leisure as against
commodities, and hence the “sacrifice”’ YVh.lCh he incurs
in working or saving, will depend upon his income; with
the circular result that the nature of the fun(;lgmental
costs which affect both the values of comr{mdmes and
the rewards of the factors of production will be deter-
mined in turn by the distribution of in.come. A“m?m
who is landless will estimate the “sacrifice” or ‘‘dis-
utility” involved in hiring himself to a master at much
less than will a peasant farmer possessed of laflfl and
instruments of his own, since the destitute position of
the former causes him to place a lower subjective \{alua—
tion on-his own labours in terms of the necessaries of
life. The same will be true of workers backed by a
trade union, as contrasted with unorganized workers with
a traditionally low standard of life.. Hence to Postulate
any normal values requires the prior postulatu?n of a
certain income-distribution and hence a certain class
structure. To give a precise form to the exchange-
relationships of a given society requires as da:tz} not
merely the mental disposition of an abstract mdmd.ual,
but also the complex of institutions and social relations
of which the concrete individual is a part. In‘ ‘the search
for a spurious generality, such factors are taken foxi
granted” in the modern theory of value: in a forma
sense you are at liberty to assume about the‘m whatever
you please. At best this seems akin to frar‘x‘nng t-he .lawsi
of physics or astronomy without .tl}e gravitationa
constant”. But in practice a more positive €rror €merges,
when the assumption as it stands -is taken to be a c_le-
scription of actual economic society. As a positive
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descriptive statement, it is false by reason of its very
partiality. It implies that economic phenomena are
ruled by a series of contractual relations freely entered
into by a community of independent individuals, each
of whom knows well what he wants and has access to
and knowledge of all the available alternatives. And
since by unnoticed sleight of hand harmony has been
introduced into the premise, harmony emerges in the
conclusion.

As we have said, however, it may be maintained that
the essential elements out of which human choice is
constructed are capable of being postulated independently
of the distribution of income and of the social position
of the individual. The actual schedule of preferences—
the fundamental ‘‘indifference-curves” of Pareto—are
not affected by the state of the individual, whether he
be rich or poor, starving or satisfied. Hence subjective
attitudes, in this sense at least, are capable of being
postulated as an independent basis for a determination
of the value-problem. But, firstly, it is to be remarked
that, even if this is so, such factors are not sufficient of
themselves to determine the problem; and something
additional requires to be postulated concerning the
position of the individual if we are to know how these
basic attitudes will be translated into actual choices and
actual demands—what sort of demand-curves are con-
structed from given sets of indifference-curves.! Secondly,

! This is simply an example of the fact, expressed in Marshall’s
famous bartcr-case, that, given a system of indiffercnce-curves, it is
necessary to postulate the position in the plane from which each individual
commences to conduct exchange-transactions before one can construct
the actual demand- or offer-curves which will shape the course of the
bargaining. Marshall defines this position in terms of the stock of each
commodity held; but the principle has a wider application than to this
simmple case,
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it is precisely these basic mental attitudes which it seems
impossible to postulate, short of a hedonistic definition of
utility or of some similar assumption. Otherwise what
meaning can be given to these schedules of preferences
which define the individual’s attitude to any conceivable
set of alternatives whether he may ever have experienced
these alternatives or not—preference-schedules written
presumably somewhere on the mind which would tell
us, if we could discover them by introspection, how the
millionaire would value leisure and income if he happened
to be beggared, or how the means-test victim would
behave if he suddenly acquired a fortune? 1If, as earlier
notions of utility implied, *“desires” which prompt im-
mediate acts of choice coincide with some more funda-
mental ““satisfaction” yielded by the object of choice,
then probably some meaning can be given to the assump-
tion of a constant set of mental attitudes of this kind.
" But if “desires” diverge from *satisfactions”, the latter,
even if they exist, will not rule behaviour, and so will
have little relevance to the economic problem; while
“Jesires” alone, divorced from any deeper roots that
they may or may not have, can certainly not be held to
display any such constancy or independence.

This brings us to a second reason which impugns the
assumption that the individual will ‘is independent:
namely, the influence of convention and of propaganda.
Both of these factors, to judge by the powerful influence
which they so evidently exert on acts of choice, seem
to be responsible for considerably greater divergence
between ‘‘desire” and ‘‘satisfaction” than has been
traditionally admitted by economists. Among the former
are to be included all those complex influences which
the desires and tastes of others exert on the individual, in-
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cluding the influence of class standards and of social
emulation, to which Thorstein Veblen so forcibly drew
attention. Among the latter are to be included all those
devices of advertisement, suggestion and selling-artifice
which have become such a dominant characteristic ot;
the present age. Their success depends on the extent
to which they can mould and create desire; and in the
degree of their success consumers’ choice becomes a
variable dependent upon the actions of prdducers.. More-
over, consumers’ desires are clearly open to the influence
of suggestion in a variety of ways. The mere existence
of a supply, if appropriately brought before the public
gaze, may create a desire which did not exist before;
while the amount and cunning of the sellers’ propagand;
may be decisive in determining whether people give
books at Christmas or gloves or handkerchiefs or um-
brellas; whether the public diet shall be composed more
largely of bananas or fish or milk; whether the ““drier
side of England” or the Cornish Riviera is preferred as
a holiday centre. When such propaganda can influence

group-conventions, the marriage of these influences can

exert redoubled power in shaping individual choice, as

is fully exemplified in the slavery of fashion, where least

of all can the individual be said to have a will of his

or her own. In the sphere of world-trade to-day one

can see the rising influence, both direct and indirect,

' of propaganda upon demand. “‘Buy British”, “Buy

1

: = .
Empire”, “Buy German” campaigns shape consumers’

 preferences to moulds into which they would not

otherwise fit. Apparently a paramount, and neglected,

" economic influence of the spread of national cultures

beyond national frontiers is to create the taste for those

things which bulk large in that nation’s habitual con-
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sumption because that pation has some special fac::hq;
in producing them. When one takes fu'H accoun ;)d
the extent of such influences as these in the wor
to-day, there seems to be littl_e d?ubt that theg -arih:
significant factor in the determination of dc::marll1 in e
case of nearly every comn;lodlty other than the pri
ies of food and shelter.

ne(l:\?f)sraf:; the influence of convention be regarded as of
minor importance. Human taste, beyond the mos:
primitive level, has clearly been developed by a prc;::es
of education in which custom ar{d convention have
played a principal tole, together with other factorls xg
the social environment. The most that can be postu ate
as innate to the ‘‘natural” individual is certain prlrr.laic'iy
desires or tendencies of a not very dlf‘fere‘ntlated kind.
In the history of each individual, the precise configura-
ton of that complex scale of preferences (even assurimg
such an entity) with which he is supposed to embar 01;
fife as an adult is clearly acquired from the influence 0
the society around him, and is afterwards s.ub_].e<1:t ﬁ)(
continual modification by such influence. Artificia S{lk
becomes cheap and every girl factory-worke}' finds si
stockings to be a necessary element in her life because
others wear them. The tailored suit becomes a necessity
for the gentleman, who would suffer ¥nuch los.s of. sa??-
faction if deprived of. it, because a given station 1n 11c
is conventionally marked by a given standard and style
of dress. Most of the expenditures on house-decoration,
furnishings and social entertainment are clearlyd co;-
trolled by the exactions of certain social stan lzr ;
People drink afternoon tea or c'ocktalls, and wou bt-i
deprived of satisfaction if individually they_had to a y
stain from them. Men enjoy the austere discomfort o
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the boiled shirt and starched collar because emulation
demands. Their wives collect silver for the sideboard,
and, a few years back, muslin curtains, palms or aspidistras
for the parlour, as symbols of bourgeois respectability.
Even a motor-car seems often to be desired as much
for the status as for the use it gives. Some years ago a
discussion .took place in the pages of Economica as to
whether any meaning could be given to the ‘total
utility”’ of boots as measured by what a gentleman would
pay if compelled to—perhaps [10 or f20 or f£30—rather
than walk barefoot to his office or his club. The answer
was given that the question had no meaning, since, if
boots were universally priced at f10 a pair or more,
none but the very rich would wear them, and the average
man would find little hardship in being seen in sandals,
or even barefoot, when all his neighbours and equals
were accustomed to do likewise.

That this assumption of the autonomous individual
will, independent of social relations, was fully intended
to be taken as a descriptive statement about economic
society is evidenced by a significant corollary which, the
utility-theory was held to imply. And the evident zeal
with which this corollary was emphasized reveals how
far from innocent of apologetic obsessions the economists’
choice of assumptions clearly was. This corollary was
hailed as a decisive reinforcement of the case for laissez-
faire, and consisted in the demonstration that a regime
of free exchange achieved the maximum of utility for
all parties. The argument was a plausible one, given
its concealed assumptions; and even to-day, when part
of its fallacy has been frequently pointed out, the fallacy
seems to die hard and continually to reappear in altered
guise. The clearest form of its demonstration is in the
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simplified case of the exchange between two sellers_of
two commodities, A and B. It follows as an alternative
version of the principle which was re_ferred to above
that exchange between them wil.l continue up to '_d?at
rate of exchange at which the utility of both (.:ommodltles
(the amount of the commodity parted with a.nd the
amount of the commodity acquired in exchgng_e) is equal
for each of the two parties. Up to this. point cach. party
will gain more utility than he parts with by continuing
to exchange A against B. Beyond it any rate of excha_n_ge
must deprive one or both of the parties of more utility
than he acquires in exchange, and .conse.:quen:tly there
can be no agreed rate of exchange Wth.h will satisfy .both.
The point of equilibrium, therefore, in thc bartering—
the rate of exchange which will be established on a free
market—will be the point (as Jevons put it) where ‘“‘both
arties rest in satisfaction” and where ““each party has
obtained all the benefit that is possible™. If 'th}s price
is one which brings the greatest benefit to each, 1t must,
therefore, be that which brings the greatest benefit to all:
prices established under conditions of a _free market
maximize utility’ for all concemed.. This cgrollar_y,
which is implied rather than expli.mtly enupcnated in
Jevons’ presentation of the theory, 1s emPha31zed more
clearly by Walras and Pareto and by Auspitz and Lieben
in their Récherche sur la Theorie du Prix.! o §

Some doubt should have been cast on the.51gn1ﬁf:a_nce
of such a maximum when subsequent discussion elicited
the fact that there was, not one, but a number o.f. rates
of exchange where this condition (the equal utility of

1 Walras’ interest in economic theory, indce.d, appears to have been
prompted by discussion with" a Saint-Simonian and the conseqycfnt
desire to furnish a simple proof that f.ree exchange on 2 competmw;
market yielded an optimumresult. (Cf. Wicksell, Lectures,Vol.1, pp.73-4-
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both commuodities to each of the two parties) was fulfilled.
Under the simple barter conditions cited by Jevons
equilibrium might be reached at any one of these points,
according to which party secured the advantage in the
preliminary stages of the bargaining; and any one of
these points could equally well be a position of “satis-
faction”. But any such position of *‘satisfaction” is
clearly relative to the situation of the individual at the
time when the bargain is undertaken. In any given
situation the resources and the choice of alternatives
which lie before the individual are restricted, and in a
capitalist society most notably restricted by the class to
which the individual belongs. In this given situation
in which the individual finds himself there may be one
path consistent with his best advantage, which 1t will
profit him to take; but that path is determined for him

~ by external circumstances, and is not the path he would

have trodden had his situation been different. A relative
maximum of this kind could only approximate to a
maximum wmaximorum, possessed of any absolute sig-
nificance, on the assumption that each individual had
free range of opportunities, and had only taken the road
he had after surveying and estimating the range of
extant alternatives. This is what cannot be postulated
of capitalist society; and it is the absence of this
assumption—indeed, the existence of the direct opposite,
namely, class division—which forms the necessary starting-
point for any understanding of the specific character of
capitalist society. Yet this was precisely the assumption
which the originators of the Utility School had illicitly
introduced. That the assumption is still apt to pass un-
noticed is indicated by the fact that it still forms the tacit
basis to-day of most of the comparisons of the effects of a
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competitive and of amonopoly regime, or of a capitalistand
a socialist regime, which are made in economic writing.!

Aware of the difficulties in the conception of utility,
economists have been increasingly inclined in reeent
years either to abandon the concept of utility or else to
define it anew in a purely empirical sense. The empirical
fact that individual desires express themselves in ob-
servable choices on a market is postulated, and equations
to determine economic events are constructed with such
choices as the given data; irrespective of what either
the psychological or the social roots of these choices may
be. Thus Pareto started with the use of the concept of
Utilité and later abandoned it for Ophélimité;® and
Cassel, who was fond of parading familiar ideas in
novel wording, eschewed the word utility altogether.
Professor Robbins denies that utility can ever be com-
pared for two individuals (characteristically using the
denial to rebut certain implications of the Law of
Diminishing Marginal Utility as to the damage done
to economic welfare by inequalities of wealth), and
asserts that all that economics as a ‘‘positive science”
is right in assuming is that each individual arranges the
objects of choice according toa certain scale of preference.?
Economics becomes a sort of theory of ““catallactics”, in

1 Professor Pigou states that “‘all comparisons between different taxes
and different monopolies, which proceed by an analysis of their effccts
upon consumers’ surplus, tacitly assume that demand-price is also the
money measure of satisfaction”. (Econs. of Welfare, p. 24.) Cf. also
Collectivist Econ. Planning, Ed. Hayek.

2 Cf. Manuel dEcon. Politique (Ed. 1909), p- 157.

3 FEssay on the Nature and Significance of Econ. Sctence, Second Ed.,
p. 137 et seq. Professor Robbins claims for modern economic theory this
superiority over the Ricardian system, that the former has ‘‘ press(ed)
through to the valuations of the individual ”. (ibid., p. 20.) Can one not

complain of it that it has presscd through no further than the valuations
of the individual?
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which ‘‘there is no penumbra of approbation round the
theory of equilibrium. Equilibrium is just equilibrium.” 1

It might appear as though this was to evade the
essential problem by retreating into pure formalism, and
that a theory defined in this way, and so emptied of real
content, had reached a level of abstraction at which it
was impotent to deliver any important judgment on
practical affairs, at any rate on the problems peculiar to
a particular system of economic society. If all that is
postulated is simply that men choose, without anything
being stated even as to how they choose or what. governs
their choice, it would seem impossible for economics to
provide us with any more than a sort of algebra of
human choice, indicating certain rather obvious forms
of inter-relationship between choices, but telling us
little as to the way in which any actual situation will
behave. Moreover, as we have already seen, if the
““demand schedule” of individuals is not conceived to
rest on something ultimate or fundamental, it cannot
be very solid anchorage for a system of market-
equilibria. If demand may change with every wind
that blows over the face of the market, as it may if we
postulate nothing but empirical desires, what entitles us
to assume that such desires are not entirely creatures of
price-movements? Indeed, if for this theory “equilibrium
is just equilibrium”, it looks very much as though a mere
generalized definition of equilibrium is all that we are pro-
vided with. Such a clarification of definitions may be a
highly useful, indeed an essential, task. But can it pro-
vide any more than the empty shell of a theory of Political
Economy, in the sense*of a study of the problems of actual

1 Essay on the Nature und Significance of Econ. Science, Second Ed.,
P- 143.
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economic society and the type of question which they
raise? In the first edition of his Essay, Professor Robbins,
indeed, declared that the corollaries of economic theory
depended, not upon facts of experience or of history,
but were ‘“‘implicit in our definition of the subject-
matter of Economic Science as a whole”:! a statement
which seemed sufficiently to characterize the theory as a
system of tautology. In his second edition this reveal-
ing admission is abandoned: instead, it is pleaded that
economic theory is by no means ‘“merely formal”, that
it rests on postulates which are, in fact, elementary
generalizations about any and every type of economic
activity, and that its corollaries represent ‘‘inevitable
implications”’, which, far from being *‘historico-relative
in character, hold true of any and every type of economic
society.2 But it must be difficult for many to be re-
assured by this re-statement when they learn that the
slender substratum of fact on which these laws of
universal application are made to rest still consists
simply - in the postulate of individual choice. Choice
is, of course, not confined to the type of activities which
are traditionally known as *‘economic™; and it transpires
that we are being furnished with an abstraction so general
as to embrace features common to any type of human
activity. This, indeed, Professor Robbins frankly admits.
“Every act which involves time and scarce means for the
achievement of one end involves the relinquishment of
their use for the achievement of another (and) has an

1 FEssay on the Nature and Significance of Econ. Science, First Ed., p. 75.

® Jbid., Second Ed., pp. 8o, 105, 121. Mr, H. D. Henderson has also
claimed that economic theory postulates “laws which rule whether
“merchant adventurers, companies and trusts; Guilds, Governments
and Soviets may come and go’’, operating “under them, and, if need
be, in spite of them all”. (Supply and Demand (Ed. 1932), p. 17.)
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economic aspect.” 1 Professor von Mises is even more
definite: ‘‘It is illegitimate to regard the ‘economic’ as
a definite sphere of human action which can be sharply
delimited from other spheres of action. Economic
activity is rational activity. . . . The sphere of economic
activity is coterminous with the sphere of rational action.” ?
The principles here enunciated, and their ‘‘inevitable
implications”’, consequently refer, and refer only, to an
aspect of every type of human activity—to cooking and
housekeeping, to games and recreation, to the planning
of a holiday, to the choice between being a philosopher
or a mathematician, as well as to what are usually known
as the specific problems of production and exchange.
But if this is the case—if economic principles are ad-
mittedly so tenuous an abstraction of one aspect of
human affairs from all the rest—one is surely justified
in doubting whether the imperative character of the
corollaries which such a theory is competent to yield
can be of any high order of importance for the specific
problems to which the specific characteristics of this or
that type of economic society give rise.

The search for logically concise definitions of one’s
subject-matter, which is so popular to-day, must gener-
ally be barren, and when pushed to an extreme must
result in emptying ideas of real content and attaining
little but an arid and scholastic dogmatism. This
tendency would seem to be product, not merely of a
passing fashion, but of a more fundamental defect.
What so many apparently ignore to-day is the lesson
which Marshall was primarily concerned to teach in
the Hegelian Principle of Continuity which he reiterated

Y Essay on the Nature and Significance of Econ. Science, Second Ed.,
P. 14. * Die Gemeinwirtschaft, Eng. trans., p. 124.
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in the classic Preface to the first edition of his Principles
(by comparison with which so much modern economic
writing appears shallow and unsophisticated): ! that in
the real world there are no hard and fast boundary lines,
as there are in thought, and that discontinuity and con-
tinuity are inevitably entwined. It is doubtless true that
in Marshall’s work certain aspects of continuity received
exaggerated and one-sided emphasis—that his motto,
Natura non facit saltum, was given a conservative em-
phasis. Yet by comparison with most modern writing,
his approach to intellectual problems at least bore the
stamp of a healthy realism: a virtue to which is, I think,
traceable much that has appeared as eclecticism and
obscurity to his critics; and which owed its origin to the
fact that he had sufficient philosophic background to
appreciate something of the complex character of the
relation between abstract ideas and reality and to be
anxious to keep his feet planted on the ground. It is
only at the sacrifice of any comparable realism that
precise definitions of the type which is fashionable
to-day can be attained. Clearly, any realistic definition
of a study like economics must run primarily in terms
of the concrete problems which it adopts as its subject-
matter (as is the case with any science): it must be a

1 “If the book has any special character of its own, that may perhaps
be said to lie in the prominence which it gives to . . . applications of
the Principle of Continuity. . . . There has always been a temptation
to classify economic goods in clearly defined groups, about which a
number of short and sharp propositions could be made, to gratify at
once the student’s desire for logical precision, and the popular liking
for dogmas, that have the air of being profound and are yet easily handled,
But great mischief seems to have been done by yielding to this tempta-
tion, and drawing broad artificial lines of division where nature has
made none, The more simple and absolute an economic doctrine is,
the greater will be the confusion . . . if the dividing lines to which it
refers cannot be found in real life.” (Principles, First Ed., viii-ix.)
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definition by type rather than by delimitation. The
definition of economics must be given by the slice of
the real world which it handles, and the generalizations
it creates, to be adequate, must represent the essential
features of its real terrain. Whether it is successful
or not in achieving this appropriate blend of generality
and realism is a question of fact: through worship of
epigram to abstract certain aspects only of events and
enshrine them in isolation from the rest may win an
appearance of superb generality, but only at the expense
of reality. Precision may be a most desirable, even an
essential, ingredient of the process of thought, as is
sharpness of steel in cutting. But when sharpness of
the tool and of its product are confused, when precision
is sanctified as the end of thought and made the touch-
stone of truth, thought is rendered flat and sterile, and
ideas become husks lacking the substance of life.

But the most abstract of economists, of course, intends
to state considerably more about the real world than
simply that human beings make choices. As Professor
Robbins tells us there are “subsidiary postulates”; and
these postulates, as he admits (a trifle reluctantly), are
““drawn from the examination of what may often be
legitimately designated historico-relative material”. The
truth seems to be that it is with these ‘‘subsidiary
postulates” that Political Economy properly begins. At
any rate, it is on such postulates that the realistic' corol-
laries drawn by economists depend. Least of all could
one charge Professor Robbins with a disregard for the
practical implications of economic theory, however ab-
stract his definition of the latter may be. But it is
precisely with these *“subsidiary postulates” that assump-
tions about economic society are implicitly introduced
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which are substantially similar to those of earlier econo-
mists, and which are of the type that we have referred to
as that of the autonomy and independence of the individual
will. Indeed, the very form in which abstract postulat.es
about individual choices are put constitutes them a dis-
torted description of the actual forces which control
economic phenomena in capitalist society, unle'ss they
are radically qualified by statements concerning the
social relations by which individual choices are govem?d
and the choices of classes are differentiated in capitalist
society. The mere absence of any such qualification
means that the statement that individuals choose, as soon
as it is made concrete in the form that individuals choose
in a particular way, becomes the false statement that
individuals choose freely, and that the events which are
the outcome of these individual actions are unaffected
by those basic productive relations—class relation.s con-
nected with ownership of economic property—whlch. are
the distinguishing characteristic of capitalist society.
Assumptions which are concealed are st.ubbom; and
despite Wicksteed’s hope that mathematical staternent
might serve as a reagent to ‘‘ precipitate the assumptions
held in solution in the verbiage of our ordinary dis-
quisitions”’, the increasingly mathematical ecfonomic.s of
to-day still rests substantially on the same basic premiscs.
The difference, so far as its apologetic influence is con-
cerned, is that the conjuror’s skill is now improved, so
-that the corollaries which he produces with much patter
about “‘ethical neutrality”” and with considerable elegance
of technique seem to his audience to be created a priori
from scientific principles of universal validity. Y.et the
secret assumptions are there all the time, implicit in the
very formulation of the question; and even though out-
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moded “utility” may be banished from the forestage,
the desires of a free-acting individual are still conceived
as ruling the market, and this ““sovereignty” (as one
writer has recently called it) ! of the autonomous con-
sumer is still the basis of any laws that are postulated
and any forecasts that are made. So it is that economists
will continue to contrast the autonomy of the consumer
under capitalism with the ““economic authoritarianism’’
of a socialist economy.2 The fact 18, of course, that the
valuations of the market under capitalism represent a
very high degree of authoritarianism. This assumption
which rules subjective economics to-day—rules it, not
simply as an incidental ‘“‘additional assumption”, but
by virtue of the very form in which the whole problem
is necessarily set—is parallel to a similar assumption
which underlies the traditional theory of politics and of
the State: namely, that the State is the expression of
some kind of general will constructed out of the multi-

! Professor W. H. Hutt in The South African Journal of Economics,
March 1934; where he declares that the principle is fundamental to
economics. Cf. also his Economists and the Public, p. 257 et seq. .

* A particularly naive example of this occurs in the following passage:
“That the consumptiop of the rich weighs more. heavily in the balance
than the consumption of the poor . . . is in itself an ‘election result’,
since in a capitalist society wealth can be acquired and maintained only
by a response corresponding to the consumers’ requirements. Thus
the wealth of successful business men is always the result of a consumers’
plebiscite, and, once acquired, this wealth can be retained only if it is
employed in the way regarded by consumers as most beneficial to them.”
(Mises, op. cit., p. 21.) If in a certain community where plural or
proxy voting was permissible a group of ambitious gentry managed to
accumulate, by fair means or foul, a majority of the votes, and at
Successive elections thereafter proceeded to vote the retention of
plural voting, Prof. Mises would presumably pronounce this a con-
sistent democracy since the whole process was an “election result”,
and approve the actions of the self-appointed rulers on the ground that
they reflected the decisions of a plebiscite as to what was beneficial to
the majority,
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tude of autonomous wills of free and equal individuals.
In the economic sphere, as in the political, the facts of
a class society belie the idyllic picture. What the power
of a capitalist Press is in the one case, that of the adver-
tiser is in the other. What class influence is in the one,
class convention is ‘in the other. In both spheres,
differences of economic status, and the economic depend-
ence of ownerless upon owners, are dominating factors.
Moreover, in the economic realm ‘‘plural voting” is the
rule, and not an exception; and it is a plurality which
extends to some casting a thousand or ten thousand
votes to another’s one. Yet the majority of economic
writings refer to the rule of the consumer because there
is a market as naively as Herr Hitler will speak of his
Totalitarian State as product of popular will because he
has held a plebiscite.

As one might be led to expect, it is in the so-called
Theory of Distribution that the most direct evidence of
abstract concepts framed to apologetic purposes is to be
found. It would hardly be incorrect to say that modern
economics contains no theory of distribution worthy of
the name. But that is not to deny that there have béen’
pretentious claimants to this office. Outstanding among
these has been the theory of marginal productivity. What
is instructive is that this theory, which most strikingly
bears the stamp of the mathematical method, has seen
most practical service as a reply to critics of the capitalist
system; and while the significance of the theory, when
properly stated, is generally admitted to-day to be purely
formal in character, it has been and continues to be used
as an answer to the type of problem to which Marx’s
theory of surplus-value was framed as an answer, and
hence as a refutation, or at least a sufficient substitute,
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for the latter. This theory is clearly a lineal descendant
of the older theories of productivity of capital; but rid
of the more obvious crudities of the older theories by
the application to the “‘productivity ” of different factors
of the concept of differential increments. Yet it was this
very refinement which, in fact, robbed it even of the
slender claim to answer the practical problem of surplus-
value which the crude productivity theory had had. By
stating that the price of a factor of production (whether
land, labour or capital) tended on a competitive market
to equal the difference made to the total produce
(measured in value) by the addition of a marginal unit of
that factor (as the price of a final commodity was equal to
the utility of a marginal unit), it was providing no more
than a more precise formulation of traditional supply
and demand explanations. And as Marshall hastened
to point out, it could not constitute ‘‘a complete theoty
of distribution”, since it left unanswered the problem
as to the nature and determination of the supply of
the various factors of production. Virtually it represented
a further step towards treating not only commodities,
but also the animate and inanimate instruments of
production, simply as objects of inarket exchange, in
complete abstraction from even the concrete activities
of production, not to mention the basic social relations
of which they were part. Yet the theory was immediately
hailed as a complete reply to the classical problem of
profit, rendering Ricardo and Marx obsolete. J. B.
Clark hailed it as a newly discovered ‘‘law of nature”;
and although few economists to-day atre to be found to
agree with him in so rash a statement, an important
number of them, I believe, would subscribe to the view
that there is some significant sense in which the theory
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could be said to show that the rule of competition ‘‘gave
to each factor of production the equivalent of what it
created”. At any rate, whatever the private beliefs of
professional economists, it seems not untrue to say that
ninety-nine per cent. of their audience understand some
such conclusion to be implied.

The action of critics of the new doctrine at first tended
to greater confusion rather than to clarity, owing to their
concentration on what proved to be a purely formal
problem—the so-called ‘‘adding-up problem”. The
question which they asked was whether, if each of the
factors was priced according to its ““marginal productivity”
as defined, the price of all of them when added together
would equal the total product, no more and no less. In
pursuing this largely scholastic inquiry they implied that,
if this condition could in fact be fulfilled, the theory
would have significance as a theory of distribution. This
was the line of criticism adopted by Mr. J. A. Hobson,
when he claimed that a factor of production could not be
rewarded at a value equivalent to its marginal productivity,
but must be rewarded at its average productivity. Unless
the latter were true, the sum of the earnings of factors
of production could not equal the total product. The
reply to this criticism was simply to define the situation
in more precise, and more abstract, terms; and to show
that when competition was fully defined *‘normal equili-
brium’’ must imply that marginal costs for each enter-
prise were equal to average costs (at a point where average
costs are a minimum), so that the crucial condition was
accordingly fulfilléd by the very definition of competitive
prices.

It is not, I think, without significance that Wicksteed,
to whom so much of the mathematical refinement of
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this theory is traceable, principally used it to attack the
Ricardian theory of rent and to demonstrate that any
concept of surplus-value was untenable. What he failed
to emphasize, or apparently to see, was that the very
form of statement which made a concept of surplus
meaningless in terms of this theory, simultaneously
rendered meaningless any of those practical corollaries
which justified its claim to be a realistic theory of dis-
tribution, and which he apparently held to be implicit
in the theory. Wicksteed pointed out that the Ricardian
theory of rent, formally regarded, was a ** residual fheory 1,
Expressed in mathematical terms, it stated that ‘‘the
whole produce being F(x), and ¥'(x) being the rate of
remuneration per unit which satisfied capital-plus-labour,
the whole amount which capital-plus-labour will draw
out will be x.F'(x), and the remaining F(x)—x . F'(x)
will be rent. Now this is simply a statement that when
all other factors of production have béen paid off, the
‘surplus’ or residuum can be claimed by the landowner.” !
If S=x+y+2, and x4y are given, it must necessarily
follow that z is determined as equal to S—(x+y). Such
a mathematical truism, said Wicksteed, could equally
well be applied to x and to y, as to 2. On the same line
of reasoning the price of capital or the price of labour
could be treated as a ‘‘residual surplus™: it was all a
matter of which factor was taken as ‘“given’ and which
as the residual variable to be determined: But Wicksteed
(like his present-day disciples) failed to notice that what
renders the theory of rent a mathematical truism is the
purely formal mode of stating it which he adopted; and
that this formal mode of statement also makes the whole

! P. H. Wicksteed, Co-ordination of the Laws of Production and
Distribution, pp. 17-18.
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theory, as a theory of distribution, a truism, once the
concept of competition is fully defined.! Naturally, no
distinction between factors of production can exist on
the purely formal plane: x, y, % are symbols which have
no differentia except their notation. Rent and Profit
are not differentiated from Wages by the rules of algebra:
if they are to be distinguished it raust be by character-
istics introduced from the real world—characteristics
associated with the actual activities which lie behind
these price-phenomena. Wicksteed, indeed, declares
that the theory as he expounds it seeks the laws of
distribution “not in the special nature of the services
rendered by the several factors, but in the common fact
of service rendered’;? which apparently amounts to an
admission that the principal differentiating qualities in
factors of production have been, ex hypothest, excluded
and the theory erected simply on the premise that the
factors in question are essential to production and hence
are in demand. On this basis, to affirm an essential har-
mony of interests between classes, to deny the existence
of ““surplus-value”” and *exploitation”, and so forth, is
a simple case of petitio principii® To inquire whether a

1 Wicksteed clearly thought otherwise. He thought that the theory
could furnish *suggestions as to the line of attack we must follow in
dealing with monopolies, and with the true socializing of production’—
suggestions “ magnificent in their promise’’. (Ibid., p. 38.) Elsewhere he
considers it a significant criticism of monopoly to say that it gives the
monopolists “more than their distributive share in the product as
measured by their marginal industrial efficiency”. Actually, as “marginal
industrial efficiency” is defined by this theory, the statement is equivalent
to saying that the monopolists receive more than they would receive
under competition, and is capable of meaning no more than this.

* Ibid., p. 7.

3 How purely formal the difference between factors of production
has become is well expressed by the fact that Wicksteed, in addition to

suggesting that ploughs, mznure, horses, foot-pounds of power must be
treated as separate tactors of production, also suggested the inclusion
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factor of production is being paid more or less than
its ““marginal productivity’’ has substantially the same
meaning (and no more) as to ask whether conditions of
competition prevail in the market or not. Moreover,
by appropriate re-definition the concept can be made
to apply to the pricing of factors of production under
conditions of monopoly.!

What has here been said in criticism is not intended
to deny that mathematical economics may have much
to contribute to the refinement of implications and the
clarification of assumptions. Nor is it to deny that the
subjective attitudes of individuals play a rdle as links in
the chain of economic events, and hence have a place in
any complete analysis of economic phenomena. But it
is to say that so long as mathematical technique retains
its servitude to a particular mode of thought, the con-
cepts which it fashions are calculated to veil rather than
to reveal reality. For this mode of thought, which is
enshrined in the subjective theory of value, first creates
for us a realm where disembodied minds hold communion
with etherealized objects of choice, and then, unmindful
of the distance between this abstract world and reality,
seeks to represent the relations which it finds in this
realm as governing the relations which hold in actual
economic society and as controlling the shape which

(for purpose of formal completeness) of ** the body of customers and their
desires”’ and even * commercial pushing”, “ goodwill”’ and ‘‘ notoriety "
as fgctors of production, each priced according to its marginal pro-
ductivity (op. eit., pp. 33-5). Mrs. Robinson has defined a separate factor
as anything which has any technical difference at all from any other
requisite of production, {.e. something which has no perfect substitute—
a definition applauded by Professor Robbins for its formal elegance and
economy. (Cf. Econs. of Imperfect Competition, pp. 108-9.) Such defini-
tions are certainly elegant, but they are also very attenuated.
1 Cf. Joan Robinson, The Economic Yournal, September 1934.
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events must have under any and every system of social
institutions. 'This is to confuse thought and to distort
reality. It is to have everything standing on its head.
To emancipate economic thought from this heritage is
a task that is long overdue.

CuaPTER VI

CONCERNING FRICTIONS AND EXPECTA-
TIONS: CERTAIN RECENT TENDENCIES
IN ECONOMIC THEORY

OnE of the marked features of economic thought in
recent years, and in particular in the last decade, has
been a decline in the older dogmatism, a quickening of
scepticism and a reawakening of controversy, What a
few years back was treated as settled doctrine, requiring
only refinement of its implications and application to
special problems, is to-day questioned in its basic as-
sumptions. Systems of thought whose final shape was
regarded as perfected, save for a few trifling elaborations,
are thrown back into the melting-pot. In these move-
ments of thought it is not hard to see reflected the
startling events of the real world of affairs in the last two
decades. On its practical side this deepening of scepti-
cism has consisted in the virtual break-up of laissez-faire
as a body of doctrine: one might almost say that it is of
this that the shift of doctrine has essentially consisted—
a change which has followed and not preceded the
decline of laissez-faire in the real world. To-day this
doctrine, at least in its traditional form, retains relatively
few, if noteworthy, defenders. But it can hardly be said
that where the old faith and certainty has been supplanted
much beside confusion and eclecticism at present reign.
These recent shifts of perspective mainly centre, I
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believe, in two significant modifications of "traditional
assumptions. Both of these seem to be connected with
the characteristics of a new age of monopoly, the one
directly, the other only indirectly. The first of these
consists in a criticism, or at least reconsideration, of the
traditional concept of competition and an attempt to
restate the conditions of equilibrium in terms of monopoly
or the presence of monopolistic elements. The second
consists in an emphasis on the qualifications which have
to be introduced into traditional equilibrium-analysis—
into the statement of economic laws and tendencies—
in situations where the expectations of individuals can
exercise a significant influence on events. The traditional
doctrine of laissez-faire, as we have seen, was based on
the harmonious and self-regulating effect of competition,
whether this was stated in the form of the classical law
of cost or according to the subjective theory of value
in the form of the equality of marginal utility and
cost. If, in fact, not this but a different equilibrium
rules, the results of actual laissez-faire must be different
from those which have been imagined. Again, the
essence of the classical theory had been that what ulti-
mately occurred was independent of the subjective wishes
or expectations of the individual entrepreneur. If this
was not so, and subjective expectations became an inde-
pendent determining factor in the result, the “invisible
hand” was to that extent thwarted, and again the outcome
of actual laissez-faire must be different from what had
previously been deduced.

Both innovations were concerned with the significance
of factors which are usually referred to as “frictions”.
Traditionally it had been admitted that where com-
petition was displaced by absolute monopoly, or some-
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thing approaching it, the price was determined (within
limits) by the will of the monopolist, and the cost-
principle no longer applied to what was now a situation
of deliberately contrived scarcity. But in all inter-
mediate situations where sellers (and buyers) were
numerous, elements which rendered the market ‘‘im-
perfect”” and caused it to depart from the abstract ideal
of competition were treated simply as frictions which
either delayed the attainment of the equilibrium-position,
without altering the nature of the position which would
eventually be reached, or else introduced definite spatial
differences in price—differences which were themselves
a simple and direct function of the frictional element.
For instance, ignorance of the market or inertia of pro-
ducers was held to delay the operation of competitive
forces, and so to allow any departure of price from normal
to be longer sustained, but not to alter the fact that,
given time for adjustments to be made, equilibrium would
again be reached, even if more tardily than would other-
wise have been the case. On the other hand, costs of
movement between different parts of a market, separated
in time or in space, would introduce definable differences
in price as one moved away from the source of supply,
these differences varying in precise ratio to the costs of

movement translated into terms of price. The novelty

of more recent theories lies in this: that the presence of
certain of these factors, such as ignorance, inertia or costs
of movement, are treated as having not merely this type
of frictional effect, but of altering the nature of the
equilibrating forces and of the equilibrium eventually
reached.

What, then, is the criterion of when a friction is not a
friction—or, rather, is something more than a friction?

187



POLITICAL ECONOMY AND CAPITALISM

How are we to tell whether certain ** disturbing influences ™
are likely merely to disturb the ““fit”’ of an approximation
by a certain minor and calculable amount, or whether
their presence transforms the situation in a qualitative
sense! It might seem at first sight as though this would
be wholly a matter of degree—of the magnitude of the
disturbing friction compared to the strength of the other
forces at work. But there is also a difference of kind
involved—a difference in the nature of the frictional
element in relation to the situation into which it is
introduced.

The introduction of a new element into a situation may
affect that situation in a number of ways. First, while it
may have the effect of weakening or delaying the opera-
tion of certain of the determining influences, and so of
retarding the working of the equilibrating forces after
an initial displacement has occurred, it may be held to
be irrelevant to the uitimate equilibrium that is reached
because it leaves unaffected the nature of the determining
forces. Of this type is the influence of ignorance and
inertia according to the older theory. In:this case the
new element is such that it can be considered as leaving
unaltered any of the variables in the equations which
define equilibrium. Thus, a narrowing of the pipe con-
necting two cisterns will not alter the fact that the
water will find the same level in the two, even though
it will delay the process by which this equality is
achieved

Secondly, the new element may cause a displacement
of the situation by a simple and determinate amount.
The friction in this case not merely delays, but shifts,
the equilibrium which is reached. But its effect in doing
so is simple and additive. Here the new factor in the
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situation is treated as though it were an additional con-
stant, altering by a given amount the value of one or
more of the variables in the governing equations; as the
effect of costs of movement on price, according to the
older view, was virtually treated as an addition to the
supply-price or a subtraction from the demand-price.
Its influence is thus of the same kind as that of any other
of the data. If its quantitative importance is small
relatively to that of the other factors which the theory in
its first approximation had embraced, then it can properly
be regarded as a mere disturbing factor, weakening the
precision but not damaging the essential correctness of
the previous generalization. At any rate, while its
presence or absence may alter the values which the
equations yield, its presence or absence leaves the
essential form of the equations unchanged.

Thirdly, the introduction of the new element may
transform the situation in a much more radical manner,
in the sense of altering the character of the actual relations
which hold between various quantities. Its influence
can then no longer be properly regarded merely as that
of a retarding or displacing friction: it is rather that of a
new chemical element, the presence of which alters the
character and action of other elements and so transforms
the whole composition. Its effect is no longer simple and
additive; and its presence can only be properly treated
as actually changing one or more of the equations (ex-
pressing given conditions or postulating relations between
quantities). But the new situation is capable of being
rendered determinate, like the old, provided that the num-
ber of equations(or separate relationships which areknown
about it) can be made equal to the number of dependent
variables. It is this type of influence which factors such
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as inertia or costs of movement have in certain recent
theories of ‘‘imperfect competition.”

The difference between the first two of these types
would seem to be partly one of degree. It is often
a matter of one’s time-reference—whether one is referring
to events at a near or a distant period of time, to the
equilibrium of a short period or a long period—whether
a given frictional element can be regarded as merely
retarding or as displacing. Moreover, if one’s state-
ments are dynamic in character and refer to a path of
movement and not merely to a static position of rest
(that is, if certain of one’s equations express variables
as a function of time), any friction that weakens and
delays the action of any forces will ipso facto modify the
subsequent path of events.

The essential difference for our present purpose is
between cases of the first and second types, on the one
hand, and of our third on the other. The simplest
example of a transition from the former to the latter is
where the influence of the retarding or displacing friction
is sufficiently strong to eliminate entirely the influence of
one or more of the main determining factors; as an
obstruction in the connecting-pipe between two cisterns,
which, if sufficiently small, may merely retard the flow
between, if it grows important enough to inhibit the

! Cases of this third type seem to be those to which J. S. Mill’s
principle of ** composition of causes” would fail to apply. They would
also seem to be cases to which Prof. J. M. Clark refers as those where
the introduction of change produces differences which are * qualitative
or chemical in character’ as distinct from being purely * quantitative .
(Econ. Essays in Honour of ¥. B. Clark, pp. 46-7.) But I fail to understand
what he means when he states that in equilibrium-analysis the “ adaptive
forces” need to be confined “to those which are seif-limiting and not
cumulative in character” (p. 48). Surely “ self-limiting’’ or “ cumulative
can only be applied to the nature of the total situation, and not to
individual factors in it?
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flow altogether may render the level of water in each
of them entirely independent of the level in the
other. What is of crucial importance in recent criti-
cisms of the older concept of competition is that the
presence in the market of frictions, such as ignorance,
inertia or cost of movement, even in a small degree, is
treated as introducing a change of our third type. Not
only may their presence cause prices in different parts
of the market to diverge from ‘“normal” by an amount
equivalent to the size of the friction, but it may cause the
level of ‘““normal price” throughout the market to be
different from what it would otherwise be. The effect of
the friction on price will be a double one—one direct in
permitting spatial differences to occur, one indirect in
changing the equilibrium-level itself. The traditional
statement of ‘“normal price” in a perfect market rested
on the assumption that, since the individual was one
among many, any action of his own could exert only a
negligible influence on the market-price. The individual
had to take the market-price as he found it and to treat

it as independent of any action of his own in expanding

or contracting sales or purchases. Hence, as a seller, he
could never gain larger total or net receipts by restricting
output (so long as price was higher than his marginal
cost), and it would always profit him to expand output
up to the point where the selling-price (and hence his
additional receipts from extended sales) was equal to
his marginal cost. Analogous considerations would
apply if he were an entrepreneur buying factors of pro-
duction in a perfect market. This is equivalent to saying
that the demand for what the individual sold and the
supply of what the individual purchased was infinitely
elastic. If certain types of frictional element were
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present, however, this assumption would no Jonger hold;
since the presence of the friction would have the effect
precisely of rendering the demand for what the indi-
vidual sold, or the supply of what he purchased, in some
degree inelastic. For instance, the cost of visiting a rival
retailer half a mile distant, or even inertia or ignorance
as to the facilities he offered, would create a preference
for buying from the near-by and familiar grocer, even
though his price were higher; and similarly with workers
accepting lower wages from an employer rather than
move and seek employment in another district or town.
If this inelasticity were at all appreciable, it would create
a range within which the possibility was created for the
individual seller to increase his net receipts by restricting
his sales, even when price ruled at a level above his
marginal cost; and analogously for an individual buyer
in restricting his purchases. Hence the competitive
principle that price would tend te be equated with
marginal cost was replaced by the principle which Mrs.
Robinson has termed ! the equality of marginal revenue
and marginal cost. In other words, each individual will
base his action on the monopolistic principle of contract-
ing output to the point at which his profit is a maximum.
As a subsidiary principle it will follow that producing
units, as represented by the scale of operations of an
individual entrepreneur, will tend to be smaller than the
most efficient size, instead of equal to the most efficient
size (estimated in terms of current market-values) as the
traditional theory of competition implied. To this view,
therefore, the competitive principle will apply only in a
market where frictions are completely absent—in other
words, only in the rarest, and in a sense the most ““arti-

! In The Economics of Imperfect Competition.
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ficial”, of cases in the real world (e.g. in organized produce
markets). Where frictions are present in any noticeable
degree, not only may prices diverge between different
parts of the market, but the equilibrium-level itself will
be differently determined, and determined according to
the principle of monopoly.? _

Thought appears to have been directed along these
lines, so far as this country is concerned, by a path-
breaking article by Mr. Sraffa in The Economic Journal
for 1926; although for some time the significance of the
hint contained in it does not seem to have been fully
appreciated,? 'This article suggested that since most
markets for the products of industry were in fact broken
up into more or less separate ‘‘private markets” for each
firm, the situation was properly to be treated in terms
of the theory of monopoly rather than of the classical
theory of competition. It was further suggested that
this prevalence of monopolistic restriction, as a general
and not merely an exceptional feature of capitalist
industry, even where apparent competition prevailed,

1 A good example of the change of treatment would seem to lie in
the significance attached to Marshall’s “marginal mobility’’. It was
formerly asserted that obstacles to movement did not obstruct the
ultimate attainment of competitive equilibrium so long as some mobility
existed at the margin (e.g. a few sharp housewives in a market, and a
Jew alert and mobile workers). The new view seems to imply that
this marginal mobility would be impotent to prevent the fixation of a
monopoly-price throughout the market if the mobility of the rest of the
buyers or sellers was nil or very small,

* In 1925 the present writer cited the manuscript of an earlier article
by Mr. Sraffa for an Italian journal, with its reference to the “private
market’’ of each producer, and indicated its relevance to the part played
by “goodwill” in the theory of profit. (Capitalist Enterprise, p. 88.)
But he was far from appreciating, still less emphasizing, its fuller sig-
nificance. Marshall, it is true, referred to a similar consideration as a
limiting factor on price-cutting on a falling market. But he would seem
to have attached to it no more than a short-period significance.
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was a factor which accounted for a failure by industry
to take-full advantages of large-scale economies or of
“‘increasing returns”, and for a chronic under-utilization
of productive resources. This point of view was de-
veloped in later work, in particular by Mrs. Robinson and
by Professor Chamberlin, who advanced independently a
theory of what the former termed ¢ imperfect competition ™
and the latter ““monopolistic competition” to supplant
the traditional analysis of competitive equilibrium.

The practical implications of this new generalization
were clearly of great importance. Profit was seen to
contain always an appreciable element of direct monopoly-
gain (i.e. a gain acquired by restriction): indeed the
important element of ““‘goodwill” in all business valua-
tions was seen largely, if not entirely, to represent simply
a capitalization of such monopoly-elements. Laissez-
faire, when applied to the world of fact instead of to the
ideal world of abstract competition, was found to sanction
a state of affairs where productive resources might
chronically remain under-utilized, available economies
be ignored, and production-units be maintained at an
inefficient size even according to its own restricted
definition of economy and efficiency.! But once this
position had been reached, larger vistas, even more dis-
turbing to accepted notions, were immediately opened
up. If the presence of these ‘frictional” elements in
the market created opportunities for monopoly-profit
and could be capitalized as business ‘“‘goodwill”, they

1 The analysis of Professor Pigou and others had already made a breach
in the traditional case for laissez-faire by establishing that even on the
assumption of “ pure competition’’ production was restricted below the
optimum in certain cases of * increasing returns’’ where “external econo-
mies”” prevailed. But the theory of * imperfect competition’’ added a
further “ exception’’, and moreover implied that the ** exception®’ became
virtually the general case.
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could, surely, themselves be created by the entrepreneur?
In the strange Alice-through-the-Looking-Glass sort
of world which was opening to the economists’ gaze,
“frictions” almost became a species of commodity
which could have a cost of production, yielded a profit
and hence could acquire a price. Whether, even if they
could masquerade as commodities, they could be said
to be utilities was exceedingly doubtful. Indeed, from
the standpoint of society and not of the individual, they
seemed properly to be treated as elements of “illth”
rather than of wealth—as Lucifers of restriction rather
than Gabriels of creation. Yet they seemed to surmount
this contradiction by possessing the convenient property
of bludgeoning the other party to the transaction either
qua consumer or gua worker into paying the price of
their existence in the form of a monopoly-price (either
in money or in labour-power) for real utilities.

It was this aspect of the problem to which Professor
Chamberlin devoted particular attention in his analysis
of the significance of advertising and selling-costs and
their effect upon price. Advertising and selling-devices
generally are the methods which can be used to work upon
factors in the market such as ignorance or inertia or
short-sightedness in space or time, and from these raw
materials to create more spectacular attachments and
preferences on the part of the consumer for the products
of a particular firm.! Of this the modern vogue of

1 Parallel to this in the labour market we find various devices for
attaching the worker more firmly to a particular firm, ranging from
types of welfare work, etc., designed to lessen ‘‘labeur turnover’ to
“company unionism”. The significance which this has is to combat
the influence of trade union organization and collective bargaining on
wages, or, in Marx’s phrase, to incrcase the " rate of surplus value'' by
* depressing wages below the value of labour-power”’.
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branded goods and proprietary articles is a special case;
while the increasing rdle played in the modern world
by the distributive apparatus and by distributive costs
is its inevitable product. In other words, ‘‘forces of
competition’’, which in the classical theory performed
a positive and a social function as the instrument by
which social interest dominated individual interest,
cheapening products and promoting innovation, to-day
appear primarily as a costly apparatus for resisting the
operation of ‘‘the unseen hand” of social interest and for
the manufacture of restrictive monopoly-rights.

The significance of all such devices of monopolistic
competition is that they are designed to raise and render
less elastic the demand of particular individuals or even
of a whole market by a mixture of coercion, cajolery and
propagandist suggestion.! To the extent that they do
this, and thereby create a privileged market for a parti-
cular seller or group of sellers (or buyers), such methods
“pay”. Here we seem to have a new bewildering sort
of “supply and demand” apparatus by which supply
can create demand as well as demand evoke supply.

! It is frequently argued in defence of such propaganda that it may
serve a constructive function in informing the consumer of alternatives
of which he was not aware. (Again, it may encourage expansion in cases
of “‘increasing returns” and so encourage economies in production,
although there is no reason at all to assume that it will in general en-
courage those industries where ‘‘increasing returns'’ prevail most
strongly: it may equally well encourage other industries at their expense.)
Certainly, a substratum of such “information” doubtless results from
most advertising. But ““information’ (i.e. of the kind which renders a
market more and not less * perfect™) has to be general and all-inclusive
to be such (like lists of hotels and hotel-prices issued by certain foreign
tourist agencies). But the essence of advertising is that it is not all-
inclusive, but exclusive, crying a particular ware with intent to distract
attention from the rest. Among instruments of coercion” which have
parallel aims and effects are to be classed such things as “tying-
contracts”’, boycott and the various types of political influence.
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We have here apparently a new type of expense, which
so soon as it has become general becomes ““necessary”’;
which is indistinguishable from any other form of cost
of production but yet is entirely relative to the monopo-
listic competition which produces it and to the particular
policy in this matter which the competitors decide to
adopt.! As Professor Chamberlin has said: ‘“Wherever’
selling-costs are incurred—and they are incurred in some
measure for almost all commodities—to cast the price
problem in terms of ‘competitive’ demand *and cost
curves is not merely inaccurate; it is impossible. . . .
Under conditions of pure competition there would be
no selling-costs. . . . The position of the demand curve
shifts with each alteration in total selling-expenditure.
In summary, the ‘competitive’ cost curve which includes
selling-costs is inconsistent with itself, it is useless, it is
misleading, and it is of very limited meaning.” 2

Here it would seem that we had again lost solid
anchorage; and that in face of such a bewildering
complex of dependent variables, nothing determinate
could result. The classical theory of competition would
appear to founder on this basic contradiction: that when
competition is concretely defined as operating amid the
sort of frictions which the real world must necessarily
contain, the ‘‘competitive equilibria” cannot define the
situation even as approximations. Are we really left,
as it might appear, with a situation where an indefinite
rise in prices may be engineered if selling-expenditures
are sufficiently increased, and the capitalist system may
raise itself indefinitely by its own bootlaces? True, it is

! Cf, Prof. F. Zeuthen, Problems of Monopoly and Economic Welfare,
p. 60: “The actual possibilities of a monopoly-profit will thus help to
constitute the costs of other enterprises.” :

* Chamberlin, Theory of Monopolistic Competition, pp. 175-6.

197



POLITICAL ECONOMY AND CAPITALISM

possible to produce some order from the apparent chaos
if one can postulate certain relationships between the
expenditure to be incurred on sellmg—dewces and the
concrete results which they yield in shifting demand
curves and opening opportunities for increased profit 1—
if a sort of cost-of-production-cum-productivity theory
"of friction-creating can be evolved. But such construc-
tions, while they are ingenious and elegant, seem to have
limited validity when applied to actual fact; and for
anything but isolated problems of limited dimension to
meet serious difficulties. Doubtless they may provide
a useful and valid method for analysing particular
markets for a special range of products on fairly rigid
assumptions of ceteris paribus with regard to other
industries, other prices and other selling-expenditures.
But for making statements in terms of the general
‘equilibrium of the system as a whole—for the macro-
scopic problems of economic society—their validity
seems to be more dubious. It is easy enough to assume
a knowledge of certain relationships to be given: it is
more difficult to see these assumptions translated into
something tangible. The relevant relationships seem
here to be themselves dependent on so many other
variables in the situation as to raise doubts whether
one can generalize at all widely on the basis of them
without becoming involved in contradiction. For
instance, a large part of the effect of advertising methods
depends on their differential character—on their absenece
among rivals. If such devices have become general over
an industry, and a fortiori over the whole of industry,
then an undefined part of them will presumably have the
effect (like pushing in a crowd) of merely counteracting

1 Ibid., p. 130 et seg. '
198

CONCERNING FRICTIONS AND EXPECTATIONS

the influence of the devices employed by others. While
this selling-expenditure will be necessary for each if he
is to retain his existing share of the market, it will not
necessarily yield him any additional profit as distinct
from maintaining the status quo. The influence of a given
selling-expenditure on demand in any particular case
will then be a complex function of the amount and form
of selling-expenditures on all other commodities and
of the change in the marginal utility of income to- con-
sumers as a result of the price-changes consequent on
such selling-costs, as well as on the *‘suggestibility”
of consumers in face of the particular selling-devices in
question. The fundamental question remains as to who
pays for the additional selling-costs which have now
become general, and hence ‘‘necessary’—where their
incidence falls. Will it fall on existing monopoly-profit
as part of the cost of maintaining “‘goodwill”? If so, it
must apparently have the effect of causing entrepreneurs
to reduce either their output or their expenditure on such
selling-devices, or both; unless each entrepreneur can
hope to acquire a new differential advantage by pushing
his selling-expenditure ahead of his rivals, on the as-
sumption that the latter will not follow suit; in which case
a new round in the selling-war will start. If the general
inflation of selling-expenses results in reduced output,
the burden will fall in restricted consumption on the
community. What has really occurred may then be one
(or both) of two things. It may be that profits are no
larger, or even smaller, than before, but a proportion
of labour and other resources has been transferred from
normal productive activity to the unproductive activities
of competitive marketing—to furnishing the accoutre-
ment of economic racketeering. Alternatively, what
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may have occurred is that entrepreneurs as a class
have increased their exploitation of other factors of
production by forcing the latter to accept a lower real
return. In other words, profit in general will have been
raised by-a lowering of the price at which workers are will-
ing to supply their labour-power to the employer, or else
by similar pressure on some intermediate section of society.
Whether this is the final result, and if so of what magni-
tude it is, will depend on the social relations which deter-
mine how far exploitation of this type can be intensified.

In any attempt, therefore, to generalize about such a
situation as a whole, we are apparently brought back to
the type of determining relation with which classical
Political Economy dealt. And this in a realm where it
might seem that the greatest conquests of modern
methods of analysis had occurred! We seem to be driven
back to these simpler and original formulations precisely
because, so soon as we admit the possibility of consumers’
choices themselves being moulded by the actions of
sellers, it becomes clear that a subjective theory of value
is incapable of furnishing stable anchorage from which
determinate statements may be made about the system
as a whole. “‘Consumers’ desires” are both constituted
as the starting-point for a theory of value and at the samc
time are admitted to be themselves ‘‘dependent vari-
ables”, determinable by the scale and nature of selling-
expenditure on the part of producers. To revert to
speech in terms of some simpler relationship, such as
Marx’s ‘“‘rate of surplus-value”, is, of course, to utter
no magic formula which can deduce for us any fact about
the effects of monopolistic competition that we did not
otherwise know. Such knowledge is not given a priori,
but is a matter of experience. But unless we cast our
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analysis in terms of certain fundamental relations of this
kind, and relate more complex considerations to them,
we seem unlikely to obtain any complete picture of the
situation or to be able to see the wood for the trees.
The recent emphasis given to the effect of expectations
on price-formation, if it can be given a genealogy, seems
to have two lines of descent. On the one hand, it seems
to have arisen from a study of short-period problems
with special reference to the effect of the existence of
large overhead costs; on the other hand, from a closer
analysis of the causes of movements in the gerneral price-
level, as distinct from the problem of the relative prices
of particular commodities. As we have seen, classical
Political Economy was inclined to treat movements
in the general price-level as a distinctly monetary
problem, irrelevant to the determination of relative
exchange-values and to problems of production. Re-
newed attention was attracted to the question by the
large price-movements of the last quarter of the nine-
teenth century, and again by the price-phenomena of the
war and the post-war period. What gave this study a
new interest and a new direction was the view which
developed that, on the one hand, changes in the general
price-level could not occur except in the form of a change
(at least temporarily) in relative prices (and hence with
effects on production and on distribution) and that, on
the other hand, expectations were competent to be an
originating cause of a permanent change in the price-
level. Interest in the former problem was largely
stimulated by the publication of Professor J. M.
Clark’s work on The Economics of Overhead Costs. 'The
study of this type of problem was not only a con-
tributory stimulus to the interest in a new analysis of
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competition and monopoly, but sowed doubts as to the
validity as well as the relevance of traditional analyses
of long-period equilibrium. Such analyses depended
in some form or another on costs as a determining factor.
But where a large proportion of costs represented ‘‘over-
head costs” of durable plant and equipment, costs were
to this extent irrelevant to the fixation of price over
considerable periods of time.! At any given moment
of time, and over any concrete ‘‘short period”, price
might diverge very widely from ‘“‘normal”. This
““short period” price was seen to be in part dependent
on expectations in two ways: on the expectations
as to the future which had prompted the original
investment in the fixed plant and so determined its
present amount, and on the contemporary expectations
of entrepreneurs as to the course of prices in the im-
mediate future which determined how intensively the
existing plant was utilized to produce current output.
How could it be certain that these short-period divergences
of price would ultimately tend to return to the long-
period ‘‘normal”? How could one be sure that those
long-period forces of which Marshall spoke, working in
the background to pull things back to predetermined
equilibrium, would work entirely undeflected by any
reciprocal influence of the short-period situation on
themselves? Was it not possible that the events of the
short-period situation helped to shape the very factors
on which final equilibrium depended? If so, the real
world was not only a succession of short periods where

! Overhead costs ‘‘introduce doubt and ambiguity into the most
essential economic service of costs’ so that the economist ““is deprived
of one of his ready-made yardsticks of econcmic soundness”. Hence
* private enterprise and private accountancy’’ can no longer be completely
trusted. (J. M, Clark in Econ. Essays in Honour of ¥. B. Glark, p. 64.)
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the long period was never reached; but even the long-
period tendencies which continually strove to operate
might be moulded by short-period happenings and hence
be servant instead of master. It would be like a game of
musical chairs where, not only was sitting equilibrium
never reached so long as the music continued, but the
players were allowed to move the chairs about the room.
Expectations, if they could affect what occurred in theshort
period, could also influence the permanent shape of events.
Some element of retarding friction seems necessary
to the operation of competition at all. As Professor
Maurice Clark has pointed out, there seems to be an
Hegelian contradiction in ‘“‘perfect competition” as
a concept, since, if competition worked perfectly and
without friction, it would never be in the interests of
a seller to cut his price, knowing as he would that all
competitors would immediately follow suit and deprive
him of all.gain in so doing.! But in the real world, of -
sCourse, competition can never work instantaneously.
The essence of the matter is that the existence of delay
introduces uncertainty for the individual as to the future
course of prices arising from uncertainty as to the action
of his rivals. At any rate, if he is one among many, it is
natural for him to assume that their action and hence the
future price will be unaffected by his own action. Con-
sequently, he will base his present decision as to output
1 ]. M. Clark, Econs. of Overhead Costs, pp. 417 and 460. Prof,
Chamberlin adds: * Perfect competition, it would seem, gives the same
Price as.perfect menopoly.” (Op. cit., p. 4.) This is correct, if one
imagines that equilibrium is reached from a price higher than the
monopoly-price. Then it is true that the situation described by Prof.
Chamberlin (where no individual anticipates any gain from initiating a
price-reduction) will preclude price-reduction. But the situation will

not hold any tendency to raise price from a previously lower level,
except by agreement.
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and sales on a consideration of the prices ruling at the
moment modified by a more or less blind guess as to the
course of future prices. Whatever action he decides on
can have only a negligible influence on the total market
situation; and the expectations of any single individual
are, therefore, irrelevant to the final outcome. But what
of the eftect of the combined expectation of a collection
of individuals (supposing that they are influenced by
similar expectations)? Were the classical economists
right in supposing that even this is irrelevant to the
determination of price?

Clearly, an expectation which is common to a whole
market, or to a substantial group of buyers or sellers, can
influence the price of the moment or of the immediate
future. Every fluctuation in the market bears witness to
this fact. Moreover, where decisions bear fruit along time
ahead (as with lengthy production-periods) or are embodied
in very durable objects, as occurs especially in decisions
relating to capital accumulation and investment, such
expectations may exercise an influence on the situation far
into the future, extending over years or even decades.
But this is not to say that their influence can be more
than a temporary one, even if the temporary period be
fairly long in duration: it is not to say that they can
necessarily alter the nature of the long period ‘‘normal”
to which exchange-values will ultimately tend to conform.

The reason for which the classical theory considered
that subjective expectations, even when they were
general, were irrelevant to the determination of long-
period equilibrium lay in the objective nature of its
theory of value. The factors which determined ‘‘normal
value’’ were not such as were capable of being influenced
by expectations or by any of the effects of short-period
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price-fluctuations. 'Thus there was no possibility of
expectations bringing about a displacement of values
which was permanent, still less a cumulative displace-
ment. ‘‘Normal values’ represented that arrangement
and distribution of labour and resources which, in the
existing state of demand and with the existing supply
of labour and resources, constituted the most profitable
position for the individual entrepreneur. If there was
any movement away from that position by one individual
separately, he would be involved in losses (or at least
would fail to secure as much profit as he otherwise could
have done). If there was any general movement away
from that position, either in the direction of contraction or
expansion, then either losses would be made all round or
abnormal profits, or some industries would make abnormal
profits and others would be involved in losses, with
the result that forces would be set in motion to reverse
the tendencies to contraction or expansion and to bring
things back to the ““normal” position once again. Given
that fundamental cost-conditions and demand-conditions
remained unaltered, expectations which did not conform
to the objective situation were automatically checked and
revised by the price-changes which the actions consequent
on these expectations provoked.! Subjective expecta-
tions bred from ignorance of the general situation, while
they were not irrelevant to the creation of economic
fluctuations, were irrelevant to the final career of each

.

1 Of course, under conditions where the buyers also base their actions
on expectations of future prices (e.g. 2 purely speculative market), since
they buy merely with the intention of selling again, there is a possibility
of indefinite price-movement in either direction, prompted by an initial
expectation on one side or the other. But the early utility-theorists, at
any rate, implicitly ruled out this possibility from the consumers” market
by their assumption that consumers’ demand was related to a calculus
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such fluctuation and to the tendencies to equilibrium
which ruled the long-period trend of events.

It is clear, however, that this view must be subject to
modification in two essential respects.

First, in so far as any of the governing conditions
either contained a conventional element which was
capable of being influenced by changes in the income of a
certain class or was in any other way dependent on the
income of a group or a class. Clearly, none of the deter-
minants of value in the labour-theory of value were
- capable of being so influenced. But certain of the
determinants of Marx’s prices of production might be.
For instance, in so far as the value of labour-power is
partly determined by what one may call the conventional
or social element embodied in the conception of a neces-
sary standard of life, a change in wages brought about
by temporary circumstances may itself alter the supply-
price of labour-power or its ‘“‘normal value” for the
future.! For example, the change might be brought
about in the one case by trade union action at a time
of expanding demand for workers, or in the other case
by the lowering of wages consequent on unemployment.
Such a change in the supply-conditions of labour-power
would react on the equilibrium-position to which things
would later tend to return: it would alter both the

of utility, which could not itself be influenced by expected price-changes.
Even so, of course, consumers may temporarily postpone consumption
in face of an expected price-fall and so aggravate the latter; but probably
only in order to purchase equivalently more at a later date. The fact
that the larger the element of speculative exchanges in the system the
greater is the instability of prices is a consideration which has becn ignored
by traditional theories of speculation, which have mainly concentrated
on an apologetic for speculative dealings.

! This conventional element is what Ricardo referred to as the factor
of “habit” and Marx as the “social” element in determining the * cost
of production of labour-power”’,
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aggregate and the rate of profit (and likewise rents) and
hence would establish a new set of normal exchange-
ratios. In Ricardo’s theory this consideration received
scant consideration, presumably for the reason that he
thought the law of population to be powerful enough
to make wagss conform to a subsistence level after a
sufficient lapse of time, ‘But in the theory of Marx
it had much greater importance. It was precisely
because an alteration of wages could modify the future
equilibrium on the basis of which capitalist production
and expansion would continue that Marx attached so much
importance to crises and to the “‘industrial reserve army”’
as shaping the future course of capitalism. For him, the
law of motion of this society was not a law of nature which
could be deduced mechanically from a few simple data
and then forecasted for a century ahead: it was something
which was itself shaped by the class relation between
Capital and Labour and by changes in this relation.
Similar considerations apply to the supply of capital.
The volume of capital accumulation is clearly dependent
in a very direct manner on the income of the capitalist
class. Hence any short-period change which affected
the income of this class would react on the volume of
capital accumulation during this and the immediately
succeeding period: for instance, an expectation on the
part of entrepreneurs which induced them to take action
which actually resulted in losses.! This has an import-

! It might seem as though expectations as to the future of relative
prices will also exert a direct and immediate influence on the volume of
capital investment, and that this influence should be classed under the
above head. But the significance in this case is different: it is the type
of action which ceteris paribus will be subject to revision because
actuality does not correspond with expectation; whereas changed
investment which is thé product of changed income, and hence of a
changed * supply-price’ of capital, will not.
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ance in the case of capital without any close parallel
because capital accumulation and the innovations which
go with it is so essential and continuing a process of
capitalist production. On it the amount of constructional
work and the balance between different lines of produc-
tion not merely temporarily, but also permanently,
depends.! As will be seen, monetary changes may also
have an effect on the supply of capital, and so leave the
technical state of industry, the balance between in-
dustries and the configuration of relative prices perman-
ently different from what they previously were.2
Secondly, it is clearly possible for subjective expectations
to affect the general level of prices, if they can influence
either of the two monetary factors which (given the com-
modity transactions) determine this level—namely, the
volume of money and its velocity of circulation. How
far they can affect the amount of money in circulation
depends, in part, upon banking policy. But the velocity

! If we regard what the Austrians term the “time-structure of
production” as lengthening continuously with time, then any short-
period change which alters the rate of investment must alter the speed
of this lengthening process and cause this “time-structure” to be
different at any point of time in the future from what it otherwise would
have been. This fact that capital accumulation is a continuing process
has always constituted one of the difficulties of the view which treated
capital as an ultimate factor of production. Capital is both a stock and
a current flow of additions to that stock; the “supply-price’ of these
two things is different, only one of which can ever be said to be
equal to the current return; and on the contrary to being independent
of the latter this supply-price is continually changing with it. Cf.
Armstrong, Saving and Investment, pp. 247-8; and above, p. 150.

* This is apparently the phenomenon to which Swedish economists
have referred when they have pointed out in emendation of Wicksell
that a change of prices (produced by a divergence between the “natural”
rate and the money rate of interest) may bring about a shift in the
“natural rate” itself. Cf. Lindahl and Myrdal cit. Brinley Thomas,
Monetary Policy and Prices, pp. 78-9 and 85; and Myrdal, Monetary
Equilibrinm.
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of circulation of existing money they can clearly influence
immediately and directly in so far as the first effect of such
expectations is likely to be on the use of existing money-
balances, in the one case by causing a drawing upon
existing money-balances to finance optimistic expecta-
tions, in the other case by causing the proceeds of
commodity-sales to swell idle balances as a result of
pessimistic expectations. The expectation, if it is general,
will tend to produce the very price-change which it hoped
for or feared.*

This, however, is not to say that the price-change will
necessarily be permanent, still less a continuing one.
It all depends on whether the expansion (or contraction)
of expenditure results in changes which confirm or which
disappoint the original expectation. If the result is to
yield losses to entrepreneurs (or in the converse case
abnormal profits) then the movement will be self-
defeating, and the contradiction between expected and
realized gains will be the corrective that produces a
return to the original position. If in the new position
the profits that were considered normal in the old position
are still realized (although not those abnormal profits,
or losses, the expectation of which prompted the original
movement), then there will not necessarily be any
tendency to return to the old position: merely a tendency,
having reached the new level, to stay there. But if the
result of the original movement is to produce the very
profits (or losses) that were expected—to yield a coin-
cidence of realized with expected gain—then the move-
ment, once started, will continue. In the first of these
three cases the original position was one of stable
equilibrium; in the second case, both the old and the

1 Cf. Wicksell, Interest and Prices, p. 97.
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new are positions of neutral equilibrium; in the third
case the original position was one of unstable equilibrium.

A situation where the initial movement is likely to
be self-defeating in its effects is where people wish and
try to maintain their money-balances at the same size
as before (measured in terms of real values). In this
case an initial price-rise (or fall) will tend not only to
be checked but reversed (e.g. through a rise in interest-
rates). If, however, a continuing influence on the velocity
of circulation is exerted by the fact that a price-change
itself creates the expectation of a continuing rate of
change in the same direction—the process of what
Wicksell termed a rise of prices ‘‘creating its own
draught”—then the change is likely, not only to persist,
but to continue.

In recent years there has been an increasing emphasis
placed by economists on the possibility of a change in
the price-level, initiated in this way, becoming cumu-
lative, because a price-rise itself breeds expectation of
a further rise and the expectation each time tends to
produce the very rise that had been expected. Hence
a picture has emerged of the economic system as being
unstable in a high degree. Professor Hicks has recently
pointed out that this instability arises from the fact that
under dynamic conditions one can no longer hold to the
crucial assumption that “the individual’s scale of prefer-
ence is independent of the prices fixed on the market’ 1
~—the tacit assumption underlying all versions of the
subjective theory of value which we have had occasion
to call in question in previous chapters of this book.
So soon as we admit the effect of price-changes in the
immediate past on expectations in people’s minds as to

! J. R. Hicks, Value and Capital, p. 249.
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what will occur in the future, and hence on their prefer-
ences spread out over time, this assumption of independ-
ence breaks down: cumulative movement in the direction
either of continuous inflation or deflation of all prices
becomes possible. In fact, we are faced with a situation
quite opposite to that which economics has traditionally
envisaged. Instead of the traditional picture of an
economic system possessed of such a high degree of
stability as to make a trade cycle scarcely explicable,
save in terms of some special disequilibrating influence
external to the system, we have the picture of an economic
system that is much more unstable even than the capitalist
system clearly is—moreover, a system about the larger
movements of which there is very little that one can say
by way of deterministic forecast. '

~ One reason why in the past this instability has been
denied has presumably been the belief that a change in
the general price-level, of the kind to which we have
been referring, cannot occur without some change also
in relative prices, and a shift of relative prices of a kind
that disappoints the original expectation of which the
price-movement has been the consequence. Hence the
shift away from equilibrium tends to be self-corrective
because it results in price-changes that prompt a revision
of the original action. The chief way in which expecta-
tions influence the situation in a capitalist economy is
through the expectations and actions of entrepreneurs.
Consequently this influence will operate through the
medium of changes in investment; and since the originat-
ing act takes this shape, it will represent a changed demand
on the part of entrepreneurs for a.particular class of
goods. The additional demand will represent a demand
for labour-power, raw materials and instruments of
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production, and not in the first instance a demand for
consumption-goods. The result of this will be that (if
there is a state of full employment, or approaching full
employment) the prices of the former will tend to rise.
The initial price-rise, therefore, takes the form of a rise
in the price of things which figure to the entrepreneur
as costs; and in so far as this set of prices rises relatively
to the price of his finished product, the margin between
them will be narrowed and, not only his recent and
“abnormal” profit-expectation, but even his ‘“normal”
expectation of profit will, ceteris paribus, be disappointed,
True, it will subsequently* happen that the prices of
finished goods will rise as wage-earners and others come
to spend their increased purchasing-power. But even if
these prices rise by the same absolute amount as costs
have risen, the margin between them will be smaller
proportionately to the higher level of costs and of selling-
prices; so that the rise in the latter will not prove
sufficient compensation to the entrepreneur, seeing that
his total outlay (in money terms) has increased.

To illustrate this argument, let us suppose, for example,
a community where the sole product, and also (by a
stretch of imagination) the only finished commeodity
which its inhabitants buy, consists of boots. Let us
further suppose that the expectation of improved profit
results in the decision of entrepreneurs in the boot
industry to draw upon their money-balances in order to
purchase more leather and equipment with which to
expand output. The result is that the new demand
for resources (constructional materials, labour-power,

1 It is to be noted that our argument here is independent of whether
this time-lag is long or short, or whether there is even any time-lag at
all. If there is, then the argument of the text will be reinforced.
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leather, etc.) competes with existing demands and so
raises the price of these resources.! Eventually the price
of boots will rise by an equivalent extent (as the wages,
etc., come to be spent). In other words, receipts from
boot-sales will increase by the same amount as costs
have risen. But they will increase in smaller proportion.
Meanwhile the capital outlay is larger than it was before,
having increased to the extent of the rise in costs; so
that the profits which can be realized will suffice only
to yield a smaller ratio of profit to outlay and hence to
disappoint the expectation on which the original invest-
ment was made.? The very rise in costs will, of course,

! If reserves of these things exist, then the price-rise of these resources is
smaller, or even, in the event of infinitely elastic supply of such resources,
nil. In this case the increase in the aggregate boot-output will be in
proportion to the increased money-expenditure, and no rise in selling~
price will occur. Here it is true that the rate of profit will not fall as
a result of the expectation-fed expansion of output. But if there is any
inelasticity in the supply of resources costs will be raised in some degree
relatively to the selling-price of finished goods (given the assumptions
referred to below).

2 The matter can be put in this form. Investment in the industry
is increased by x. For simplicity let us neglect the fact that part of the
investment will take the form of durable plant, and assume that invest-
ment entirely takes the form of leather. Then the increase of invest-
ment will be equivalent to an increase of current cost-ocutlay on boots.
Then if originally costs in leather and labour were X, receipts from
boot-sales Y, and the resulting profit Y — X = 3, the rate of profit

was 3;2 Now both X and Y are increased by x, leaving the difference

between them still= y. But the rate of profit will now = g
X+x

The result will be as #f, in a community of barter, a farmer, in ex-
pectation of an improved harvest, decided to lay out more corn in return
for labour, or contracted with labourers so as to promise them a larger
claim on the contents of his barns when the harvest was in. The harvest
then turned out to be no better than the previous year, with the resuit
that he found himscif worse off by reason of the optimistic contracts he
had made, while the labourers in that year consumed a larger proportion
of the current produce. :

The result (to revert to our boot example) will not be substantially
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in large measure have frustrated the intention to create
new plant, or even to acquire more labour and materials.
But it is this very frustration which precludes that
increase of output which might have enabled the invest-
ment-intention to realize its expectations of profit.

Of course, it may be that the effect of an expectation-
prompted movement towards expansion or contraction
is modified by the rigidity of certain elements in the
situation. This rigidity may be of money-wages, which
may fail to rise in .face of an increased demand for
labour, or it may be of certain long-term contracts that
are fixed in money: for example, loan-contracts, where
the effect of the initial price-movement may be merely
to ‘“‘squeeze” (or, conversely, confer a bounty upon)
rentiers. To the extent that this is the case, it might
seem at first sight as though the profits realized in the
upswing would be larger than would otherwise be the
case; and conversely in the downswing. (It would,
indeed, seem to be on some such conclusion as this
that the traditional view has been based which favoured
plastic rather than rigid money wage-rates in the face
of changes in the general price-level.) But this con-
clusion does not necessarily follow, if the expenditure of
these fixed-income groups is correspondingly smaller
than it would otherwise have been. This consideration,

different if part of the increaséd investment is directed towards new and
additional plant. Then, either the price of machinery and equipment
will be raised (with comparable effect to the rise of price of leather and
labour in our simpler case), or, if labour is drawn towards the con-
structional trades so as to change the technique of industry in the
direction of a raised ratio of capital to labour (Marx’s higher “organic
composition of capital” or the Austrian’s “more roundabout production™),
then the rate of profit will fall for this reason. The actual outcome may
well be a mixture of these two phenomena, the occurrence of the former
promoting and leading to the latter,
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accordingly, indicates that no answer to this type of
question can be sufficient unless something is known of
the reaction of consumers themselves to the price-rise;
and to this we have paid no attention hitherto.

It should now be evident that underlying this whole
argument about the movement of relative prices is the
assumption that it is the expectations of entrepreneurs
that play the active réle, while the actions of consumers
remain unaffected, or little affected, by price-expectations.
And it is apparently on some such assumption as this
that the traditional pictures of a stable system depend.
For, in this case, as soon as prices start to rise, those
persons whose money-incomes have not yet risen (e.g.,
non-wage-earners) will curtail their purchases, with the
intention of postponement. If, however, this is not
the case—if consumers, like entrepreneurs, are influenced
by a price-rise to believe that the rate of change is likely
to continue, or at least that the new and higher level
will be permanent *—then consumers will expand their
money-expenditure in an attempt to purchase at least as
many commodities as before.. The result will be that
consumption-goods will rise in at least the same propor-
tion as costs have risen; there will be no shift of relative’
prices, no narrowing of the profit-margin and hence no
necessary disappointment of entrepreneurs’ expectations.

1 This is the case that Professor Hicks describes as one of “‘elasticity
of expectations” being equal to or greater than unity. (Op. cit., p. 205.)
It was this case (where ‘‘the demand of non-wage-earning consumers
is quite inelastic”) that I stated to be highly unlikely in a lengthy footnote
on p. 112 {and again in a footnote on p. 213) of the original edition of
these essays, in discussing the views of Mr. Keynes, Mr. Harrod and
Mr. Lerner. I am now convinced that this case is not so unlikely as
I then thought: that, in fact, it may correspond closely to reality at
important phases of the trade cycle, At the same time, I still think that
it cannot necessarily be regarded as gemerally true to reality, as some
writers seem to have assumed without much question.
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Consumers and entrepreneurs alike, by expanding their
money-outlay, will have caused the price-change that
they expected, and their money-incomes will have risen
along with prices generally and with their own expend-
iture. The movement will have been self-justifying, not
self-defeating.

If, however, we take into account the fact that the
normal state of the system is one of unemployment
and unused capacity, there is a further factor which
makes for a high degree of instability in the rate of
investment, and hence in the activity of the economic
system and the volume of employment. The difference
which this consideration makes is that, if there is a
reserve both of labour-power and of other resources in
the system, we have to deal with fluctuations, not only
of investment-outlay of entrepreneurs in terms of money
(which in a state of full employment can only lead to
price-fluctuations) but of real investment-activity (e.g.,
the output of capital-goods) as well. Such fluctuations
of real activity introduce a cumulative factor, which
reinforces what has been said above. - The cumulative
influence resides in the fact that the profit that is earned
on existing capital equipment will depend on the level
of demand and hence of activity: consequently it will
depend, inter alia, on the rate of investment itself. A
rise in the rate of investment (or mutatis mutandis, a
fall) will increase the inducement to invest, thereby
encouraging a further rise in the rate of investment.
That this will be the case depends on the assumption,
first that selling-price bears some definite relation to
marginal cost, and secondly that, as existing equipment
is more intensively utilized, the productivity of labour
that is using this equipment will fall and marginal costs
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will rise. This rise of price (consequent on the rise of
marginal cost *) will cause a fall in real wages ? and a
“shift to profit”. Such a cumulative tendency, however,
is unlikely to be of permanent duration, for the reason
that, as investment proceeds, it leads to an increase in
the actual stock of capital equipment (without any
equivalent increase of Marx’s ‘“‘variable capital”), and
hence eventually to a fall in the rate of profit yielded
by a given mass of profit® Hence at some point the
eventual operation of the tendency for the profit-rate to

-fall is likely to counter-balance the tendency for total

profit to rise, so that the inducement to expand invest-
ment will at first tend to be.retarded and then reversed.
(The converse will happen as investment falls off cumu-
latively in a slamp.) What this factor is likely to produce,
therefore, is a fluctuating movement of considerable
amplitude, with the upward and downward movement

! It is to be noted that this rise is independent of (and additional to)
any rise of cost that may occur owing to the rise in the price of factors
of production due to increased demand by entrepreneurs, to which
reference was made a few pages earlier.

¥ If in face of this situation wage-earners demand a compensating
rise in their money-wages, the possibility of profits nevertheless increasing
will depend on whether this rise of money-wages does or does not result
in a proportional rise of selling-prices; and this will depend on the
conditions discussed in the previous paragraph, I have discussed this
point at greater length, in its special application to a socialist economy,
if this were to operate a similar pricing-system to capitalism, in The
Economic Journal, December 1939,

* Professor Hayek has emphasized another imfluence which he suggests
will operate in a similar way to reverse the expansion before long—
probably before ““full employment” is reached: namely, the fall of real
wages and rise of profit will tend to discourage investment in the more
labour-saving methods and encourage a shift to more labour-using forms
of production (a “shortening” of the production-period in his termin-
ology; a lowering of the composition of capital in Marx's). Hence
mvestment will ultimately decline, because of smaller inducement to
lock-up capital in expensive and very durable equipment. (Cf. Profit,
Interest and Investment.)

217



POLITICAL ECONOMY AND CAPITALISM

at first “‘creating their own draught” with quickening
pace, but in the course of doing so germinating a counter-
influence, which eventually overpowers its predecessor
and reverses the direction of movement.

The outcome of this analysis would seem to be that
expectations, at any rate business-expectations on the
part of entrepreneurs, play a dominant réle in the
causation of fluctuations, both in price and in industrial
activity, and hence can exert an important, if strictly
circumscribed, influence on the determination of long-

period equilibrium. This represents a significant modi- -

fication of classical theory and its statement of economic
laws, and leaves little standing of the ‘‘economic har-
monies” of laissez-faire. Of particular significance is
the emphasis that it places on the tendencies away from
equilibrium which lie inherent in an individualist economy,
as they were stressed by Marx, by contrast with the
tendencies fowards an equilibrium which the Ricardian
school had emphasized; and further on the fact that
such ruptures of equilibrium themselves play an active
and not merely a passive role with regard to the future.
We are left with the picture of a highly unstable system,
very different from the nicely equilibrated system that
it has been traditional for economists to depict. We are,
in fact, very far from the classical notion of economic
movement as a simple product of certain mechanical
motive forces (like growth of capital or of population),
and much nearer to a conception of economic movement
in terms of conflict and interaction.

So far the partial breakdown of the mechanical deter-
minism of classical doctrine has a positive value: it
clarifies our vision of reality. But there is another side
to it. Subjective economics, resting as it does on an
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attempt to interpret economic events in terms of the
psychological behaviour of individuals, finds itself faced
with a chaos of indeterminacy, where almost anything
is possible. Having crowned expectations, it finds itself
ruled by them; and where expectation is king, his every
mood is law. It lands us in a world of cumulative
movement and unstable equilibria, where large-scale or
long-distance forecast is impossible—a world in which
.a campaign of economic “ballyhoo” could exert, not
merely a defined and limited, but illimitable influence.
Clearly we cannot rest content with such a situation,
if only because the nihilist view in which we appear to
be landed would, if it were true, make the economic
system much more unstable than it actually is. Econ-
omists seem to-day to be at times in danger of imposing
by thought an indeterminacy on reality, just as previously
economists imposed on reality their own conceptions of
mechanical equilibria. We clearly cannot be content to
displace the proud structure of classical Political Economy
with a groping subjectivism which (as Professor J. R.
Hicks has cautiously said), while it may be “admirable
for analysing the impact effect of disturbing causes, is
less reliable for analysing the further effects”, and may
well run the “danger, when it is applied to long periods,
of the whole method petering out”.* The precise extent
and nature of the instability to which the capitalist
system is so evidently subject is, of course, a practical
question, to be decided by the study of actual situations,
and by comparative study of situations as they change
and differ. Reasoning on the basis of known general
characteristics of the system can never give us more
than a provisional answer: nevertheless, this answer may

1 The Economic Journal, June 1936, p. 241.
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have great importance for practice, and in default of
completer inductive studies may be the reasoning with
which we have to be content. To generalize more
confidently on the matter, and to see some pattern in the
chaos of indeterminacy to which subjective economics
threatens to lead us, we clearly need to go outside the
narrow circle of exchange-relations—of what to-day has
come to be narrowly defined as “‘economic” factors—
within which the economists’ problem is now usually
set. We look like being more usefully employed in
studying the connection between the economic and
social conditions in which individuals are set—institu-
tional and class conditions and the concrete relationships
of social groups to the process of production—and the
motives and actions to which these conditions give rise
than in further complicating the algebra of the impact
of expectational-systems on the constellation of prices.
One thing, at any rate, seems clearly to emerge; and
it is of fundamental importance. What gives to expecta-
tions the influence that we have been discussing, and
hence cradles the tendency of the system to violent
fluctuation, is the particular type of uncertainty that is
characteristic of a society of individual (as distinct from
social) production. It is the atomistic diffusion of
economic decisions under a system of individual produc-
tion for a market that gives to expectations their rein.
Connected with this is a distinction that would seem to
be crucial for the methodology of economics: a distinction
between the type of law that it is possible to postulate
of a world of perfect foresight, and that different type
of law, and degree of determinism, which operates where
various types of uncertainty prevail. Of course, economic
systems differ only in degree in the foresight of which
220

CONCERNING FRICTIONS AND EXPECTATIONS

those who take the ruling decisions are capable; although
in this respect (as is suggested in a later chapter) the
difference between a capitalist economy and a planned
socialist economy is sufficiently large to justify one in
treating it as a difference of kind.

What is significant here for the causation of fluctuation
is the blindness of the individual entrepreneur—the man
who takes the decisions which control production and
investment—as to the course of events in the immediate
future so far as these affect himself. It is quite another
matter as to whether the situation is such that the
economist or the scientist, standing outside the system,
as it were, and observing it as a whole, can estimate
the future. Even if such a scientific observer could
foretell the outcome, given the relevant data, it does
not follow that the entrepreneur could do so: since it
is the essential nature of the latter in an individualist
economy that he is in a situation where he is of necessity
ignorant as to the current actions of his rivals. In the
degree that he is thus in ‘‘blinkers”, his and others’
expectations will exert an influence in producing fluctua-
tions—fluctuations which will be greater and their effects
more lasting the more durable the form in which the
decisions are embodied. The generation of such fluctua-
tions is, accordingly, part of the essential nature of an
individualist economy, not an accidental derivative, We
are confronted with this paradox. If the entrepreneur
could foresee the actions of his rivals, he would not act
in the manner in which the theory of competition
assumes him to act, and the laws of Political Economy
in their traditional form would cease to hold true. Yet
it is the existence of this essential blindness which gives
scope to the influence of expectations, with the de-
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partures from equilibrium which this influence engenders
and the element of indeterminateness which it introduces.
Only by virtue of the uncertainty of each as to the actions
of all do the traditional laws of the market rule; only by
the appearance of freedom does economic necessity and
automatism prevail; only by reason of the essential
ignorance of each entrepreneur does the economist’s
power of forecasting the total situation emerge. As
Engels once said, the economists’ “natural law’ was
““based on the unconsciousness of the parties concerned”.
This rule of “natural law”, based on ‘‘unconsciousness”,
was as far as classical Political Economy ventured to
see—a rule of law later sanctified as the music of an
immanentsharmony. What Political Economy previously
failed to see is that this very atomistic ignorance of
each as to the intentions of others, through the influence
it gives to expectations, holds at the same time the
inevitability of economic fluctuations: fluctuations which
generate an important modifying influence, as well as
a potent motive force, shaping the future of the economic
system.
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IMPERIALISM

IT was primarily as a critique of Mercantilism that
classical Political Economy, and mere particularly its
theory of foreign trade, fired the minds of its con-
temporaries and won its place in history. To denounce
Mercantilism as a system and to refute the fallacious
reasoning of its apologists was a passion which domin-
ated the writings alike of Adam Smith, of James Mill
and of Ricardo. In view of the resemblance between
Mercantilism and modern Imperialism, it is the more
surprising that economists of our day should have had
so little to say concerning the latter, and should even
have treated it as a subject outside their scope. This
resemblance between eighteenth-century colonialism and
that of to-day, at least in superficial aspect, has often
been observed (among the earliest, I believe, by Thorold
Rogers in the ’‘eighties). The resemblance lies not
merely in the fact that both are concerned with a colonial
system, but in their employment of certain parallel
monopolistic practices, and in a similar antithesis which
their ideologies share to the doctrines of classical Political
Economy,

The early economists had few illusions about Mercantil-
ism; and their analysis disclosed very clearly the essential
relations which underlay its elaborate superstructure of
trade regulations and the ideologies created in its ex-
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planation and defence. They perceived that its essential
character was a special form of monopolistic policy and
that the gain which was sought from it was a monopoly-
gain, and primarily the gain of a limited class. James
Mill, who had described colonies as “‘a vast system of
outdoor relief for the upper classes”, wrote that: ‘*“The
mother country, in compelling the colony to sell goods
cheaper to her than she might sell them to other countries,
merely imposes upon her a tribute; not direct, indeed,
but not the less real because it is disguised”’; ! while
Say, describing the system as ‘‘built upon compulsion,
restriction and monopoly ”, declared that *“the metropolis
can compel the colony to purchase from her everything
it may have occasion for; this monopoly, or this ex-
clusive privilege, enables the producers of the metropolis
to make the colonies pay more for the merchandise than
it is worth”.2 Adam Smith, who had provided the classic
discussion of the matter, denounced the system in these
terms: “‘The monopoly of the colony trade, like all the
other mean and malignant expedients of the mercantile
system, depresses the industry of all other countries,
but chiefly that of the colonies, without in the least
increasing . . . that of the country in whose favour it
is established. . . . The monopoly, indeed, raises the
rate of mercantile profit, and thereby augments some-
what the gain of the merchants. . . . To promote the
little interest of one little order of men in one country,

! Elements of Pol. Economy, Third Ed., p. 213.

* Treatise on Pol. Econ. (1821), Vol. 1, p. 322 ; and Catechisin of Pol.
Economy, pp. 129-30. Cf.also Torrens, Production of Wealth (1821), p.228
et seg. Torrens does not hesitate to refer in refreshingly strong terms to
the “powerful junta of ship-owners and merchants, whose private
interest is opposed to that of the public” as responsible for colonial
regulations (p. 248).
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it hurts the interest of all other orders of men in that
country, and of all men in all other countries, . . . One
great original source of revenue, the wages of labour,
the monopoly must have rendered at all times less
abundant than it otherwise would have been.” 1

Both Smith and Ricardo discussed the effect of foreign
trade on the rate of profit. Both considered that it could
exert an influence to raise the rate of profit in the home
country, but for opposed reasons., Adam Smith had
argued that colonial trade would do so by diverting
capital into branches of trade in which it had a partial
monopoly, and where, as a result, the profit that could
be earned was higher. But this diversion of capital
would alse raise the rate of profit in all other trades as
well (owing to the lessened competition of capital in
them), and as a result would raise the price of com-
modities in the home country. This contention he used
to show that the Mercantile System did damage alike
to the home country and the colony.? This Ricardo
denied. It might well be possible for ‘“trade with a
colony (to be) so regulated that it (should) at the same
time be less beneficial to the colony, and more beneficial
to the mother country than a perfectly free trade”. At
any rate, ‘‘any change from one foreign trade to another,
or from home to foreign trade, cannot, in my opinion,
affect the rate of profits. . . . There will be a worse
distribution of the general capital and industry, and,
therefore, less will be produced. . . . (But) if it even

1 Wealth of Nations (Ed. 1826), pp. 571, 572. Cf. also the remarks of
Sismondi on the colonial system under which * the metropolis reserved
to itself all the profit of monopoly, but in a very restricted market”—
8o restricted as to mean that in the long run free trade would have been
preferable for both metropolis and colony. (Nouwvcaux Principes (1819),
1, p. 393.) 4 Ibid., pp. 556-9.
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had the effect of raising profits, it would not occasion
the least alteration in prices; prices being regulated
neither by wages nor profits.”” ! The only way in which
profit could be raised by foreign trade was through the
effect of abundant and cheap food-imports on the price
of labour; and this was most likely to be promoted by
free trade and the widest possible extension of the
market.

Marx includes foreign trade among the influences
which counteract the tendency for the rate of profit to
fall, and refers to the dispute between Smith and Ricardo.
In this matter he seems to have sided with Smith against
Ricardo (which was unusual for him). Foreign trade
could raise the rate of profit, not only by cheapening
subsistence, but also by ‘“cheapening the elements of
constant capital”. In addition to this, capital invested
in foreign trade, and a fortiori in regulated colonial
trade, could earn a higher rate of profit; and there
seemed ‘‘no reason why these higher rates of profit
realized by capitals invested in certain lines and sent
home by them should not enter as elements into the
average rate of profit and tend to keep it up to that
extent”. ‘‘The favoured country recovers more labour
in exchange for less labour, although this difference,
this surplus, is pocketed by a certain class. . . . So far
as the rate of profit is higher, because it is generally
higher in the colonial country, it may go hand in hand
with a low level of prices if the natural conditions are
favourable. It is true that a compensation takes place,
but it is not a compensation on [to?] the old level, as
Ricardo thinks.” This extra profit, which by competition
of capitals eventually tends to enter into the general rate

1 Principles, Third Ed., pp. 410 and 413.
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of profit in the home country, he termed super-profit;
remarking that this was something analogous to the gain
of ““a manufacturer who exploits a new invention before
it has become general .

It is not altogether clear whether Marx intended this
to apply both to the case of simple exchange between
two national economic units, either regulated or un-
regulated, and to the case where the relation between
them includes the fact of an investment of capital in
one by the other. Clearly these are two distinct cases;
and it would seem as though, with regard to the former,
Ricardo was substantially right: that the advantage
derived from exchange by the country with the higher
productivity of labour would not necessarily show itself
in any rise in the rate of profit, which was a ratio of
values; since the resulting attraction of gold into the
monetary system of this country might have the effect
of raising all prices equally and so of leaving relative
prices unchanged. The gain from the trade would
augment the rate of profit only if it showed itself in a
cheapening of subsistence or of raw materials and instru-
ments of production.? But what Marx doubtless had
in mind was a relationship between home country and
colony which included the fact of investment by the
former in the latter; and here Adam Smith’s view would
appear to be justified: the rate of profit in the home
country would in this case undoubtedly be raised, by
reason of the fact that the field of investment for its
capital had been extended.

! Capital, 111, pp. 278-80.

® Tt might also have an effect on profit—which was not mentioned—
if it led to a specialization by that country on lines of production which

had different technical conditions, and hence a different “organic
composition of capital” on the average from that which existed before.
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No rigid line of demarcation can, of course, be drawn
between these two cases: rather are they to be regarded
as two types of relationship between countries, the
effects of which shade into one another at the edges.
It is unlikely that trade-relations between two countries
will have no effect in cheapening foodstuffs and raw
materials for the more developed country, particularly
in the case of trade between an industrial and an agri-
cultural area; and to this extent the investment-field
for the capital of the former country can be said to be
enlarged. On the other hand, if capital is actually
invested outside the former country, the rate of profit
in that country is likely to be raised quite apart from
its incidental effects on relative prices. To define
precisely the economic relationship which characterizes
colonialism is, therefore, not easy. In such matters one
cannot expect to find definitions which separate pheno-
mena with the sharp lines of logic. Super-profit in
Marx’s sense can arise, it would seem, as much from
free and unregulated exchange between countries of
different productivity as from regulated exchange or
from foreign investment; and hence is a product in
some measure of most international trade. If we are
to give a distinctive definition of this economic relation-
ship, it must be in terms of something narrower than
this; and the most convenient and satisfactory economic
definition of colony and colonialism seems to consist in a
relation between two countries or areas involving the
creation of super-profit for the benefit of one of them,
either by means of some form of monopolistically regu-
lated trade between them, or by an investment of capital
by one of them in the other at a higher rate of profit
than that prevailing in the former. Each of these types
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of relationship represents a form of exploitation of one
area by another (through trade or through investment)
which is in important respects different from the trading
relationship between two areas which takes place on the
basis of free and unregulated trade.! ATy
What characterized Mercantilism was a relationship of
regulated trade between colony and metropolis, ordered
in such a way as to turn the terms of trade in favour of
the latter and against the former? In this system in-
vestment in the colony, while it was found, seems to
have played a subordinate réle. Modern Imperialism

repeats this feature of exploitation through trade; and,

while in the early stages of Imperialism this feature may
have been much less marked than it was in the colonial
system of the seventeenth and eighteenth centuries, in
the later stages it assumes a large and growing importance
in the shape of the neo-Mercantilist policies of ““autarky”
of imperial units. But between Mercantilism and Im-

1 The conception of foreign trade free of any monopolistic element
is, of course, as abstract a conception as ‘‘free competition’” in internal
trade, and is as rarely found. We use the conception here primarily
for analytical purposes.

2 This had earlier parallels in the relationship which persisted between
merchant capital and the peasantry and craftsmen at the close of the
Middle Ages and in the period of *primitive accumulation”. The
various monopolistic provisions of the mercantile guilds, reinforced
frequently by 2 policy on the part of the town governments, amounting
to a sort of “colonialism’ with regard to the surrounding countryside,
gave rise to an exploitation-relation of this sort which seems to have
constituted an important form of primitive accumulation, In the
Verlag-system it reached a higher stage; finally reaching its mature
and * pure” form in the exploitation of a proletariat by industrial capital
and the creation of industrial surplus-value. (Cf. the present writer’s
Capitalist Enterprise, Chapters 14-16, 18-19.) It is of interest to note that
this type of relationship formed the basis of the discussion in USSR,
over the relationship between industry and peasant economy in 1925 and
of Preobrajensky’s theory of so-called * socialist primitive accumnulation .
(Cf. the writer’s Russian Econ. Development, p. 160 et seq.)
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perialism there lies, of course, the whole difference
between a primitive stage in the growth of capitalism
and the most advanced stage of large-scale industrial
technique, of integration of finance with industry and of
monopolistic organization and policies. Consequently,
in the latter the export of capital comes to play a dominant
role, and with it the export of capital goods and the
hypertrophy of the industries producing the latter.! In-
deed, among the contrasts which distinguish the old from
the new colonial system, the fact of capital investment
in the colonial area appears to be the chief. This invest-
ment takes a variety of forms; and to represent it as
consisting exclusively, or even predominantly, in invest-
ment as industrial capital in the direct exploitation of a
colonial proletariat is to give an over-simplified and
mistaken picture of the actual process. Investment in
the colony frequently takes the form of large-scale money-
lending or of the exploitation of primitive forms of
production, much as did merchant capital in Western
Europe in the days of the Verlag-system.2 Moreover,
the keynote of colonial investment since its start has
consisted in privileged investment: namely, investment

1 Aggregate British capital-exports in 1913 were estimated to amount
to £ 4000 million, of which one-half was invested in the British Empi.te,
one-fifth in U.S.A., one-fifth in Central and South America, and only
one-twentieth in Europe. The following percentages of the distribution
of the combined exports of Germany, Britain and U.S.A. are instructive:

Capital Goods. Consumption Goods.
18oo. . . . 26 per cent. 74 per cent,
E0005 i o b a5 F 0 v 61 i
913« . . 460, 54

(Inter. Chamber of Commerce, Inter. Econ. Reconstruction, pp. 30-2.)

? Examples of this appear to be furnished by the Niger Company or
the Sudan Plantation Syndicate, or by much of French Equatorial
Africa, where foreign capital exploits primitive economy through trade
or money-lending, but shows little tendency to industrialize it.
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in projects which carry with them some differential
advantage, preference or actual monopoly, in the form
of concession-rights or some grant of privileged status.
Monopoly-rights and restrictive practices, not dissimilar
to those in force in Stuart England, seem always to
have constituted a large part of the attraction of colonial
investment, and to Imperialism as a system of profit-
extraction over wide areas to have furnished an essential
ingredient,

Since investment in colonial areas represents a transfer
of capital to areas where semi-monopolistic privileges
are easy to procure, where labour is more plentiful and
cheaper, and the ‘“‘organic composition of capital” is
lower, the process constitutes a very significant counter-
acting influence to the tendency of the profit-rate in the
home country to falll Moreover, it exerts this influence
for a double reason. Not only does it mean that the
capital exported to the colonial area is invested at a
higher rate of profit than if it had been invested, instead,
at home; but it also creates a tendency for the rate of
profit at home (in the imperialist country) to be greater
than it would otherwise have been. The latter occurs
because the plethora of capital seeking investment in
the metropolis is reduced by reason of the profitable
colonial outlet, the pressure on the labour market is
relieved and the capitalist is able to purchase labour-
power at home at a lower price. Export of capital, in
other words, figures as a means of recreating the in-
dustrial reserve army at home by virtue of tapping fresh

! For instance, J. 8. Mill, writing as early as the mid-nineteenth
century, makes this striking statement concerning the export of capital :
“I believe this to have been for many years one of the principal causes

by which the decline of profits in England has been arrested.” (Principles,
Ed. Ashley, p. 738.)
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fields of exploitation abroad. Capital thereby gains
doubly: by the higher rate of profit it reaps abroac.i ar}d
by the higher “rate of surplus-value” it can maintan
at home; and this double gain is the reason why, fundaf—
mentally, the interest of capital and of labour in this
matter are opposed, and why a capitalist economy has
a motive for imperialist policy which a socialist economy
would not have.l Its significance can be seen if one
supposes the process carried to an extreme: if one
supposes unlimited proletarian’ strata 1n the colonies
available to be tapped (and unlimited natural resources),
and if one further supposes all obstacles to capital-export
removed. The logical end of the process (if one cares
to follow out a purely abstract hypothesis) would be to
lower wage-rates (at least ““efficiency-wages”) i.n the
older capitalist countries to the level prevailing in the
colonial areas; and, so long as colonial areas remained
to be tapped, to maintain the mass of the population
throughout the world at this standard of life. For a
number of concrete reasons, the process does not reach,

1 With regard to the *‘ compensation” of cheaper food imports resulting
from colonial development, to which attention is frequently drawn,
a well-informed writer has recently concluded as follows: “A latf,nt
divergence of interest between workers and capitalists was coming
more and more to the front. Though capitalists had not bee_n'alone
in gaining from the export of capital, the working class ‘pa{'tlmpated
more by accident than design. It was only by a rare gomf:idence of
interests that the most profitable risks happened to fructify in cli.eaPer
and cheaper foodstuffs and raw materials.” He points out tfnat building
sultans’ palaces, mining diamonds, constructing strategic railways, ‘Il)ur-
chasing warships meant no such ‘‘ compensation”, Moreover, ; the
more new countries were opened up, the more apparent did the sectional
conflict become, The likelihood that foreign investment would redtfce
the cost of British imports was less overwhelming, the fear that in-
dustries competing with our own would be fostered was more intense.
. . . Foreign investment, it was apparent, might lower the standard qf
living instcad of raising it.” (A. K. Cairncross in Review of Economic
Studies, Vol. 111, No. 1.)
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or even approach, this abstract limit (which on the face
of it would seem to involve the ‘‘de-colonization” of
the colony, as well as the partial de-industrialization
of the imperial metropolis). But the tendency remains
as a partial tendency even if it is rountered by other
factors.!

There is often an inclination to fasten attention upon
this contrast between the Mercantile System and modern
colonialism—namely, the fact of capital investment in
the colony—even to the extent of denying that the parti-
cular type of exploitation which characterized the former
can be said to exist to-day. Stress is consequently laid
on the industrializing effect of Imperialism in backward
countries, by contrast with the restrictive effect which
the Mercantile System exercised on the economic de-
velopment of its colonies; and a picture is created of
a reproduction in the colonial areas of a fully fledged
industrial capitalism of the normal type, leading to a

1 This, of course, is not the whole of the matter, There may be
incidental gains to the working class of the imperial metropolis, accruing
to sections of it or even to the whole of it for a period. For instance, it
may derive benefit from cheaper food imports which result from the
opening up of undeveloped areas, or a particular group of workers
may gain from the enlarged market for the products of that particuilar
industry. Moreover, it may be possible for strongly organized workers
to share some of the fruit of certain monopolistic practices, adjunct to
Imperialism, which will be described below. Morecver, there is always
the strictly relative sense in which a slave may benefit from the prosperity
of his master: in the sense not of a comparison between his state as
slave and as free, but his state as slave to a less prosperous and a more
prosperous master. (Clearly this sense of *‘benefit” must always be
subordinate to the more fundamental loss he suffers from his slave state.)
So, if capitalism finds a partial escape in colonialism, it may avoid forms
of pressure on the working class of the metropolis to which it would
otherwise have had to resort. Compared with the latter alternative the
metropolitan proletariat may be said to benefit from Imperialism. This
is particularly relevant to an aspect of Fascism which will be mentioned
below.
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progressive de-colonization of the backward countries.
This perspective emerges from a neglect of those features
of resemblance between Imperialism and the old colonial
system to which we have referred, and of the character-
istics of colonial development which are associated with
an age of monopolistic organization and policy. It is
true that Imperialism exerts a revolutionary effect in the
colonial area, more markedly than Mercantilism (which
confined itself in the main to trade relations and the
encouragement of agricultural plantations) ever did.! In
so far as capital is to be invested as industrial capital, a
proletariat must be created where this condition does not
already exist; and this implies the disintegration of older
forms of economy, tribal or semi-feudal, by a process of
““primitive accumulation”. As a condition of extending
the investment field, Imperialism requires a partial
revolution in the methods of transport: the harnessing
of natural resources, and sometimes, though not in-
variably, a measure of political as well as economic
unification of the country. Yet this is subject to im-
portant qualifications; and the positive r6le which the
system plays, even in its early stages, in colonial areas
seems to be considerably more limited, relatively to
contemporary possibilities, than indigenous capitalism
played in the original industrial countries. Frequently,
for political reasons, it supports rather than supplants
reactionary social and political forms (for instance, the

1 Tt is to be noted that in speaking of colonies here we are referring
to those which are properly colonies of the Imperialist epoch. Those
parts of the British Empire which constitute the so-called Dominions
are not properly colonies in this sense—they are the former colonies
of the Mercantilist period, which have since achieved considerable in-
dependence. (South Africa, on the other hand, with its large exploited
native population is, again, in a special positien.)
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native States in India; the perpetuation of the political
disintegration of China), especially when it needs to
seek for allies against rivals within or without the colony.
As at certain stages in the earlier history of capitalism
merchant capital effected a compromise with feudal or
semi-feudal interests or with the Court, in alliance against
a parvenu industrial bourgeoisie (as in seventeenth-century
England), so the imperialist interest may lie in alliance
with the remnants of the old ruling class of the colonial
country in opposition to the designs of a native bourgeoisie
with its interest rooted in intensive industrialization. As
we have said, capital investment in colonies is very largely
privileged investment, with semi-monopolistic rights or
restrictions attached; while in many cases it takes the
form of the exploitation, and consequent perpetuation,
of relatively primitive forms of production: a tendency
which will be encouraged by the very poverty of the
colony and the cheapness of its labour-supply. Again,
it may run.counter to the gain of the capitalist class of
the imperialist country to encourage investment in types
of colonial production which will compete with the ex-
clusive advantage which that industry in the mother
country has previously enjoyed. A monopolistic element,
therefore, quickly enters in, discouraging certain types
of colonial development which are rival to other imperial
interests, and often limiting industrial development i
the colony to types of production which are comple-
mentary and not rival to those of the metropolis.! Since
an “infant” industry usually requires some differential

! To express it in abstract terms: it would be in the interest of the
capitalist class of the metropolis as a whole to act as a discriminating
monopolist in its investment, limiting investment in the colony so as to

maintain a higher rate of profit there and so as not to compete with the
products of home investment.
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encouragement to launch it on its career, the mere absence
of special encouragement to colonial industry may suffice
to cramp industrialization within narrow limits.

That Imperialism will very soon bring monopoly-
practices reminiscent of Mercantilism in jts train is
made probable by a special and distinctive feature of
this system. While the mere export of capital does not
depend upon an elaborate regulation of trade between
colony and metropolis, as did Mercantilism, and can
even thrive in company with a policy of the so-called
“Open Door”, it necessitates, as the colonial system of
earlier centuries did mot, a large measure of political
control over the internal relations and structure of the
colonial economy. This it requires, not merely to
‘“protect property”’ and to ensure that the profit of the
investment is not offset by political risks, but actually to
create-the essential conditions for the profitable invest-
ment of capital. Among these conditions is the existence
of a proletariat sufficient to provide a plentiful and cheap
labour-supply; and where this does not exist, suitable
modifications of pre-existent social forms will need to be
enforced (of which the reduction of tribal land-reserves
and the introduction of differential taxation on natives
living in the tribal reserve in East and South Africa are
examples).! Here, in this closer control of the metropolis
over the internal politics of the colony, seems to lie the
basis of that political logic of Imperialism, which its
history reveals, to graduate from ‘‘ economic penetration”
to ‘‘spheres of influence”’, from *‘spheres of influence"”

1 “In every tropical African possession the expropriation, exploitation
and the virtual enslavement of the native inhabitants have been de-
manded by the white settlers and capitalists, and everywhere, except

in British West Africa, it is being accomplished.” (Leonard Woolf,
Econ. Imperialism, p. 68.)
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to protectorates or indirect control, and from protector-
ates vig military occupation to annexation. As soon as
political control arrives as handmaid to investment, the
opportunity for monopolistic and preferential practices
exists; and if this political control is used, it will pre-
sumably be used in the promotion of the particular
interests it represents. The process of investment and
the economic development of the colony will not operate
in an idyllic environment of laissez-faire.

It would seem that these restrictive and monopolistic
aspects of Imperialism become particularly prominent in-
the later stages of its development, and then come to
constitute an essential element of the relationship between
metropolis and colony. At first, when the field of invest-
ment is virgin and concession-hunting easy, attention is
mainly directed to seizing such opportunities as lie to
hand or to opening up new fields. This is the pioneering
stage when there is still room for all. The Scramble for
Africa of the ’eighties, with a whole continent before it,
did not as yet imply acute rivalry. The Fashoda inci-
dent, it is true, followed very soon, before the scramble
was complete, as portent of future storms. But there
still remained sufficient room to permit the principle of
"!compensations” to be applied between the rivals, as
it was applied, for instance, to mollify Franco-British
rivalry in North Africa. The gangster-lust to “‘ partition
the globe” as exclusive “‘territories” still had virgin
lands to feed on. The Morocco incident of 1911 was a
more serious portent; and as soon as the hinterlands of
British East and German East Africa were developed,
the pressure of a latent rivalry in central Africa inevitably
grew. Even so, it was probably in the Near East, along
the road to Bagdad, to Teheran and to India, rather
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than in Africa, that the most dangerous gunpowder-train
leading to August 1914 was laid.

Yet even in this early stage there is nothing like the
free competition of classical doctrine in the bidding for
investment-opportunities and concession-rights. Pre-
ferences of one type or another figure prominently in
the game; and in establishing or maintaining these
preferences political influence plays an outstanding réle.
The history of this development abounds in instances of
political influence being decisive in determining to which
.of competing national groups a particular concession. is
assigned—the history of China, South America, of the
Near East, of Egypt, Tripoli, Morocco.! Once attained,
the special rights enjoyed by such bodies as the South
Africa Company, the British and German East Africa
Companies, the Niger Company, the Sudan Plantation
Syndicate, the pre-war Bagdad Railway Company (to
mention the more obvious examples) constituted them
virtual monopolies over an extensive sphere. What is
true of loans, constructional contracts and mining-con-
cessions is true to a less extent of trade in commodities,

and probably tends to become more characteristic of -

colonial trade as colonial development proceeds. As
Professor Pigou has said: ‘‘There are openings for highly
profitable investments in loans to weak gavernments
whose officials can be bribed or cajoled, in building
railways for such governments on favourable terms, in
developing the natural resources of oil-fields, or in
establishing rubber plantations on land taken from
Africans and worked by the foreced or ‘stimulated’

1 Cf. such works as: L. Woolf, Empire and Commerce in Africa;
Earle, Turkey, the Great Powers and the Bagdad Railway; Brailsford,
War of Steel and Gold; Nearing and Freeman, Dollar Diplomacy; T.W.
Overlach, Foreign Financial Control in China.
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labour of Africans at a very low wage. When the
government of some civilized country has annexed, or
is protecting, or has established a sphere of influence
over any undeveloped region, these valuable concessions
are apt to flow, even when they are not formally reserved,
to financiers among its own nationals, These financiers
are often rich and powerful. They have means of making
their voices heard through newspapers, of influencing
opinion, and of putting pressure on governments.” !
The classical theory of foreign trade postulates that
countries tend to specialize on producing' those com-
modities in the production of which they have a com-
parative advantage, and that the gains of the trade are
divided according to the elasticities of the relevant
national demands (expressed in terms of the commodities
each exports to acquire the commodities it requires to
import). It would hardly be incorrect to say that to-day
the precise opposite is true: that each country attempts
to create or to ‘“‘earmark” for itself the demand for
those things which it has the facilities to produce; and
that economic hegemony consists in success in so doing.
What is the economic significance of the spread of the
culture, habits and customs of a particular nation to
““backward areas” if it is not that the latter will tend to
develop tastes for what the former has become fitted to
produce, and hence historically has grown to appreciate
and desire? This process is, of course, subject to im-
portant qualifications. A nation which has no coal can
hardly train its colony to tastes which exclude coal
altogether, or a nation which has no textiles to coerce
its colony into going naked and buying jewellery instead.
But a colony under British influence or domination is

Y Political Economy of War, pp. 21-2.
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likely for numerous reasons to prefer British engineers
and British personnel for its industry, and enterprises
staffed by British personnel are likely to have a bias
towards using British patents and devices and placing
construction-contracts with British firms. In a British
colony the prevalent fashion (unless there is strong
reason to the contrary) is likely to lie in the direction
of British cloths and British styles; and in a German
or a French or a Japanese colony in a different direction.
The effect of such influence will, of course, be that the
financiers, concession-hunters, contractors, trading com-
panies, etc., will be able to enjoy a higher price of sale
and a lower price of purchase than if these preferences
had not existed and their transactions had taken place
in a more perfectly competitive market. In other words,
the ‘“terms of trade” between metropolis and colony will
be turned in favour of the former. The aphorism that
““Trade follows the Flag” embodies the essential truth
that a significant aspect of the réle of colonies in inter-
national economics is that they constitute in large part
“‘private markets"’ for the interests of the national group
which controls them, even where the policy of the “Open
Door” prevails. The number and extent of such
privileged spheres which a national capitalism can enjoy
will significantly determine the rate of profit which it
can earn and the place it can hold in world economy.
In this sense, the ‘“‘search for markets”, to which the
under-consumptionists refer, will have an independent
meaning: namely, the search for extended opportunities
of deriving monopoly-profit by exploitation through
trade, as distinct from the extraction of ‘‘normal” surplus-
value.

But to-day even the nominal maintenance of ‘“Open
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Door” policies is becoming increasingly rare. Agree-
ments as to spheres of influence run parallel to the
territory-agreements between international cartels, which
divide out the market into assigned *‘ preserves . Political
appeals are directly used to influence demands, and we
see combines using political prejudices to exclude rival

products (as, for example, in the notorious campaign

against Russian oil a few years ago). So intimately are
politics and economics entwined that the mere smell of
an oil-concession has been known to throw at least one
international conference of States into confusion. Current
politics of ‘“‘autarky” and economic nationalism, with
theit raising of tariff-walls round national or imperial
units and their plethora of quota-arrangements, merely
pursue the ideal of the restricted market and the monopo-
lized preserve in a more perfected form; while the now-
fashionable balanced-trade agreements and the revived
gospel of export-surpluses are explicit recognition of
that neo-Mercantilism which has always been latent in
modern Imperialism. In . this process monetary dis-
turbances, on which the economist’s attention has been
mainly fastened, would seem to figure as effect rather
than as cause: exchange-depreciation as one of the
instruments of export-rivalry; and the opposition of rival
currency systems, such as the gold-bloc, the sterling-
bloc and the dollar-bloc, as an aspect of a manceuvre for
position in the creation of protected and isolated economic
areas. When a Hitler or a Mussolini preaches the need
for colonial outlets, it is not abundance but restriction,
not access to plenty for the people but monopolized
preserves for big industry that he really desires.

The important question remains as to why this new
colonialism should have appeared at the particular stage

241



POLITICAL ECONOMY AND CAPITALISM

in history that it did. Lenin pointed out that Imperialism
was the characteristic of capitalism in its monopoly-stage,
particularly of the stage in which an integration of finance
with industry took place, with its subordination of in-
dustrial decisions to large-scale financial strategy, which
Hilferding had called ‘‘Finance-Capital”.! Hence Im-
perialism implied not merely an export of capital to new
areas where rejuvenated it could retrace its history, but
an expansion of capitalism to new areas under specific
conditions, with a consequent emergence of quite novel
elements in the situation. Moreover, as recent events
have shown (in Spain, for example), this lust of expan-
sion is directed not only towards “‘backward” countries
of Asia or Africa but towards neighbouring regions,
the economic control over which can yield monopolistic
advantages.? And for this association of Imperialism
with the passing of capitalism in the metropolis into a
monopoly-stage there is a strong evidence of fact as well
as the presumption of abstract reasoning.

The simultaneity in the rise of modern Imperialism in
the countries of western Europe is. a notable fact which
has been frequently mentioned. It was with surprising
accord that in the ’seventies and early ’eighties of
the last century the most advanced capitalist countries,
Britain, Germany and France (with Britain ahead and
somewhat more successful than the rest), showed a
revived interest in colonies; and eager hands were

! Lenin, Imperialism; R. Hilferding, Finanz-Kapital.

2 So much indeed has this desire for the fruits of monopolistic contrel
over already developed spheres come to the forefront that it may well
be that export of capital will in future play a much smaller réle than in
the pre-war epoch. Cf. the remark of Prof. B, Ohlin: ‘“Conditions
are so different from what they were in the nineteenth century that
international capital movements will play a much smaller rble than they
did formerly.” (In International Econ: Reconstruction, p. 75.)

242

IMPERIALISM

stretched out in the notorious Scramble for Africa, by
which within scarcely more than a decade a continent
was carved out between a few great Powers.! Interest
in China and the Far East was revived; and rivalry for
‘““spheres of influence” here and in the Near East
quickly imitated events in Africa. This conversion to
new methods was sudden as well as simultaneous. It
seemed to come unprepared by gradual steps in retreat
from the previous policy, as represented by the Cobdenite
ideal of international free trade. For thirty years the
tide of British policy had been setting steadily in the
direction of loosening the bonds between Britain and
her older colonies of the Mercantile period; and the
Scramble for Africa came close on the heels of Gladstone’s
most signal triumphs in crowning free trade and close on
the heels of the Great Exhibition and of a series of
commercial treaties which were acclaimed as marking
the dawn of a free-trade world. Something more than
the eloquence of a Disraeli seems necessary to explain
this sudden turn of the tide. Within a few years there
was revived protectionist talk under the slogan of *‘ Fair
Trade not Free Trade”; Joseph Chamberlain in due
course was to lead his revolt from the Liberal Party;
while in France and Germany, as in Britain, the value
of colonies to the mother country was rediscovered in
theory and in practice. Italy, for whom the industrial
revolution came late in the century, showed a tardier

1 “In the ten years 1880-18¢0 five million square miles of African
territory, containing a population of over 6o millions, were seized by
and subjected to European States. In Asia during the same ten years
Britain annexed Burma and subjected to her control the Malay peninsula
and Baluchistan; while France tock the first steps towards subjecting
or breaking up China by seizing Annam and Tonking, At the same
time there took place a scramble for the islands of the Pacific between
the three Great Powers.” (L. Woolf, Econ. Imperialism, pp. 33-4.)
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interest in northern Africa; and U.S.A., for special
reasons of its own development, did not take the colonial
road until the very end of the nineteenth century.! Last
of all on the scene we see Japan, who made a transition
to modern capitalism around the turn of the century
with such phenomenal speed, to-day imitating and im-
proving upon the policies of the European Powers and
America a quarter to half a century before. The evi-
dence of history suggests that Imperialism is associated
with the maturing of capitalism in a country to a certain
stage of its development, and that it blossoms rapidly
when this stage is reached, but not before.

The two features of capitalist development with which
it seems most reasonable to associate this new expansionist
tendency are the following: on the one hand, the ex-
haustion or near-exhaustion, of the potentialities of what
was termed in the previous chapter the *‘extensive’
recruitment of the ‘‘industrial reserve army”’ within the
old national boundaries; on the other hand, encouraged
by the former, the raising of the technical level, or the
organic composition of capital, to a point which requires
a considerable development of the heavy constructional
trades. These twin developments will probably be
associated with a tendency to fairly sharp decline in the
profitability of capital; while the technical development
of the means of production will provide the basis for

! While in America industrialization of the Atlantic seaboard came
relatively early in the century, complete and developed industrial
capitalism did not come to the West and South till relatively late. There
is evidence, I think, to suggest that for most of the nineteenth century
U.S.A. capitalism was occupied with a form of “internal colonialism”,
in which the agricultural hinterland played the rble of a colonial area
to Big Capital entrenched in the East. At any rate, not until the turn

of the century did U.8.A. cease to be on balance an importer of manu-
factured goods.
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that concentration of capital out of which large monopo-
listic groupings are likely to grow, Capitalism becomes
““over-ripe”, in Lenin’s phrase, in the sense that “* capital
lacks opportunities for profitable investment”.! If it be
true that these developments are marked by a sharp fall
in the return on capital, this fact will provide a stimulus
simultaneously to the adoption of monopolistic policies
in home industry and to the search for new investment-
fields abroad; while the growth of large monopolistic
groupings, particularly if welded with finance, will
provide the type of organization which alone is com-
petent to undertake the strategy of large-scale economic
conquest overseas. Moreover, there is a special reason
why monopoly and colonialism are logically joined.
While monopoly in a particular industry or group of
industries may succeed in increasing the rate of profit,
it is powerless so soon as it has become general to raise
the rate of profit all round, unless it can cheapen the
price of labour-power or squeeze some intermediate
income-strata at home.? In pursuit of success, it is,
therefore, relentlessly driven to extend the sphere of
exploitation abroad. ‘

As has been said above, it was far from the intention
of Marx that his analysis of capitalist society should
provide a few simple principles from which the whole
future of that society could be mechanically deduced.
The essence of his conception was that movement came
from the conflict of opposed elements in that society,
and from this interaction and movement new elements
and new relationships emerged. The laws of the higher
stage of organic development could not necessarily be

! Imperialism (Ed. 1933), p. 58.
? Bee above, p. 75.
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deduced, at least in toto, from those of the lower stage,
even though the former bore a definable relation to the
latter. What gives to Lenin’s analysis of this new stage
of development so much of its importance is that he
clearly enunciated the respects in which this new stage
modified or transformed certain of the relationships
which were characteristic of the earlier pre-imperialist
stage—changes which have frequently been quoted as
contradictions of the Marxian forecast. But while Im-
perialism undoubtedly introduced situations which were
not and could not have been foreseen in the middle of
the nineteenth century, these situations have features
which ultimately seem to reinforce, rather than to nullify,
the essentials of the forecast which Marx made.

First among these significant results of the new Im-
perialism was its effect on class relationships.in the home
country. The super-profit, and the new prosperity which
the successful nation was able to acquire, created- the
possibility for the working class of the metropolis, or at
least privileged sections of it, to share in some degree
in the gains of this exploitation, if only in the form of a
relaxation of the pressure on wages to which, thwarted
of any such outlet, capital would probably have had to
resort. Where labour organization was strong, it could
exact concessions more easily than it could otherwise
have done and secure for itself a certain privileged
position. This to a large extent goes to explain the
maintenance of what has often been called an ““aristocracy
of labour” in Britain and North America, and to a lesser
extent in France and Germany: of a working class which
stood in a preferential position relatively to the proletariat
of the rest of the world. They were the *‘palace slaves”
of the metropolis, who, contrasted with the *‘plantation
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slaves”’ on the periphery of Empire, felt a partial identity
of interest with their masters and a reluctance to disturb
the status quo: a fact apparently reflected in a whole
epoch (the epoch of the Second International and of
Social-Democracy) in the labour movement in those
countries. In his Preface to the second edition (1892)
of The Condition of the Working Class in England, Engels
made his well-known statement about the British labour
movement: ‘“‘During the period of England’s industrial
monopoly, the English working class has to a certain
extent shared in the benefits of the monopoly. These
benefits were very unequally parcelled out; the privileged
minority pocketed most, but even the great mass had at
least a temporary share now and then. And that is the
reason why since the dying out of Owenism there has
been no Socialism in England. With the breakdown of
that monopoly the English working class will lose that
privileged position; it will find itself generally on a level
with its fellow-workers abroad. And that is the reason
why there will be Socialism again in England.” Faced
with the events of 1914, Lenin spoke motdantly of ‘‘the
tendency of Imperialism (in England) to divide the
workers, to reinforce opportunism among them, to en-
gender a temporary gangrene in the workers’ movement”
as ‘“manifest(ing) itself before the end of the nineteenth
century”’, and referred to the leaders of Social Democracy
at that time, the tribunes of the more pampered metro-
politan ‘‘palace slaves”, as ‘‘sergeant-majors of Capital
in the ranks of Labour”. At the same time there tended
to develop in the imperialist countries both a large and
overgrown so-called ‘“middle class”, whose livelihood
depended directly or indirectly on the imperial con-
nection, ranging from clerks in city offices to colonial
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-administrators, and an inflated rentier element which
thrived on the yield of foreign investments. _
Secondly, the historical role of Imperialism in colonial
areas has been to create a similar class structure to that
which was found in the older capitalist countries. As
pre-condition of industrial investment it required a
rural and later an urban proletariat; and as industrializa-
tion proceeded a colonial bourgeoisie came to be created
also, graduating from compradores, middlemen a.nd
usurers, land-speculators, organizers of domestic in-
dustry or well-to-do farmers, to become industrial
entrepreneurs. It would seem to be as inevitable that
this class, resenting the monopolistic privileges of foreign
capital and the influence of absentee interests, should
come into rivalry with imperialist interests, as that
parvenu industrial capital in seventeenth-century El:lg-
land should have waged an anti-monopoly campaign
which culminated in a civil war. Here, in the desire
to dispossess foreign capital of its privileges and to
pursue a course of State-encouraged development of
native industry, lay the nucleus of a colonial nationalist
movement—of a nationalism which should reproduce,
in a different historical setting, the features of the
bourgeois-democratic movements in Europe of 1789 and
1830 and 1848. As Mercantilism led to the revolt of
the American colonies, so Imperialism leads to colonial
revolt, to-day in Asia, perhaps to-morrow in Africa.
Imperialism, as has been said, represents not a simple
but a complex relation between metropolis and colony.
It does not represent a reproduction in the colony
of the “pure” type of industrial capitalism, carrying a
simple relation between a colonial proletariat and in-
dustrial capital, whether native or foreign. (If it did,
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there would be no economic raison d’étre for colonial
nationalism, save as a purely proletarian and socialist
movement.) It embraces also a relation of monopolistic
exploitation through trade with the colonial economy
as a whole. Hence large sections of the colonial bour-
geoisie and petite-bourgeoisie have economic roots which
bring them within the nationalist movement; and
colonial nationalism, accordingly, represents a strongly
mixed-class movement. The twentieth century, there-
fore, was destined to witness a new historical phenomenon
in the shape of national-democratic revolts in the pro-
vinces of Empire, to join with the proletarian revolt at
the metropolis of which Marx had spoken, to shake the
pillars of Capital’s rule. In this new epoch it might
well happen that the centre of gravity even would be
shifted, and the former, rather than the latter, set the
pace of events.

A third consequence of Imperialism on the shape of
events in world economy was an accentuated inequality
of development between different countries and different
areas. In the nineteenth century it seemed as though
the march of industrialization exercised a ‘‘levelling” in-
fluence on different parts of the world. The growth of
the world market, both for commodities and for capital,
was generally considered as tending to lessen national
differences and to bring different countries increasingly
into conformity in their technical levels and even in
their standards of life. It is probably true that there
were always important qualifications to be made to this
view. But with the rise of the new colonial system
certain new types of inequality appeared which were
significant in their influence alike on the internal class
structure and the internal stability of various national
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groups. Superficially viewed, monopoly might appear
to represent unification, co-ordination and a higher
degree of ordered planning. This may be in part
true of relations within the sphere of a particular
monopoly-control. But monopoly essentially spells
privilege, and economic privilege spells restriction and
exclusion. It necessarily means preference over some-
one else, exclusion of someone else; and here at once
the seeds of inequality and of rivalry lie embedded.
Those Powers which are most successful in a policy of
colonialism are able to acquire a new prosperity (for a
period at least) and enhanced internal stability. When
rivalry attains the stage of open conflict, and conflict
becomes war, the extension of territory by one group
will be purchasable only at the expense of another; as
in gang-wars ‘“‘territory” is first enlarged by extension
into virgin tracts, but later can only be enlarged by
stealing territory from a rival gang. That this stage
was already reached by 1914, the Treaty of Versailles,
with its wholesale transfers of colonies from vanquished
to victors, seems ample witness. These new inequalities
and rivalries of the imperialist epoch Lenin in his theory
adduced to support two conclusions: first, the im-
possibility of what had been called ‘‘super-Imperialism”
(an internationalism of imperial Powers jointly and
peaceably to exploit the globe); secondly, the objective
possibility that the proletarian revolt against capitalism,
and the triumph of socialism, would come first, not in
the older capitalist countries which, being earliest and
most successful in the colonial race, had acquired a new
lease of prosperity, but in countries which, because they
were less developed industrially, constituted the *‘ weakest
links” when a severe crisis, such as the Great War,
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undermined the whole structure. In this latter con-
clusion he found both a justification for his own policy
in Russia and the answer to what has so tirelessly been
termed *‘the great paradox of Marxism”, that the revolu-
tion which Marx had prophesied seventy years previously
should have first come in Russia instead of in the countries
of the West.

"This conception of Imperialism, with its latent rivalry
and its inner logic of expansion, offers an interesting
parallel to the analysis of a slave economy which was
made by Cairnes in his Slave Power. Cairnes here
emphasized that in the Southern States of North America
the only form of new investment and source of extended
profit lay in the acquisition of more plantations and
more slaves, Hence the uneasy economy of the Southern
States was continually moved by an urge to expansion
to acquire more slaves and to extend the plantation-
system to the West. In the eventual limitations on this
process lay the inevitability of its ultimate clash with the
North. A similar lust for expansion clearly lies in the
blood of capitalist economy; and it too is a lust which
cannot be indefinitely sated. The very counterforce
which it generates in the form of colenial nationalism
places increasing barriers to any intensification of its
monopoly-policy, and even serves to loosen the bonds
of Empire. For capitalism as a whole colonialism can
afford no more than transitional respite.

If the post-war economic crisis is set against this
type of background, there emerges a different, as well
as more illuminating, interpretation from that which
we customarily meet. Some such background, indeed,
seems essential if we are to make any sense of the be-
wildering nightmare of recent events—if we are con-
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cerned at all with searching for causae causantes and
are not content with the superficial picture afforded by
an analysis solely of ‘“‘immediate causes”. Viewed in
this larger perspective the malady of our post-war world
clearly goes deeper than ‘‘the dislocations of war-time
production”, ‘‘Government restrictions on trade and
enterprise”, ‘‘monetary disturbances” and similar factors
which have figured so prominently in traditional treat-
ments of the subject, and even for many economists
appear to be the limit of their field of vision; and the
clear shape of a “‘general crisis”, lying deeper than the
cyclical movement, begins to emerge. It was Marshall
who said that ‘‘in economics, neither those effects of
known causes, nor those causes of known effects which
are most patent, are generally the most important: ‘that
which is not seen’ is often better worth studying than
that ‘which is seen’,” particularly when one is concerned
‘““not with some question of merely local or temporary
interest”, but with ‘‘the construction of a far-reaching
policy for the public good .2

Speaking of the events of 1929-30 Professor Robbins
has said (writing in 1934): ‘““We live, not in the fourth,
but in the nineteenth, year of the world crisis. . . . The
depression (of 1929) has dwarfed all preceding move-
ments of a similar nature both in magnitude and in
intensity. . . . It has been calculated by the International
Labour Office that in 1933, in the world at large, some-
thing like 30 million persons were out of work. There
.have been many depressions in modern economic history,
but it is safe to say that there has never been anything
to compare with this.” 2 Even in 1927 Professor Cassel

v Principles, p. 778.
2 The Great Depression, pp. 1 and 10-11.
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had issued a warning that ‘‘the danger of unemployment
being made a permanent feature of our society is much
more imminent than seems to be generally recognized !
Several years after the worst, at least, of the war-created
débris had been cleared from the economic field, the
new crisis of 1929 came like a distorted echo to mock
economists who had said that crises were destined to
grow less acute; and it is probably more than coincidence
that this depression should have. raised so many parallels
with that of the period when Imperialism was being
born. If anything of what has been said above holds
true, an interpretation of these events which is to be
more than superficial must clearly start from a central
fact. 'This central fact is that the field of profitable
investment for capital is very much narrower than it
was on the other side of that historical watershed of
1914-18. It is apparently narrower, less because the
absolute limits of colonial exploitation have been ap-
proached than by reason of the limits which the very
tensions created by Imperialism impose. During and
after the war colonial nationalism became a powerful
force; and in significant directions the bonds of Empire
are looser, or at least are stretched much nearer to
bursting point, than they were before. The remarkable
expansion of productive forces in Asia and America was
an outstanding feature of the gigantic world-investment-
boom of the quinquennium, 1925-29. In U.S.A. be-
tween 1922-2¢ the output of capital goods rose by
70 per cent., and that of non-durable consumption goods
by only 23 per cent.; the output per worker in manu-
facturing industry increasing by some 43 per cent. in
the decade prior to 1929, while at the same time the

! In Recent Monopolistic Tendencies, League of Nations Surveys, 1927.
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increase of employment failed to keep pace with the
growth of population and the percentage of the national
income paid in wages showed a decline.! In Asia, native
colonial industries, fostered by protection, have risen to
steal colonial markets from the industries of the metro-
polis and to undermine the supremacy of the latter; and
a measure of tariff autonomy, for instance, has had to
be conceded even to India. While the mineral wealth of
Siberia has been withdrawn from the orbit of capitalist
investment, China is increasingly being closed to the
older Empires by a Japanese ‘“Monroe Doctrine”; and
the balance of the Near East has been drastically affected
by the rise of a nationalist Turkey and a nationalist
Persia, ready to seek alliance with Soviet Russia, and
by the related instability of the Arab kingdoms. In the
case of Britain, the attempt to place an isolating tariff-
wall round the Empire seems to have been hampered
as much by internal economic conflict within the Empire-
unit as by the fact that it is so imperfectly composed
to form a successful economic unit. In particular, the
strength of the semi-emancipated colonies of the Mercan-
tile period has sufficed to ensure that in the scheme of
““imperial preference’ it is probably they rather than
British capitalism that have secured the economic gain,
Connected with this restriction of the frontiers of
colonial super-profit is a further fact, that the very
growth of monopolistic restrictions and barriers has
had the effect of narrowing the field of further invest-
ment. The profit which restriction reaps in the first
instance is purchased by excluding some capital which

1 Cf. Hugh-Jones and Radice, An American Experiment, pp. 43-51 ; -also
League of Nations, Course and Phases of the World Econ. Depression,
pp. 120-5: “the boom was rather a typical investment boom than a
consumption boom .
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would otherwise have entered the field; so that the
curnulative effect of such restrictions is to overcrowd
other fields and so to reduce the profit-yield elsewhere
below what it would otherwise have been.! Hence as a
“solution”’ for the fundamental trouble in one direction
it operates by worsening the trouble somewhere else:
it is a ‘‘beggar-my-neighbout” policy. Partly, of course,
the brunt of this has been borne by ‘‘small business” as
contrasted with ‘‘big business"—by the ‘“small capital”’
which inhabits the non-monopolized or less restricted
territories. At the same time it has probably not been
without its effect on the larger units of finance-capital
as well. Moreover, this very curtailment of the invest-
ment-field within the monopolistic areas sharpens the
passion for capital-export to outside areas; since such
export is both the only outlet for surplus capital and the
necessary condition for maintaining the monopolistic
regime,

In these circumstances it is hardly surprising, quite
apart from the agricultural crisis (which seems to have
had partly separate causes), that the great investment
boom of 1925—29 should have broken against the sharp
edge of fundamental factors such as these, which under-
mined the level of profit in expectation of which the
boom had been built. What Marx termed “over-
production of capital” inevitably manifested itself in
an acute form. The sudden cessation of investment,
both international and domestic, started the galloping
paralysis of 1930 and 1931. And once the slump had
started the dominance of monopolistic restrictions seems
to have accentuated and prolonged the result. In
particular, it seems to have been responsible for vastly

1 Cf, Robbins, op. cit., pp. 65-8, 131-2,
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increasing the purely material wastage of this depression
and for throwing the burden of the depression with un-
precedented heaviness on to the workers in the shape of
unemployment and under-employment. This restrictive
sabotage took place not only in the form of foreign
trade restrictions, which caused so drastic a shrinkage
of the export trades and which still remains to choke
the limited recovery of the past four years, but in the
form of cartel- and trust-control of prices,! designed to
maintain the rate of profit on capital. To maintain price
involved restricting output ; and this was responsible for
transforming the crisis to such an abnormal extent
into one of excess-capacity and unemployment, with
its prodigious wastage of both man-power and machine-
power, .

If the extension of the investment-field through
colonial exploitation is blocked, and unexpectedly blocked,
the problem of the ‘““industrial reserve army” at home
emerges again in an acute form. The capital formerly
devoted to foreign investment must either lie idle and
redundant or be invested in partly occupied fields. It
has been suggested above that there are only two
ways by which monopoly-capital can successfully raise
the general rate of profit by monopolistic action per
se: either by cheapening labour-power and squeezing
some interiediate strata at home or by extending or
deepening the field of exploitation open to it abroad.

! For example, in Germany (where alone figures are available) the
fall in price of cartellized goods (covering about a half of industrial
raw materials and semi-manufactured poods) between January 1929
and January 1932 was only 19 per cent. and that of non-cartellized
goods as much as 5o per cent. One effect of this seems to have been
the peculiar feature of this crisis that the price of producers’ goods has
fallen less rapidly than the price of consumers’ goods. (League of
Nations, World Economic Survey, 193132, pp. 127-33.)
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If checked along the latter route, it has no alternative
but to revert to the former. Thwarted of its easy
opportunities abroad, it is thrown back upon an intensi-
fied monopoly-policy at home: a policy of maintaining
profit at the expense of small producers, small rentier and
“middle class” elements who may be easily squeezed ‘as
income-receivers or as consumers, and by cheapening
labour-power—as a recent writer has put it, ‘“smash(ing)
that last stronghold of rigidity, wage-rates”.! It might
seem that the latter presented no serious problem in
view of the large army of unemployed which exists in
all industrial countries. But the “‘reserve army” must
not only exist, it must be capable of being made effective
for the strategy for which it is intended. And here we
are confronted with this significant difference between
the position to-day and in the classic days of the early
and mid-nineteenth century: namely, that in so far as
labour has developed to-day strong defensive organiza-
tions capable of resistance, the old classic law of the
“industrial reserve army” fails to operate unaided.
This, indeed, is the crux of the complaint which has
been on the lips of the majority of economists since
1920, when they have spoken of the need to reintroduce
“flexibility” and “plasticity” into the limbs of the
economic system, and in particular into the labour
market. To-day recourse to this device requires extra-

~ordinary measures—extraordinary measures to break this

resistance of which nineteenth-century liberalism scarcely

! Fraser, Great Britain and the Gold Standard, p. 115. The
connection between thwarted colonialism and intensified “internal
monopolization” is pointed out by P. Braun in Fascism Make or Break:
“to make up for the lack of colonial monopolies, finance-capital tries
to establish industrial monopolies in its own ‘mother-country’ . . . it
demands all the more monopoly or extra profits at home” (pp. 9-10).
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dreamed. Short of an unexpected burst of “autonomous”
labour-saving invention or short of renewed prospects
of colonial outlets, this is the alternative to which
capitalism in an increasing number of countries is being
driven,

When the early disciples of Adam Smith first began
to lecture in the university on Political Economy, it is
said that their reference to vulgar things like ‘‘corn”
and ‘‘drawbacks” was regarded as a ‘‘profanation” of
academic tradition, while the very title of Political
Economy bred suspicion of ““dangerous propositions”.!
Such is apt to be the reaction to-day when an economist
makes explicit reference to current political events. Yet
to-day more intimately even than in the days of Smith
and Ricardo are economics and politics entwined, political
events having patent economic causes and economic fore-
cast waiting upon the orbits of political movements. To
comprehend what it is possible to do as well as what is
happening, fully and ‘“‘in the round”, the economist can
exclude the political connection of economic events as
little as the political strategist can ignore the converse.
Particularly intimate does the connection appear to be
between certain political movements of the last few years
and the characteristics of the economic crisis as we have
described them. Here we are in a field where much of
the evidence is still unsifted, and where generalization
rests on particular interpretations of political happenings,
and this interpretation in turn upon one’s vision of con-
temporary events. For the present this must remain a
matter of judgment: to recite here the evidence for
that judgment would be too tedious, and must be
reserved for another place.

! Introduction to Stewart’s Biographies, Ed. Hamilton, pp. li-lii.
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The two movements of recent years which most clearly
have their roots in the post-war maladies of capitalism
are Fascism and the disintegration in the position of wide
sections of the so-called “middle class”. Between Fas-
cism as an ideology of political and economic nationalism
and Imperialism as a system characteristic of an epoch
there is an evident connection. But the precise character
of this connection, while it seems plain enough in its
essentials and increasingly plain as events proceed, is
not always even now appreciated. The events of the
past few years afford abundant evidence to support the
view that the historical réle of Fascism is a double one.
First, that of breaking and disbanding the independent
organizations of the working class, and doing so not in
the interest of the ‘““middle class” or the ‘“‘small man”
but ultimately in the interest of Big Business. Secondly,
that of organizing the nation both spiritually by intensive
propaganda and practically by military preparations and
authoritarian centralization for an ambitious campaign of
territorial expansion. True, it employs for these pur-
poses—particularly for the former—a unique demagogy of
“radicalism”’, yoked to a highly modernized propaganda-
machine, and secks to build a social basis for itself in mass
organizations created around these demagogic demands.
This, indeed, constitutes a distinctive characteristic of
it as an historical movement. But the ‘‘revolution”
when it comes is at most a “palace revolution”, and
once the Fascist State is in being it is the masses, not
Capital, which are regimented, and the radical programme,
not surplus-value, that is jettisoned. If the Corporate
State has economic significance, other than as a means
of controlling labour-disputes, it would seem to be as
machinery for giving State sanction and support to a
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more complete and rigid monopolistic organization of
industry.!

But the connection between Fascism and colonialism
is not simply that the latter figures as an incidental
product of the former. The connection appears to be
fundamental, and concerned not merely with the results
but with the origin and social roots of this movement.
Fascism has been called a child of crisis. In a sense it
is; but the aphorism is too simple. It is child of a special
sort of crisis, and a complex product of special features
of that crisis: namely, a crisis of monopoly-capitalism
which derives its special gravity from the fact that the
system finds the road blocked for it both to an extensive
and a more intensive development of the field of ex-
ploitation.? 'To break through these limits, novel and
exceptional measures—measures of political dictatorship
—become the inevitable orders of the day. If one is to
summarize shortly the historical pre-conditions of Fas-
cism, one can speak, I think, of three factors as pre-
eminent: 2 despair on the part of Capital of finding a
normal solution for the impasse created by the limitation
of the investment-field ; considerable and depressed
““middle class” or déclassé elements, ripe, in the absence
of an alternative rallying-point, to be recruited to the
Fascist creed; and a working class, privileged enough
and strong enough to be resistant to normal pressure
on its standard of life, but sufficiently disunited or non-
class-conscious (at least, in its political leadership) to be
politically weak in asserting its power or in resisting
attack. The first of these conditions is most likely to

I Cf. such facts as are cited in R, Pascal, Nazi Dictatorship; H. Finer,
Mussolint’s Italy; Emst Henri, Hitler over Europe; R. P, Dutt, Fascism ;
G. Salvemini, Under the Axe of Fascism ; etc.

¥ Cf. above, pp. 126.
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be characteristic of an imperialist country which is
thwarted of the fruits of colonialism on which it previously
relied. With regard to the second and third conditions:
it will clearly be those middle strata, previously nourished
directly or indirectly on the imperial connection, which
will most acutely feel the pinch of such a situation: and
it will be a nation whose economy has previously rested
on colonialism which is most likely to have produced an
“aristocracy of labour”, with an ideology and-a political
movement corresponding thereto. It is clearly more
than mere coincidence that the classic homes of Fascism
should be in two countries which were so evidently
thwarted of their colonial ambitions by the outcome of
the Great War; as it may well be also that similar
tendencies should first strike their roots in Britain, the
original cradle both of parliamentary democracy and of
trade unionism, simultaneously with the first serious
appearance of ‘““middle class unemployment” ! and of
portentous signs of a decline of Britain’s position as a
financial and exporting centre. This presumption is
strengthened by the actual association of elements in
the policies of Fascist States to which we have referred.
While the first chapter of Fascist policy has been to dis-
band the trade unions, the second chapter has consisted
of revived military conquests and colonial acquisition.

‘The political and economic nationalism which forms

the pattern of Fascist ideology is a nationalism of Empire
units and racial hegemony—a dream of reconstructed,
not of liquidated, Imperialism, as some have maintained.
Indeed, the economic policy of Fascist States repre-
sents the essence of Imperialism as we have attempted
' Cf., for example, the Report of the Unmversity Grants Committee for
1929-30 0 193435, PP. 29-30.
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to describe it in its most mature form. In the internal
economy, at the same time as the working class is
regimented and its exploitation intensified, the monopo-
listic organization of industry is carried to a high degree,
is given the sanction of the State, and is even compulsorily
imposed and maintained. External trade is dragooned
on rigid mercantilist lines, so as to turn the terms of
trade in favour of the country; and while tariffs and
quota-restrictions raise the price-level at home, export
is frequently subsidized in an open or concealed form.
At the same time the Fascist State is fired by a lust for
territorial expansion, not only in the direction of un-
developed countries, as formerly, but of neighbouring
territory, the control over which could yield monopolistic
advantages to the big industry of the metropolis. More-
over, in this colonial ambition the greed for easy monopo-
" listic advantage takes pride of place, even exclusive place
Thus Italy grasps at Africa, Japan at Manchuria and
Mongolia, and Germany at the mineral resources of
Morocco and Spain, while at the same time turning her
eyes towards the Ukraine, the Baltic States, Austria and
the Balkans. Close on the heels of territorial ambition
stalks rearmament, and with rearmament the organization
of the national economy on a vistual war-basis, with war-
time controls and war-time inflationary finance.! Thestage

.} A year ago the Economist quoted from the Frankfurter Zeitung the

following changes in economic indices in Germany between 1932 and
the end of 1935; an increase in the output of producers’ goods (mainly
under the stimulus of rearmament orders) of 113 per cent., as against
an increased output of consumers’ goods of only 14 per cent.; a decline
in average hourly wage-rates for male workers of 5 per cent., and an
increase in the total wage- and salary-bill of 21 per cent., against an
increase in production (in values) of 53 per cent. (Economist, April 18,
1936.) While money wages have shown a tendency to decline, the cost
of living appears to have increased between 1933 and 1936 by 15 to
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is more clearly set than ever before—the curtain is even
already raised—for a gangster-war to repartition the globe.

But there are characteristics of this latter-day develop-
ment which are already exerting an influence on the
social structure in the home countries of so radical a
kind as to constitute a political landmark of no small
importance. I refer to the disintegrating effect of recent
economic events on the various middle strata of the metro-
politan economy. The economic position of these strata
has many links, direct and indirect, with the colonial
system; and with any shrinkage of colonial super-profit
this position, which was previously one of considerable
privilege, becomes immediately insecure. But it is also
to a large extent these strata who are adversely affected
by the new stage of intensified monopolistic development
in the home country, in particular by the increasing
emphasis on the purely restrictive aspect of this develop-
ment, such as economic nationalism and the paralysis of
foreign trade, price-control by cartels and restriction-
schemes, which are apt to bear with special heaviness
on the small producer as well as on the consumer. That
the increasing radicalization of large sections of this so-
called “middle clas$”, which we are witnessing to-day,
and their willingness to align themselves (for the first
time since 1848) with the proletariat in an organized
“people’s front” of ‘“‘the left” is connected with a
fundamental modification of their economic position in .

20 per cent. (Cf. Dept. of Ouverseas Trade Report on Germany, 1936,
pp. 229-31; also Economist, January 26 and July 13, 1935.) The in-
tensive rearmament activity accounts for some two-thirds of the output
of the producers’ goods industries (as compared with one-fifth in 1928)
and has apparently only been made possible by rationing of metals and
by the prohibition of new investment and construction in a whole
range of trades such as textiles, paper, steel tubes, lead, cellulose, radio.

(D.O.T. Report, pp. 83, 84, 121.)
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contemporary society, is a suggestion to which too little
attention seems to have been paid. This tendency of
previously privileged strata to pass over into a relation-
ship of actual antagonism to capitalism, forming the
basis for a new and wide popular unity in opposition
to monopoly, is strengthened by the fact that to-day the
mechanism of capitalist society is increasingly evident
as what it really is. As the kid-glove in politics is shed,
so economic reality breaks through the-illusionist’s veil.
This is no accident easily to be repaired. It is because
the system operates in such a way as to have plainly
written on its face what its motive is. The very remedies
to which it has recourse increasingly betray its character
—betray it as a system ‘ built upon compulsion, restriction
and monopoly " and levying tribute on the peoples of the
world; as a ‘“‘mean and malignant” system which
jettisons industrial and social progress in ‘‘the little
interest of one little order of men”.

One is hardly surprised to find that, contrasted with
the overwhelming evidence of fact as to the true nature
of Imperialism, the ideology of Imperialism should
represent reality in an inverted form. In the past the
economic basis of the system hag been concealed by a
political idealism which has represented the aims of
colonialism purely in terms of the passion for political
or racial hegemony. But with increasing frequency in
recent years another aspect of colonialism has been
stressed. A nation requires colonies, it is said, because
of over-population at home, to enable its people to have
access to land and to natural resources of which they are
starved. This is a plea which has been made for the
colonial ambitions of each of the three outstanding ex-
pansionist nations of to-day, Japan, Italy and Germany.
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Not monopoly-rights and privileged spheres of invest-
ment, not “‘the little interest of one little order of men”’,
but the interest of the whole people is represented as the
raison d'étre of this lust for conquest. To judge by its
ready acceptance, this explanation is plausible; but it
does not appear to be capable of withstanding anything
more than the most superficial scrutiny of the facts.
The plea that a nation needs colonies to give it access
to natural resources would be more convincing if it were
true that countries were accustomed (apart from war-
time) to refuse to sell to other nationals the produce of
their colonies, or even to discriminate markedly in the
price at which they sell them. Of this there is little or
no evidence. It is not export-duties, but import-duties
which imperial units are wont to impose. It is markets,
concession-rights and investment opportunities, not the
sale of its colonial products, that an imperialist country
seeks to reserve for itself. If it were true that the desire
for colonies is to be explained by pressure of population
at home, then we should expect that the only areas which
States struggled to acquire would be those whose soil
and climate made them suitable for settlement by the
inhabitants of the mother country. On the contrary,
the most coveted colonial areas are frequently the least
suitable for such settlement;! and mining-concessions,
to be worked by native labour, are more often the pre-

1 To take the case of Africa, as Mr. Woolf has written:  Algeria
and South Africa have been in the hands of European States for a
century or more; they are pre-eminently ‘white men’s countries’; yet
in both places Europeans form only a small minority of the population.
The complete failure of Europeans to colonize Africa is shown still
more plainly in the case of the tropical African possessions of European
States. In 1914 the four African colonies of Germany had an area of

910,000 square miles and a population of nearly 12 million; the total °
white population was only 20,000, If we take the four British possessions
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occupation of the imperialist pioneer than homes and
holdings for the unemployed of the home country. Such
an explanation clearly has the matter standing on its head.
Not surplus of labour relative to capital, but surplus of
capital relative to labour-power is the driving-force
behind colonial acquisition.

There is another and different interpretation of Im-
perialism to which a reference should, perhaps, be made
in conclusion, both because it has gained a certain
currency among critics of Imperialism and because it
bears a certain resemblance to the interpretation which
has been outlined above. This is the interpretation of
the expansionist tendencies of capitalism in terms of
under-consumption in the home market. Mr. J. A,
Hobson, the principal exponent of this view, has attributed
the desire for colonial expansion to the fact that “the
business interests of the nation as a whole are sub-
ordinated to those of certain sectional interests that
usurp control of the natural resources and use them for
their private gain’. But the emphasis of his theory is
to show that this private gain consists in access to markets
abroad, because of the lack of markets that is caused by
the limited consumption of the mass of the population
at home. ‘‘Whatever is produced in England,” he else-

of East Africa, Nyassaland, Nigeriz and the Gold Coast, we find that
the area is roughly 700,000 square miles, and the total population about
22 million; the European population is 11,000.” (L. Woolf, Econ.
Imperialism, pp. 54~5.) Sir Norman Angell has pointed out that Japan’s
sparsely populated colonies of Korea and Formosa have in forty years
taken “a total of less than one year’s increase of the Japanese population”’;
that in 1914 there were “more Germans earning their livelihood in
the city of Paris than in all the German colonies in the whole world
combined”; while in Italian Eritrea *‘after fifty years of ownership
there were at the last census, in the 2000 square miles of territory in
* Eritrea most suitable for European residence, just about 400 Italians”,
(This Have and Have-not Business, pp. 115-17.)
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where writes, ‘“can be consumed in England provided that
the income or power to demand commodities is properly
distributed. An intelligent progressive community . . .
can find full employment for an unlimited quantity of
capital and labour within the limits of the country
which it occupies.””! The implication of this view is
that the pursuance of a policy of social reform and of
high wages in the home country would be an alternative
solution for the system, which would remove the necessity
for expansion to find new markets abroad. More recently
Mr. G. D. H. Cole has enunciated a somewhat similar
view, and, applying it to an interpretation of Fascism as
primarily a middle-class movement, promoting essentially
middle-class interests and seeking to reconcile Capital
and Labour, he has written as follows: ‘‘Are the capitalist
autocrats able so to overcome their instinctive opposition
to working-class claims as to persist in handing over to
the defeated workers [7.e. in a Fascist State] the higher and
higher incomes required to afford an adequate outlet for the
expanding production of industry? If they do not, the
old capitalist contradiction will recur.” The implication
of this passage presumably is that, if capitalism were to
do as Mr. Cole suggests, it would be rid of both the cause
of economic crises and the need for colonidl adventures.

Such an interpretation clearly depends for most of
its strength on the analysis of economic crises in terms
of under-consumption which has been discussed in an
earlier chapter. If its validity as an explanation of crises
is impugned, there is little to recommend its application
in this particular case. But apart from its logical coher-
ence as a theory, the decisive test must be its ability to
generalize essential fact; and of the evidence of available

t Imperialism, pp. 76-8 et seg.
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facts which are relevant to its validity there is very httle
to afford a presumption in favour of this hypothesis and
its corollaries and a good deal to afford a presumption
against it. In the recent history of the Corporate or the
Totalitarian State there is hardly an atom of evidence
to favour Mr. Cole’s interpretation (which he would
probably amend to-day) and much to contradict it.
It does not seem to be in the lowest-wage countries
that the lust for colonies is greatest or first born; and
there seems to be no known case of any important section
of the capitalist class (other than those who manufacture
things of working-class consumption) or any capitalist
State seriously treating a policy of raising wages at home
as an alternative to the sweets of Empire. On the con-
trary, with increasing and surprising unanimity the
propertied class of all countries, however various their
attitudes on other matters, seem to unite spontaneously,
as though prompted by animal-instinct, alike to suppress
any serious threat to their colonial dominion and to
resist any movement which shows signs of substantially
strengthening the political and economic position of
their workers. It may be said that this is because the
instinct of property is persistently blind to its own best
interest, even when this has been repeatedly indicated
to them by under-consumptionists. But one would need
much more evidence than any that has been offered to
convince one that so universal and persistent a con-
tradiction between action and interest can be true. The
truth rather seems to be that while a particular capitalist
may profit if other people pay his customers a handsome
income, he will hardly profit by giving people the money
with which to purchase his own goods. While, again,

within certain limits, Lord Brassey’s principle of “the
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economy of high wages” may apply and it will not profit
even the strongest monopolist to exhaust the source on
which he feeds, the essential truth remains that the
rule of monopoly-profit is to give the least po§sible to
acquire the most. To invest and to produce in order
to raise the standard of life at home would certainly
be, in a socialist economy, an alternative to Folonial
acquisition. For an economy motivated by social ends
foreign investment might well appear a hindrance rather
than an aid, in that it diverted capital resources from
urgent development work at home. But only confusion
is likely to result from transferring this_analogy to a
capitalist economy, which is in fact motivated not by
social ends but by the profit of a limited section of
society. “As long as capitalism remains capitalism,.spr-
plus capital will not be used for the purpose of raising
the standard of living of the masses, since this would
mean a decrease in profits for the capitalists: instead,
it will be used to increase profits by exporting the capital
abroad to backward countries.” *
1 Lenin, Imperialism (Ed. 1933), p. 58.
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Cuaprter VIII

THE QUESTION OF ECONOMIC LAW IN
A SOCIALIST ECONOMY

THE concept of a socialist economy has from time to
time been employed by economists as an abstract term
of comparison by which to throw into relief the specific
features of an individualist economy, or else (as has
been more frequent) to illustrate the alleged universality
of economic laws. Such comparisons in the pre-war
era were invariably of a very abstract kind, resting on
a definition of socialism and of capitalism in terms of
some single aspect of the difference between them
separated from all the rest. But for such treatment
to-day there is little excuse. The growth of Soviet
economy in recent years, moreover its capacity for
maintaining a steady ‘““boom” rate of expansion over a
decade, the large-scale constructional efforts which it
has achieved, and its substitution of a state of scarcity
for surplus in the labour market, have not only quickened
interest, study and controversy, but have provided a
concrete basis of comparison which before was lacking.
Any examination of a socialist economy, if it is to be
concrete, must clearly start from this essential fact:
that the fundamental character of socialism consists in
its abolition of the class relation which forms the basis
of capitalist production through the expropriation of the
propertied class and the socialization of land and capital.
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From this transformation of the property basis it derives
its specifically social character as a form of production,
in the shape of a co-ordination of the constituent parts
of the system by methods more direct than the influence
of the market. This co-ordination a society rooted in
what Engels termed the ‘‘individual appropriation of
the means of production’ may strive to imitate, but
can never attain, by reason of the atomistic property-
rights on which the system rests. As Professor Robbins
has said, ‘‘planning involves central control; and central
contrd] excludes the right of individual disposal”.! So
far as what may be termed the mechanics of each system
are concerned (with which the present chapter will mainly
deal), the essential contrast is between an economy where
the multifarious decisions which rule production are
taken each in ignorance of all the rest and an economy
where such decisions are co-ordinated and unified.

In face of the revolutionary threat to the capitalist
order in the post-war years, a theoretical counter-attack
on socialism developed from an influential quarter. This
had some influence on the Continent, and more recently
has exercised a limited influence and stimulated a con-
siderable body of discussion in this country. The attack
was uncompromising enough. Gathering implications
and hints from earlier writings, Professor von Mises, of
Vienna, declared it possible, as a direct corollary of
economic theory, to demonstrate the a priori impossibility
of socialism, on the ground that in the absence of the
valuations of the individualist market, economic calcula-
tion and the reign of economic rationality must disappear.
For all its parade of superior rationality, socialism ‘must

! The Great Depression, p. 146; cf. also Barbara Wootton, Plan or No
Plan, pp. 318-21.
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result in chaos and in the rule of unguided bureaucratic
whim. “In place of the economy of the ‘anarchic’
method of production, recourse will be had to the sense-
less output of an absurd apparatus. The wheels will
turn, but will run to no effect. . . . There is only groping
in the dark.” ! Similar, if more guarded, views were
being expressed simultaneously by Brutzkus in Petrograd
in 1920; and in less dogmatic form the doctrine has been
reproduced in this country by Professor Hayek and
Professor Robbins.2

Whether traditional economic theory can be held to
imply any such. corollary has been a subject of consider-
able dispute; and there seems little valid ground for
supposing that the subjective theory of value even in
its most uncompromising form can sustain any such
conclusion. But there is a more subtle implication of
traditional economic doctrine which has gained much
wider acceptance, and has even been adopted apparently
without question by most of those who have taken up
the challenge which Professor Mises threw down. It
is the implication that in essentials the same economic
laws must rule in a socialist economy as rule in a capitalist
economy, so that the economic problem must have the
same general shape and be handled by similar mechanisms
in the two systems. A difference in the distribution of
income, it is said, merely represents a change of data,
which has precisely the same significance as any change

! Mises in Collectivist Econ. Planning, Ed. Hayek, pp. 106 and 110.

* L, Mises, Die Gemeinwirtschaft, trans. in Eng. as Socialism;
Collectivist Econ. Planning, Ed. Hayek; B. Brutzkus, Econ. Planning in
Souv. Russia; L. Robbins, The Great Depression, p. 145 et s2q. For the
subsequent discussion c¢f. H. D. Dickinson in Econ. Fournal, June 1933;
A. P. Lerner in Review of Econ. Studies, October 1934; O. Lange, ibid.,
October 1936 ; E. F. M. Durbin in Econ. Journal, December 1936 ; etc.
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in tastes and in demand. The difference in this respect
between socialism and capitalism is no difference of kind
but only a difference of degree from the changes in dis-
tribution of income which are occurring every day. Such

" a change in data will leave the equations themselves, and

the nature of the determining conditions unchanged. As
for the disequilibrating effects of uncertainty: the essence
of these will be the same so long as acts of God and the
incalculable incidence of technical discovery are with us
and consumers’ choice with its vagaries remains un-
regimented. In this way the “problem of production”
is abstractly separated from the “problem of distribution”,
and socialism declared (as J. S. Mill originally declared
it) to be predominantly concerned with the latter. As a
system of production and exchange a socialist economy
must not seek to behave in too dissimilar a manner from
a capitalist economy, even if, in the former, organizational
forms and property-rights, and with them the distribu-
tion of the product and the social ends which production
serves, are radically transformed. Consistently with this
view, most of the socialist critics of Professor Mises have
argued, in one key or another, that a socialist economy
can escape the irrationality which is predicted of it if,
but only if, it closely imitates the mechanism of the com-
petitive market and consents to be ruled by the values
which this market affirms. What this view seems to
overlook is the full significance of the difference between
socialism and capitalism, and in particular to fail to
appreciate the crucial significance of a planned economy
as consisting in the unification of all the major decisions
which rule investment and production, by contrast with
their atomistic diffusion. The difference is a difference
of calculability of events in the one which are incalculable
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in the other, with a consequent difference in the shape
which events tend to assume.

A changing world in which there is perfect certainty
as to the future must, of course, remain a figment of
the imagination, even if it is an ideal norm which ration-
ality is always striving to attain. Events which the most
expert and far-sighted must fail to foresee will always
occur to deflect the path and introduce temporary dis-
equilibrium until a readjustment can be made. Formally
considered, such unforeseen changes belong to what one
may call the theory of displacements and introduce no
novel element into the statement of economic laws. If
such displacements occur at a faster rate than readjust-
ments can operate, then the system can get progressively
further away from its ‘““normal” path as time proceeds,
as the writing of Tristram Shandy’s autobiography
got further from its conclusion as his life progressed.
Even so, if these displacements show any regularity of
incidence, they are likely to be discounted ahead, and
so to pass over from the unknown and unforeseen to
the probable and partly anticipated. But while such un-
foreseen displacements of data will cause maladjustment
when they occur, they need not give rise te an oscillation
or fluctuation.

Whenever there is an unforeseen element, the expecta-
tion as to what is likely to occur will, of course, be a factor
shaping what occurs before the displacement and helping
to shape what happens after it. But, as was suggested
at the close of Chapter VI, it is in an individualist economy
that what may be called the theory of profit-expectations
acquires its unique importance, by reason of the peculiar
type of uncertainty which is so essential a part of the
mechanism of such an economy; just as the theory of
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frictions assumes the special form which was discussed
in the same chapter because of the characteristics of an
individualist system. The ‘“‘automatic adjustment” and
“rule of rationality” which is held to be the special
virtue of a competitive market can only operate through
the influence of price-changes after the event. Each set
of events occurs as a result of decisions taken in blindness
to other decisions and hence on the basis of guesses as
to what their joint outcowne will be. Only after these
decisions have been embodied in action will the resulting
price-movements afford evidence as to the facts of the
total situation and so furnish an automatic corrective.l
But where decisions have to be made some distance
ahead of the market-events into which they mature, as
is particularly true and probably increasingly true of all
acts of investment, this corrective of resulting price-
movements may not occur for some time, perhaps for a
period of many years. In the meantime, guesses have to
serve for knowledge, and mistaken decisions continue
to be made and embodied in action. Moreover, once a
decision is made and embodied in a durable act of in-
vestment, a revision of the decision may not be quickly
possible and the legacy of the mistake may persist in
the resulting maladjustment for years and decades—as,
for instance, railway construction, mine-sinkings, town-
planning (or the absence of it) bear witness. Such time-
lags will give opportunity for the original guess to be
magnified in its result, and for extensive and devastating

1 Cf, E. F. M. Durbin in Econ. Journal, December 1935. Under
competition the entrepreneur *‘is unaware of the reaction of his com-
petitors® supply to the change of price which is common to him and
them, and also of the cffect on market-price of their combined change
of output. In these conditions it is impossible for industries to make
the correct long-period adjustments’ (p. 7o4).
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fluctuations to arise. Competition. necessarily implies
not only diffusion but also autonomy of separate decisions;
and it is the separate autonomy of individual decisions
which produces these results. If it were possible as some
desire for a socialist economy to imitate such competition
and its ‘‘automatic” adjustments, this system must neces-
sarily inherit also the tendencies to disequilibrium and
fluctuation which are the product of economic anarchy;
just as, conversely, an attempt to graft elements of
planning on to a capitalist system cannot subdue the
fundamental anarchy which is the sinew of the system,
precisely because such ‘“‘planning” must respect the
autonomy of individual property-rights—even become
handmaid to existing monopoly-interests as turrent ex-
perience seems to show. Either planning means over-
riding the autonomy of separate decisions or it apparently
means nothing at all. Those who dream of marrying
collectivism to economic anarchy must, at any rate, not
pretend that the progeny of this strange match will inherit
only the virtues of its ill-mated parents.

We have said that by an economic law one must mean
a generalized description of how things actually behave
in the real world. If this is our meaning, then it should
be immediately clear that the alleged identity of the
economic laws which rule a capitalist and a socialist
economy is based on an abstract analogy which starts
from the assumption of a laissez-faire world of perfect
certainty (save for certain objective ‘‘displacements’’)
where neither frictions nor expectations can exert any
appreciable influence. The assertion is not dissimilar
to the statement that a railway system which worked
without time-tables, each engine-driver being autono-
mous, would operate in a similar manner to a planned
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railway system as we know it. In the former, it is true,
some form of traffic-equilibrium would tend spontaneously
to emerge. But it would do so only after the occurrence
of accidents and congesting delays had exerted their influ-
ence, and after the various shifts and oscillations incidental
to eventual adjustment had worked out their full effects.
After a series of accidents and congestions at crowded
bottle-necks at times of competition for the larger mid-
day traffic, a series of fluctuations might well develop,
there being for a time an alternate rush of drivers to
midnight and back again to midday-times in the alternate
belief that one or other was the less crowded part of the
day, or similar fluctuations between competing for the
Scottish traffic or the Dover boat-train traffic, and so
forth. To make the analogy closer one needs to suppose
that a driver cannot alter his time and course ata moment’s
notice; but, like motor-coaches on the roads, must an-
nounce a programme of running for a year and sometimes
years ahead. Eventually, no doubt, some sort of stable
distribution of traffic would result—a sort of spontaneous
time-table forged from experience and embodied in custom
and tacit understandings. Yet any such equilibrium that
was reached would be essentially an unstable one; since
any shift of demand, or the opening of new lines and the
closing of old ones, or a change in the power and speed
of locomotives would reintroduce the influence of un-
certainty and the fluctuating effect of expectation.!

! It is sometimes asserted that the aggregate “mistake’ in an in-
dividualist world will tend to be small because individual expectations
will have a random distribution and so tend largely to cancel out in
their effects. But it is a familiar fact that actually, for a variety of
reasons, mistaken expectations of a mass of individuals not only tend
to have a pronounced bias in a particular direction at a particular
time but also to some extent a reinforcing influence on one another.
Apart from this, however, where uncertainty prevails, while there is a
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Every decision by an entrepreneur with regard to pro-
duction is in one sense of the word an act of investment,
But when one speaks of acts of investment as of pre-
dominant importance in determining, on the one hand,
the nature and extent of fluctuations, and on the other
hand the long-period path of development, one refers to
investment in fixed capital—to construction of durable
plant and equipment. In the theory of profit-expectations
this is of major importance, both by reason of the longer
“period of gestation” of such acts (to use Mr. D. H.
Robertson’s phrase) and the durability of the result.
In addition to such factors as demand and the future
course of technical invention, such decisions will depend
for their ““correctness’ on four main types of fact, with
regard to each of which, in an individualist economy, the
individual or individuals who make the investment de-
cision are partly or wholly ignorant: first, parallel and
rival acts of investment which are being made simul-
taneously, or will soon be made, in the same line of
production or in competing processes; secondly, acts of
investment which are being made or will be made in
complementary ‘ processes (e.g. in subsidiary or by-
product industries, transport or power facilities, etc.);
thirdly, the amount of saving and investment which is
being currently undertaken throughout the economic
system as a whole; fourthly, the future course of capital
accumulation (and hence of the. rate of interest) over the
period of economic life of the fixed capital in question.

The results of ignorance of the first set of facts is
greater probability that the average expectation will arrive at the
“correct” position than at any single one of the other n possible positions,
there will be a very much smaller probability of its arriving at this

position than at seme one of the n possible positions—absence of mistake
will be a coincidence and a rarity.
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fairly familiar, in the shape of the competitive tendency
to over-investment in certain industries during the opti-
mism of a boom. The tendency in the case of a fluctuating
demand for investment to respond to the ‘‘peak”’ demand,
so that the industry is loaded with plant and equipment
which is partly derelict most of the time, has frequently
been emphasized. Examples consist in the chaotic
duplication of railway facilities, the frequent overlapping
of public utility services, the mushroom growth of
shopping and entertainment facilities in new urban
districts where (in respect to shops at least) the rate of
mortality of businesses seems to be extraordinarily high.
But another aspect of this—its effect in leading to under-
investment—which is also an effect of the second type
of ignorance seems to have received less notice and its*
significance to have been under-estimated. The fear lest
rivals may cut in and seize the fruit of an investment
may exercise an important deterrent effect, particularly
where costly minimum units of investment in durable
plant are involved. In the case of new:inventions the
danger of this deterrent is met by conferring a temporary
monopoly under the patent Jaws. But the same danger
may exist in the case of any large-scale investment; and
examples of it are doubtless more important than we
are generally aware since they are not brought to our
notice as are the .results of over-investment, which force
our attention. Here again, transport and power facilities
seem to provide the most evident examples. A par-
ticular case is the unwillingness railway companies have
shown to electrify suburban railway services round
London on the ground of the risk which existed of the
investment being reduced in value by the construction
of rival facilities by some other authority, such as tram-
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ways or tubes.! An example of the effects of the §econd
type of case is probably to be found in the primitive de-
velopment in this country of the complex of processes
for coal-utilization, many of which depend intimately on
other complementary developments; or again the failur.e
of an industry to shift to a new and more economic
location, because each firm in the industry is reluctant
to move and suffer the loss of nearness to subsidiary
industries or processes, while the latter in turn hesitate
to incur the risk of moving until the rest of the industry
has already moved. Each waiting upon the other results
in nothing at all being done.

But it is ignorance of more general facts of our third
and fourth type which clearly has major importance,
and the significance of which is the least understood.
The difference between these two cases is merely as to
the time to which they refer: they have been separated
here merely because, while both are relevant to the
distribution of investment in the immediate present,
the second of them relates especially to the pattern of
investment through time. In both cases, knowledge
about the total situation is vital to the individual decision
because it is on the total of present and future investment
decisions and their nature that both the level of costs
and the level of demand appropriate to each individual
case depends. To illustrate this connection let us sup-
pose that certain investment decisions in an industry
have been made on the basis of the expectation that the
aggregate volume of new investment and its approximate
distribution would be the same during the current and the
ensuing years as it had been over the immediately pre-
ceding period. Let us suppose that its total volume

! Cf. G. ]. Ponsonby, London Passenger Transport Problem, pp. 47-8.
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actually increases in the current and ensuing years, both
because the ‘total national income is larger and because
there is a general tendency to consume a smaller pro-
portion of income. Then four principal changes will
occur in the data on which the original investment-
decisions in the industry in question were based, decisions
which are now irrevocable (in the main): first, owing to
the changed level of consumption which probably makes
the demand for their products smaller than was expected;
secondly, owing to the increased investment and later
an increased and cheapened output of goods in other
industries, which again will tend to modify the demand
(perhaps increasing it, perhaps decreasing it) for their
particular products; third, owing to the effect of in-
creased investment and construction on the level of costs
in general, which will probably make the costs of produc-
tion in this particular industry higher than had been
anticipated; finally, there is likely to be some change in
the demand for the products of this and other industries
owing to a changed distribution of income as a net result
of these changes. Indeed, if one approaches the matter
from this angle, it would seem to become increasingly
clear that a very considerable part of the demand-
fluctuations which figure in so many discussions as an
unavoidable accompaniment of free consumers’ choice
are actually the result of altered distribution of income
produced either by fluctuations or by changes of this
type which are uncertain in an individualist system.

A particular example of this, of considerable signifi-
cance, is the demand for all products of the constructional
trades. This demand depends directly on the total
volume of investment. It is a demand which is peculiarly
fluctuating, since the rhythm of this fluctuation is derived
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in an exaggerated form from the rhythm of activity of
industry as a whole. Uncertainty as to what this demand
will be, combined with the fact of fluctuation, imposes
a heavy cost on these industries in view of the inability
to adapt productive equipment to demand, which takes
the shape of ‘a recurrent excess-capacity.! It has recently
been suggested that this is a powerful reason rendering
the “financial optimum” (when uncertainty is allowed
for) much smaller than the *‘technical optimum” in the
steel industry, and preventing steel plants from being
constructed on the most efficient scale.* An investment-
programme which was constant and knowable in advance
could remove both this fluctuation in demand and the
uncertainty.

It might at first sight seem that facts of our fourth
type—changes occurring in the future—are not relevant
to the correctness or incorrectness of a previous invest-
ment from a social point of view—from the standpoint
of “social production” or the collective interest—but
relevant only to the profit which the capitalist can
eventually obtain. But this is not so. And it is because
this is not so that the investment problem of a socialist

1 Cf. “ A change from 3 to 6 per cent. in the output of the commodity
might cause as much as a 40 or 50 per cent. incréase in the smaller
figure representing the requirements for production of capital equipment.”
(J. M. Clark, Strotegic Factors in Business Cycles, p. 42.) Prof. Ragnar
Frisch has pointed out that an expansion in the demand for constructional
goods need not result in over-production in the constructional trades.
(Journal of Pol. Econ., 1931, p. 646. Cf. also Fowler, Depreciation of
Capital, pp. 50-2.) But this qualification only holds if the rate of in-
crementation of investinent is controlled so as to slacken off only in the
degree to which the replacemient-demand for equipment is increased
by the new construction—a not impossibie, but an unlikely, balance.

* Cf. Britain without Capitalists, pp. 382 and 390. With a planned
investment-programme it becomes economic to build plants of the size
of Magnitostroi and Kusnetskstroi.
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economy would conform to a different principle from
that which rules in a capitalist economy A socialist
economy would clearly be ruled by the aim of augment-
ing its capital construction at a more or less rapid rate
until the ‘‘saturation point” of capital-equipment was
reached—that is, until no further gain in productivity
would result from using labour to embody itself as
“stored-up labour”’; where only the use and maintenance
or replacement of existing plant and equipment took
place; and where the whole current net output of labour
could accrue to labour as current consumption? If
perfect foresight were possible, the interest of the
socialist State would lie in planning its investment
programme so as to make the progress of construction
and technical innovation follow a smooth path of ordered
development into the future until this ideal goal of capital
saturation was reached. Actually, perfect foresight would
not and could not exist, and any construction-programme
sketched over the future would be subject to various dis-
placements as unforeseen events occurred. But to the
extent that it was able to sketch an investment-programme
over a period of years into the future, it would to that
extent substantially alter the “ investment-pattern” ineach
year as compared to what this would be in a capitalist
society where no such degree of certainty with regard
to the future was possible.

To make this difference of investment-pattern clear,

! Of course, so long as technical discovery continued, this point
would probably never actually be reached; but it would continually
be a goal which would be approached. The point can be more pre-
cisely defined as that where the additional product resulting from an
additional application of labour as “stored-up labour” is equal to that
resulting from an additional application of labour as ‘‘ current labour”,
Cf. NoTE to this chapter,
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one must realize that from the standpoint of a socialist
‘economy what figures in a capitalist economy as a problem
of saving and investment is presented directly and con-
sciously as a problem of distributing labour between
various types of production having each a relation to
different points of time. By relation to a particular point
of time is meant the point of time at which the labour
in question yields its final fruit in finished consumption
goods. Broadly speaking, this means the manner in which
labour is distributed between what Marx termed in-
*dustries producing means of consumption and industries
producing means of production. But inside the latter
there will be gradations according to the time-destination
of the means of production which are being constructed—
whether new automatic looms which can be completed
and installed next year or in building a blast-furnace to
turn out constructional materials for a new power-scheme
which will not be fully completed and in use until ten
years hence.

Since industries have different technical ““levels” (the
‘““organic composition of capital” is different), this at
the same time implies a certain distribution of labour
between different industries at any given moment and
between industries which make machinery and equip-
ment for the former. The whole decision is a complex
one, which must necessarily be a unified decision if the
various elements in it are to be consistent with one
another—unified in the sense of being made simul-
taneously and (in its final form) by some single authority,
since only in this way can the separate decisions be made
in full knowledge of all the other relevant decisions which
are concurrently being made. If such separate decisions
are made independently, they will necessarily be made in
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partial ignorance of all the rest, and hence at any one
time will be inconsistent with one another (save by very
rare coincidence)—inconsistencies which can only be
subsequently corrected by jerks in development, and
probably by jerks productive of fluctuations. In other
words, the proportion of the national income which is
saved, the proportions in which consumption goods
and constructional goods are produced,! the balance
between industries of different technical levels, and
the distribution of constructional work between projects
of different types in respect to their relation to the future
are all intimately dependent on one another—logically
they are separate facets of a single decision concerning
the distribution of labour in production. The present
output of consumption goods, and hence the level of
real wages, cannot be decided independently of know-
ledge as to the productivity of additional “stored-up
labour” devoted to increasing output two, three, four
or five years hence; and whether to start constructional
work designed to mature into final output in three years’
time—or five years’ or ten years'—cannot be properly

" decided without knowledge as to what the total output

of consumers’ goods will be in those future years and
how many other projects designed to mature in those
years are likely to be launched next year and the year
after, and so forth. These things can no more be
decided separately than a housewife on going into the
market can decide how much of her housekeeping money
to spend to-day and how much to spend instead to-morrow

! These proportions and the proportions of the national income
spent and saved are not, of course, identical, unless investment (and
saving) is used to mean gross investment, including repair and replace-

ment. Actually, no such identity is implied herc—merel_y that the
two sets of decisions are dependent on one another in a major degree.
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or next week until she has seen what prices rule in the
market and what range of alternatives confront her.!

In a capitalist economy there would seem to exist a
prevailing tendency to under-estimate the effect of capital
accumulation in the future in lowering the rate of interest.
To the extent that this is so, there will be a constant
tendency to over-invest in projects of a type which yield
the prevailing rate of interest, and hence are appropriate
to the situation of the immediate moment, but will be
inappropriate in the near future and partly obsolete,
owing to the fact that the future, being richer in capital,
will be in a position to utilize equipment of a more
““advanced” type.2 This tendency is probably strength-

1 It is essentially for this reason that the essence of socialist production
cannot be attained so long as the two aspects of “saving” (decisiong
governing the level of consumption) and ‘‘investment” (decisions
relating to actual constructional work) are separated, and each made
autonomously; e.g. connected by a loan-rate of interest, as some have
suggested could persist under socialism. True, such a loan-rate, if
continually adjusted, might eventually bring about some sort of temporary
equilibrium between the two sets of decistons, but only tardily and as

post facto corrections of mistakes and fluctuations. For example, if cach
industrial manager were left to compete for as much capital as he thought

he could productively employ at a given loan-rate, he might embark on -

constructional projects in ignorancce of what was happening clsewherc,
and only later, after his and others’ actions had reacted on the loan-rate,
would he discover his mistake. Moreover, if a socialist economy were
to adopt the pricing-system and the decentralization of decisions char-
acteristic of capitalism, there is no reason why it should not be subject
to the same sort of instability as was discussed at the end of Chapter VI:
instability due, especially to the fact that profits (and hence demand
for capital) will be cumulatively dependent on the rate of investment, itsclf
The reasons for thinking so are more fully discussed in an article by
the present writer in The Economic Journal for December 1939,

* Or what the Austrians term “longer” or “‘more roundabout”
methods of production. I am speaking here only of the effect of in-
creasing capital accumulation in a constant state of technical knowledge,
and of obsolescence of older methods due to this, Obsolescence arising
from new technical discoveries is another matter. (Incidentally, new
inventions will tend initially towards a reversion to “shorter’” methods
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ened by the wish being father to the thought: the desire
that the return on capital shall not fall refusing to admit
such a fall to the extent of refraining from investing in
projects which, according to available signs, promise a
higher interest-yield. Moreover, the same reason enters
here which in a boom will cause an industrialist to
expand his production even if he realizes that the market
is being overstocked and that prices will eventually fall:
namely, uncertainty as to the exact time-incidence ol the
fall, creating the possibility that he may get into the
market first, combined with the knowledge that any
action of his own will exert a negligible influence in
determining what occurs.

The result of this will be a tendency to continue in-
vestment in a particular type of capital too long and too
late, beyond the point where the actual situation (in
particular, the volume of capital maturing or in process
of inauguration and the future movement of real income)
requires that a transition should be made to investment
in a different type with a lower interest-yield. As capital
accumulation proceeds and traces a path through suc-
cessive types of investment, there will be a continual
tendency to over-invest in each type through blindness
to the total situation and to future movements in real
income and in interest-rates, The result will be a more
rapid rate of obsolescence and wastage of plant and
equipment than would otherwise be the case, most

rather than to ““longer’ methods, Cf. Armstrong, Saving and Invest-
ment, pp.164-6.) But even in the case of new technical discoveries, a
socialist economy, with planned industrial research, abolition of secret
research and processes, etc., would doubtless be in a better position to
forecast them and hence to discount their effects in advance; even if
to a considerable extent they must always represent an unforeseeable
factor in development.

287



POLITICAL ECONOMY AND CAPITALISM

markedly at points of time when technical transitions
from one investment-type to another occur, leading to
jerks in development—jerks tending to give rise

to exaggerated fluctuations owing to the relative -

over-investment in the more obsolete types, due to
yield output at a certain point in the future, and
corresponding under-investment in the newer and lower
interest-yielding types, particularly in those which are
due to yield output at a somewhat later point of time
in the future.! As a consequence, the rate of develop-
ment will be continually retarded through time. But
even if it is not true that a capitalist economy will have
a persistent bias towards wunder-estimating the future
decline in interest-rates (and it is true that even if it
does, this fact may be partly counterbalanced by the
effect of under-estimating new technical discoveries), it
will remain true that, being largely blind to future
movements of investment and saving, such an economy
will tend continually to make mistaken investment-
decisions in one direction or another—mistakes which
necessarily introduce discontinuities and oscillations. At
any rate, it is clear that a socialist economy, to the extent
that ex natura it can be more far-seeing, will distribute
its investments between different types of new con-
struction according to a different pattern over time.
This does not necessarily mean that it will invest in 2

! It might seem at first sight that while this would cause a continual
retardation in the transition to newer types, it would not change the
rate of obsolescence of older equipment, which would continue in use
until there was sufficient new equipment to take its place. But this is
not so, since the investment in the old equipment was undertaken on
the basis of an over-estimate of the price of finished products in the
future. When subsequently the unanticipated volume of investment

shows itself in a higher wage-level and ‘or lower prices of products than
was anticipated, much of the old plant will fall out of profitable use.
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wide variety of types of construction in any one techni-
cally homogeneous line of production (a ““type’ being
defined by its reference to a point of time in the future,
and hence by its productivity in relation to its period of

-maturing into final output); but it means that it may

maintain currently in use, and a fortiori in use and in
construction, a considerable variety of types even in one
homogeneous line of production, and that it will pass
earlier and more evenly from the construction and use
of one type to the next.!

The important question here arises as to whether it
would be rational for a socialist economy to invest
stimultaneously in projects of a wide variety of types,
or to invest at any one time in a particular type of
constructional project appropriate to the conditions pre-
vailing at that time, passing on to newer and more
complicated projects gradually and successively. Would
it be proper to spread investment between types of
project appropriate to the situation in the immediate
future and to the different situation (different in that
productivity and income would be greater) of five years,
ten years, twenty years or even fifty years hence? 2 For

I Mr. Lerner has pointed out that if an individualist economy had
the same degree of foreknowledge, the same distribution of investment
could be brought about by appropriate movements of long- and short-
term rates of interest. (Review of Econ. Studies, Vol. 2, No. 1.) This is,
of course, true, provided differences of rates were sufficiently graded
according to the investment-period. But such a hypothesis implies
a contradiction, since it is the nature of an individualist economy that
it cannot have this degree of foresight. Mr., Lerner is postulating a
state of affairs where expectations could have no influence and fluctuations
could nou arise to explain the effect of expectations and the causes of
fluctuations.

2 In an article in The Economic Fournal for December 1933, I stated
that the principle on which a socialist economy would distribute its
investment would be that of simultaneous construction of capital equip-
ment of varying interest-yields (as contrasted with the principle of
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example, ““‘during the First Five-Year Plan (in U.S.S.R.)
the principal type of freight locomotive became the type
‘E’ engine, the tractive power of which is 75 per cent.
greater than that of the most widely used engine in pre-
war Russia. Under the Second Five-Year Plan the
output of type ‘E’ locomotives . . . is being supple-
mented by the manufacture of type ‘F.D.’ locomotives,
whose tractive power exceeds that of the type ‘E’ loco-
motive by 30 per cent.” ! Is there any general principle
by which to determine the rate at which .it will be
economic to supplant the pre-war type by E and to
supplant E type by F.D.; and whether E will first be
invested in until it has supplanted the pre-war type and
type F.D. will only later be constructed; or whether,
on the contrary, F.D. locomotives will be constructed
from the outset, at the same time as type E and even
some of the pre-war type are still being made? No
general answer to this question seems possible; since
the answer will depend not only on policy with regard
to the income of the immediate future and of the more
distant future, but on the technical situation which con-
fronts the economy. If the loss involved in restricted
consumption over the immediate future is more than
balanced by the gain of productivity in later years, then
a policy of so revolutionizing technique as to attain to
maximum productivity in the shortest possible time will
be the appropriate one; and in certain technical situations
this end will be served (for reasons which are discussed
in a NOTE to this chapter) by simultaneous investment
uniform interest-yield at any one point of time). [ am now convinced
that this would not necessarily be the case. Nevertheless it would
remain true, I believe, in certain situations which are by no means

unimportant or unlikely to occur.
v The Second Five-Year Plan, Ed. Gosplan, xxxvii.
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in projects of a wide variety of types even in a single
homogeneous industry. But where a more gradual
progress of productivity is required, inyestment policy
would tread the more familiar course of a chronological
order in its choice of investment-types, passing suc-
cessively from one to the next as the total situation
developed. The pattern of investment in these various
types, however, sketched through time, would be sub-
stantially different from that in a capitalist economy.
The nature of this pattern can only, I think, be shortly
defined as one which would enable transitions to newer
methods to take place gradually and continuously by
substituting the new type of equipment for the old as
the latter in each case reached the end of its natural
life instead of in ‘“waves” of obsolescence attaching to
old equipmentwhich was still in good physical condition—
obsolescence due to the fact that this type of equipment
has been created to excess. It is to be noted that in so
far as in this latter case the depreciation of old equipment
is due to delay in the transition to investment in new
types, and not to too hasty transition, it will be associated
with a general lagging-behind of technical development,
not with its acceleration. :

To use a simple analogy: let us suppose that a man
were destined to inherit a fortune in five years’ time. If
he were ignorant of this fact, he might start to-day to
build a house for himself, which, when his riches came,
would prove superfluous, because he would then be rich
enough to live in a mansion. But if he could calculate
in advance that the fortune was due to arrive, then, clearly,
he would not undertake the building of the house: in-
stead, he would probably use the money to build himself
a cheaper and temporary bungalow for the five years,
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while at the same time beginning to lay the foundations
of the mansion so that he might move into it the sooner
when his legacy, arrived.!

I have elsewhere used the analogy of the so-called
pursuit-curve to illustrate the difference between the
two paths of development appropriate to the two types
of economy. It can be used as a general illustration of
ddaptation to a moving situation through the medium of
automatic responses at each moment of time, as contrasted
with adaptation to the same situation as a result of fore-
sight and rational calculation. A dog is situated at some
distance from a path along which his master is riding.
He runs towards his master, and acting on the basis of
automatic responses he runs always towards the point
at which he sees his master at the moment. His path
towards his master accordingly is a curve, the precise
shape of which is a function of his own speed and that
of his master and of the angle and distance from the path
at which he starts. If, however, the dog could have
acted on foresight and calculation, in knowledge both of
his own speed and that of his master, he would have
taken a straight line to the point along the path which
his master would subsequently reach, thereby reaching
him the sooner and saving effort in so doing. This
analogy, of course, must not be taken too literally. In

! Here he would almost certainly complete the bungalow before
starting the foundations of the mansion; and on bungalow- and mansion-
building combined he would probably in those five years spend less
than he would have spent on the house. The resultant shifts of invest-
ment are a double result of the expectation of higher future income:
of the knowledge that he will in all other respects be more comfortable
at the end of five years and hence have less urgent need of money than
he now has, and of the knowledge that for this reason it will be practicable
to build a mansion. Hence, he réverts to the cheaper and less comfort-
able bungglow for the immediate present, but in other respects stints
himself iess than he otherwise would have done.
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certain circumstances, as we have said, the aim of a
socialist economy might be to reach the point of capital-
saturation at the earliest point of time, irrespective of
a restriction of the standard of consumption in the
intervening years; and at certain periods of technical
or of social transition this might well be the
appropriate policy to pursue for a period. As a long-
term policy, however, it is possible and even probable
that a socialist economy would aim to effect a slower
but steady increase in the output of consumption
goods year by year at the maximum possible rate con-
sistent with maintaining a balance between present and
future needs. If we were to plot a curve of actual
capital construction, measuring time along one axis and
aggregate capital in terms of its productivity, or some
similar quantity, along the other axis, then the path of
development appropriate to a socialist economy would
still be a curve, but a continuous curve, by contrast with a
discontinuous curve, subject to wave-like movements, in
a capitalist economy. In actuality, of course, no socialist
economy would attain to this ideal continuous curve,
partly owing to imperfect planning, -partly on account
of displacements due to unforesecable events. But it
would have a tendency to approximate to such a curve
which an individualist economy lacks. A motor may
not attain the speed it would have according to some
ideal ““norm” of efficiency. Under certain circumstances
it may even be more sluggish than a tricycle. Yet there
can be no doubt as to its different potentiality as an
instrument of motion. :
What has so far been said is independent of the rate
of capital accumulation: in other words, no assumption
has been made as to the principle determining this in a
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socialist economy—whether it will be greater than, equal
to or less than what would prevail in a capitalist economy.
Clearly, this is of fundamental importance, since, if it
is different, then the balance between different industries
and the distribution of labour between them as well as
the inclination of the curve of constructional development
towards the capital-saturation point will be further
modified. Here again the uncritical attempt to apply
the economic categories of a capitalist economy to a
socialist economy seems to have led to confusion of
thought. It has frequently been asserted that since there
would be no free loan market in a socialist economy,
there would be no means of ““discovering”’ the *“natural
rate of interest”, and hence no criterion as to the proper
proportion of the national income to be invested in
constructional work and no means of ensuring that
investment policy corresponded to the ‘“‘real savings” of
the community.

In a capitalist economy the rate of capital accumulation
is determined by two main factors: by the distribution
of income, which determines the size of the income of
the investing class, and by the accustomed standards of
consumption of this class. On these factors what has
been termed the ‘‘time-preference”, or the rate of dis-
counting the future as compared with the present, of the
community principally depends. Any increase in capital-
ists’ income tends to lower this time-preference, or
discount of the future, and so to increase the rate of
capital accumulation; while conversely any increase in
their accustomed standards of consumption (by in-
tensifying the desire for the immediate fruits of
income) tends to raise this time-preference. Even more
directly, therefore, than in other spheres, does the
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‘““spontancous verdict” of the market here reflect the
influence of ‘‘arbitrary” historical and institutional
factors. While capital accumulation, as it proceeds,
by augmenting the mass of surplus-value tends to
produce a continual increase of new investment, this
tendency is continually held in check by the rising
standards of expenditure of the rich which seem to
follow fairly closely behind increased income. Hence the
fact of private ownership and private accumulation of
capital, which in earlier days appeared as an instrument
of rapid accumulatian, subsequently becomes with in-
creasing clearness a brake on the rate of capital-develop-
ment, Moreover, as we have seen in connection with
crises and imperialism, a capitalist system is naturally
productive of various resistances to any sharp fall in
the profit-rate, whether these resistances take the form
of direct pressure on wages, monopolistic policies or
colonial expansion. At any rate, definite braking in-’
fluences clearly operate against any tendency to approach
towards what we have termed the point of capital-
saturation. An approach to such a point (involving as
it would a fall of interest-rates to zero) would” seem
a clear reductio ad absurdum of a capitalist society.

If, by contrast to this, one is to define any principle
which would rule the rate of capital accumulation in a
socialist economy, it seems evident that this must consist
in an attitude of equal regard for present and future,
ceteris paribus—in other words, an absence of the time-
preference which is a characteristic of a capitalist economy.
This, at least, is the only principle which would not in-
volve inconsistency or contradiction. This would imply
a greater rate of capital accumulation than prevails in a
capitalist economy and (particularly in the more advanced
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stages of development) a path of development tending
much more rapidly to approach towards the point of
capital-saturation. But, as we have said, this would not
necessarily imply a rate of capital-construction designed
so as to reach this point at the earliest possible date; since
this, logically applied, would involve the absurd situation
of investing 100 per cent. of the national income in
capital construction—devoting the whole of the labour-
force of society to the immediate construction of the
most advanced (in the sense of absolutely most productive)
mechanical devices and equipment that were known. This
(or anything approaching it) would be actually to give
the future greater weight than the present—to discount
the present in favour of the future goal. But it may well
imply the attainment of maximum productivity at the
earliest possible date consistent with the provision of a
certain minimum level of income in the intervening years.
At any rate, it clearly implies a much greater regard for
the future and a more rapid progress than that to which
we are accustomed in individualist societies.
Circumstances, of course, might well arise which would
lead to qualifications of this principle. On the one hand,
a slower path of development might be exacted by the
need for various reasons (in particular the previous
neglect of human needs in a class society) to raise the
standard of life more quickly in the immediate future,
instead of investing in material equipment, even at the
expense of a less rapid rate of increase at a more distant
future. On the other hand, circumstances might demand
some compromise between this principle and that of
attaining a point of higher development of the productive

1 Cf. Armstrong, op. cit., p. 21 et seq.; and F. P. Ramsey in Econ.
Yournal, December 1928; and NoTE to this chapter.
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forces in the shortest space of time. For instance, this
might well be so for a transitional period in an economy
of low industrialization, since a certain level of in-
dustrialization was a pre-condition for the successful
operation of a socialist economy and for the liquidation
of private enterprise and the private capitalist (as with
the U.S.S.R. under the First Five-Year Plan) or for the
duration of some complex and large-scale industrial
transition. In this case the path of development would
be more direct and rapid, and a “spread” of current
investment would take place between a variety of types
of construction. The analogy to the straight line of the
rational dog towards the future position of his master
would then be a precise one.

The distribution of resources appropriate to this
scheme of development would not be something which
had to be calculated on the basis of an interest-
rate which in turn needed to be determined from
market data. The decision as to how much of the
social labour-force to invest in constructional work of a
particular type, the resulting balance between various
lines of production, and ‘the level of real wages
would all be aspects of a single decision which itself
constituted the attitude of the socialist economy to
present income and future income—they would be
different facets of the distribution of labour between
production for the present and for the future. There
would need, of course, to be an internal consistency
between the various aspects of this decision. But the
data required for giving concrete shape to the decision
would consist in the main of some quantitative scale of
wants and of their extended satisfaction, the productivity
of various types of equipment, the cost and period of
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time involved in their construction, and the available
resources. For none of these would it be necessary
to rely on values registered by a “‘capital market” to
supply.! '

It is the contention of Professor Mises and his school,
as we have seen, that a socialist economy, lacking the
values registered on a competitive market, would be
powerless to make any but quite arbitrary calculations
as a basis for distributing productive resources between
their various uses. Lacking any assessment of values, it
would also lack any measurement of costs. The vaunted
““measurement and calculation’ of Mr. and Mrs. Webb,
the strict ‘‘economic accountancy’” demanded by Lenin,
would have no quantitative basis. Hence of two rival
methods of production it would be impossible to say
which was the more economic, because any comparison
of costs against their value-productivity would be im-
possible. In view of the extreme arbitrariness which
attaches to the values of the free market of laissez-faire,
this claim, if it were true, would have little force

! For example, Mr. L. E. Hubbard, speaking of the U.S.S.R. during
the First Five-Year Plan, states that “the Government was unable to
tell with scientific exactness whether a ton of wheat . . . was more
advantageously consumed internally or sold abroad to buy foreign
goods”. (Soviet Money und Finance, p. 289.) But no free market could
have provided any ‘“‘scientific’”’ answer to this question. The State
was exporting wheat to buy, e.g., tractors to produce more wheat next
year. It would clearly need to know whether the future wheat produced
by the tractor was greater than the wheat-price of a tractor. But whether
the transaction was advantageous or not depended entirely on the State’s
own valuation of present loss against future gain; of which the decision
to conduct the transaction was presumably (unless it was entirely
irrational) itself the expression. True, if the choice were between
wheat exports and tea imports, the relative market-prices of wheat
and tea (the internal prices would suffice) would be some indication
of their relative importance; but by no means necessarily a final or
“‘seientific criterion.
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in condemning a socialist economy as less rational than
a capitalist economy. But the claim would seem to
thrive only by virtue of misapprehension. It is true, of
course, that in order to make any comparison of economic
quantities, differences between qualitatively diverse goods
must be reducible to quantitative terms. In other words,
to compare boots against bread, or silk against saxophones,
these must have some magnitude assigned to them and
their relative importance expressed quantitatively. But,
in the first place, for this to be done, any scale of priorities,
however determined, would suffice—suffice, that is, to
render quantitative calculation possible. Such a scale
of priorities might be constructed in a number of ways,
several of which might yield results less arbitrary than
the ‘“spontaneous’ construction of a scale of market-
values in a laissez-faire world. It might be constructed
in an authoritarian manner, as a doctor prescribes a diet
for a patient, or on the basis of sampling opinion by
means of questionnaires,! or on the basis of information
supplied by co-operative societies, or by a combination
of these methods. This might be so arranged as to give
ample expression to popular choice, so far as it was vocal;
though it is true that there exists the strong danger
of determination in a too bureaucratic manner if these
methods were exclusively relied on, and it is true that
the method -of questionnaires is unlikely to yield results
possessing a high degree of precision or of subtlety.
But, in the second place, there is no reason to suppose
that a free consumers’ market, registering consumers’
preferences, would not exist in a socialist economy, save

! One method employed by trusts in the clothing and furniture
industries in U.5.S.R., particularly with respect to new designs, is to
hold exhibitions of models and ask the visiting public to record their
vote as to their order of preference between various exhibits.
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for exceptional periods of transition or of acute shortage.
Marx, it is true, referred to a ‘‘higher stage of socialism”’,
or communism, where income should be distributed “to
each according to his needs” without the intervention
of a pricing-system. But this stage, he was careful to
add, would not arrive 4s an invocation from heaven,
but would develop in the degree that ‘‘the mastery of
the productive forces’ enabled the problem of scarcity
to be surmounted. ‘‘Justice can never rise superior to
the economic conditions of society and the cultural
development conditioned by them.” But in what he

termed “the first or lower stage of socialism’ different -

money wages would be paid in proportion to different
qualities and quantities of work performed, and as a
logical corollary of this there would naturally be a free
consumers’ market where such money incomes could be
spent.!

It is claimed, however, that a consumers’ market on
which consumers’ goods were priced would not alone be
sufficient. Without a market for intermediate goods and
factors of production, the latter could not be valued, and
there would be no basis for the representation of costs.?
But this contention again would seem to rest upon a
misunderstanding of the nature of the problem in 2
socialist economy. In an individualist economy the law
of the market forces each autonomous entrepreneur to
conform to the requirements of the total situation by
the pressure on him of price-movements, including
movements in the prices of the factors of production
and intermediate goods which he buys. Were the latter

} Cf. Marx, Critique of the Gotha Programme.
t Cf. Prof. G, Halm in Collectivist Economic Planning, pp. 150-1;
Mises, op. ¢it., p. 110,
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not subject to the process of competitive pricing, there
would be no instrument by which the entrepreneur was
made to “toe the line” and the ‘‘principle of cost”
enabled to prevail. But the movement of costs is here
no more than a mediating instrument appropriate to a
situation where productive decisions are made atom-
istically. It is the vehicle by which the more funda-
mental problem of the allocation of resources is solved.
To the entrepreneur in an individualist economy
it figures necessarily as a problem of cost. To one
surveying the situation as a whole it figures as a problem
of allocation, and hence of relative productivities in
various uses. And in a planned economy this is essenti-
ally what the problem becomes. To solve this problem,
given the quantity of available resources and the relative
values of finished products, what needs to be known is
the actual productivity of these resources when applied
in various uses; and this is a piece of concree informa-
tion of a technical character which does not require the
intervention of a market either to discover or to reflect.
It is not a case of having first to discover what costs are,
and then by comparing them with relative productivities
to solve the problem of allocation. Only on the basis
of these data concerning relative productivities can
“costs”’ be properly determined; and when these data
are given, the problem of allocation is #pso facto solved.
True, in an individualist economy, a market for, say,
capital serves to generalize such data in the form of a
price, and through the medium of this price procures the
distribution of resources ‘‘automatically” between entre-
preneurs. But this is the only instrument which exists
in such an economy for handling the matter. That in a
socialist economy it should be thought necessary for the
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managers of various plants, having ascertained the neces-
sary data about productivities, to use these data to play an
elaborate game of bidding for capital on a market, instead
of transmitting the information direct to some planning
authority, is a ‘“Heath Robinson” kind of suggestion
which it is hard to take seriously. Moreover, it has the
positive disadvantage that in playing such a game the
managers of socialist enterprises would be as much “in
blinkers” as to the concurrent decisions being made
elsewhere as are private entrepreneurs to-day, and thus
would be subject to a similar degree of competitive
uncertainty.

Nor need the decision of a planning authority about
such an allocation be abnormally complex, so long as
data about relative productivities can be generalized,
and detailed application of any general decision can be
decentralized. For instance, data would be present
before a planning authority in some form such as this:
an allocation of an additional £x of capital to the textile
industry would enable it to increase its output-programme
by y yards of cloth, while an allocation of fx of capital
to the boot industry would enable it to increase its output-
programme. by z pairs of boots; and so forth. Perhaps
the data requisite for a final decision would need to be
somewhat more complex than this, e.g. of the kind that
£ in the textile industry woilld yield y yards of cloth
if at the same time it could procure additional labour
of an amount %, but would yield only y-n yards of cloth
if additional labour could not be procured; or it might
be a question of choosing between several alternative
types of construction in the industry, one involving the
allocation of x, tons of material A, another of x, tons of
material B, and another of x; tons of material C. But if
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the relative productivities of the rival construction
methods can be estimated,.it should not be an impractic-
able task for the planning authority to compare these
estimates with data as to the alternative uses for materials
A and B and C, and thereby make a choice between
them on the principle of giving priority in the assignment
of each material to the use in which its net productivity
is greatest. As regards the detailed information relating
to each factory inside the industry: this would presum-
ably be for the textile industry to know; and how best
to distribute resources allocated to it between different
plants or sections of the trade for the industry itself to
determine. Presumably it would be on such detailed
data that the original generalized statement about capital
productivity in the industry would be based; but these
constituent details need not trouble the higher planning
authority,  Large-scale allocations, in other words,
need alone be made by the central authorities; the
detailed assignment of these larger allocations being
decentralized to subordinate authorities possessing more
detailed information. It is to be noted that there would
be no necessity for the higher planning authority to have
before it data as to relative productivities in every
imaginable combination of possible situations—'‘the
millions of equations” of which Professors Hayek and
Robbins speak with so much scorn. In practice the
question would always at any one time arise in the form
of 2 movement from a pre-existing situation, and the
relative productivity of changes in the neighbourhood
of this initial situation is ail that would be required, and
probably all that in any system could be known. Plan-
ning authorities would no more need to know the
productivity of every conccivable combination of re-
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sources than the private entrepreneur needs to know it
to-day in order to decide whether to shift resources from
one use to another.

In an economy where every detail in the allocation of
resources including labour-power was planned, the way
in which costs were calculated for purposes of accounting
would, therefore, seem to be of no importance. To
decide whether resources could be better employed else-
where than in the place in question, one would need to
know the relative productivities of such resources there
and elsewhere. To compare the inefficient management
with the efficient one would need simply to know the
amount of product and the amount of resources allocated
and to compare the result with some similar factory, or
to compare the product with past experience or with
what had been estimated. To facilitate such comparisons,
the ratios would doubtless be expressed in a money form;
but provided that the system of translation of things into
money was uniform, any system of translation would pre-
sumably suffice to compare like things with like. Actually,
of course, it would be cumbrous and unnecessary to allo-
cate every detail of resources according to a uniform plan.
What would doubtless be essential for a socialist economy
would be to allocate capital equipment and basic raw
materials and power-resources in this way; but decisions
as to the purchase and use of minor requisites could be
left to the discretion of industrial managers themselves.
Probably the employment of labour would also (subject
to certain limiting conditions) come within this latter
category. To the extent that such things were obtained
by enterprises in decentralized fashion ‘‘outside the plan”
(e.g. a factory contracting direct with a farm or with
another factory on its own initiative), the question of

Ltk

ECONOMIC LAW IN A SOCIALIST ECONOMY

the “pricing” of these goods would again emerge as a
decisive factor determining their utilization, as it would
also as a basis for subsequently calculating the efficiency
or inefficiency of such operations. But so also in such
cases, where the practice was at all general, would some
form of competitive market for such goods ipso facto
exist.

In practice, therefore, the calculation of the money-
cost of goods on the basis of the wages paid out in the
course of their production (including the wage-cost of
repairing any wear and tear of equipment) would doubt-
less play an important part in socialist accounting, It
is frequently supposed that this would be seriously in-
complete if it included no item for rent or interest on
account of scarce and durable factors of production.
But according to a familiar economic principle, once
such durable instruments (e.g. buildings or equipment)
have been allocated and fixed—as we have assumed they
would be through planned decisions based on an estimate
of comparative productivities, and not through ‘‘ordeal
by the rate of interest”’—a calculation of ““overhead costs”’
on account of them has no relevance to their current
use; and maximum productivity is satisfied if, and only
if, output is carried to the point where the price of the
output is equal to its marginal cost. Even with mobile
productive resources, such as raw materials, whose alloca-
tion was determined by some form of market relationship
and was not covered by the plan, maximum productivity
would be sufficiently satisfied if these were priced at the
equivalent of their marginal labour cost at all stages of
their production. Indeed, to attempt to budget for such
an item as “‘overhead cost” will frequently prevent the
most economic employment of plant and equipment by
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limiting their intensive utilization: a form of wasteful
restriction which undoubtedly occurs on a not incon-
siderable scale to-day.!

The fact that the existence of a consumers’ market
afforded scope for free consumers’ choice and a means
by which this choice could influence production would
not mean that a socialist economy necessarily acknow-
ledged its unqualified sovereignty. While a consumers’
market would probably provide the most important basis
for valuing goods relatively to one another—establishing

1 Cf. the present writer's Russian Econ. Development, pp. 176-80.
For an illuminating description of the system of *“planned costs” and
“accounting prices” in Soviet economy, cf. W, B. Reddaway, Russian
Financial System.

*Overhead cost” has here necessarily been used rather loosely. The
principle referred to would require that in any short-period situation
many other items than mere interest and rent should be neglected,
e.g. in the case of taking extra passengers in a half-empty train, when
even the wages of the driver and fireman would not be included in the
fare charged; or in the case of a hotel with empty bedrooms, where
only the mere cost of washing bed-linen should be charged to visitors
arriving late in the day. The full and logical application of the principle,
therefore, is hardly consistent with a price-system at all, at least with
any system of uniform and stable prices. In the example quoted,
however, it would not follow that the train should continue to be run
throughout the year if passengers could only be wooed into travelling
on it by fares so low as not to cover even the driver’s and fireman’s wages.
In a factory an analogous case would be the salaries of the office staff
and the wages of auxiliary workers: to any particular run of output
these would presumably figure as an “overhead”. Any dividing line
that is drawn must, therefore, be an arbitrary one; and if any general
rule is to be laid down, the most satisfactory compromise would seem
to be that suggested above, which includes wages and salaries in the
estimate of cost, but not rents and interest.

Mr. Durbin has raised the problem of repair and maintenance of
plant and equipment. (FEcon. Journal, December 1036.) This, it is
true, has special accounting difficulties attaching to it. But, I am un-
convinced that it constitutes the crucial. problem that he represents it
to be. The problem as he puts it is that maintenance cannot be separated
from prime costs of current output. If it cannot, then the proper course
would seem to be to include an allowance for it, with other semi-over-
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a scale of their relative social importance in satisfying
wants—this is not to say that it would not be modified
by other criteria, and even frequently overridden’ In
the case of new wants, and the development of new types
and qualities of goods, the market could provide no
direct guidance, except after their creation; and authori-
tarianism here necessarily reigns. Consumers’ choice as
expressed through the market is necessarily and always
limited to choice between the range of available alterna-
tives; and the initiative will necessarily come in the

heads like auxiliary workers, in estimating marginal costs, separating
depreciation from interest charges. If output was being sold at a price
which covered these maintenance costs, then this would be a presumption
that the equipment in question was worth maintaining. The cases
where this might hinder a change-over to a smaller and less costly
plant, and result in too small an output being produced by too large a
plant, do not strike me as likely to be very considerable; since any
large-scale and long-lasting reconstructions of equipment would be
distinguishable from current prime costs, and decisions about them
be made in the same way as any decisions concerning new investment,
At any rate, such incidental waste is likely to be much smaller than
what occurs to-day from the restriction of firms in an imperfect market
seeking to maximize the return on capital. This I think Mr. Durbin
fully admits. But I think it might also prove to be less than the waste
involved from undue restriction of utilization from an attemnpt to fix a
price to include Mr. Durbin’s “normal profit”’,

It is to be noted that this problem of calculating only marginal costs
in deciding on the intensiveness of use of plant and equipment applies,
not only to cases of a single-plant line of production (as, for instance,
Mr. R. L. Hall, in The Economic System in a Socialist State, seems to
imply), but to any case where the supply of such equipment is not
“perfectly” adjusted to current demand, which will tend to be the rule
and not the exception in a world of changing and fluctuating demand.

1 Prof. Hayek has interpreted the present writer as desiring to banish
consumers’ choice completely and to substitute ‘‘ barrack-room” regi-
mentation of consumption {Collectivist Econ. Planning, p. 215), because
I attempted to argue (a) that consumers’ choice is not free under capital-
ism, (b) that the dictates of individual money-demand, as expreased on
a retail market, would not invariably be the best guide, and need not
be the exclusive guide to production under socialism. Prof. Hayek’s
interpretation seems hardly reasonable, and is at any rate not a correct one,
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first instance from the producer, unless special means
are developed outside the market system to enable the
consumer to express some initiative in the matter—
means which are virtually non-existent to-day.! Nor is
the subsequent judgment of the market decisive in this
matter; and the fact that it is not raises a broader issue
—namely, that of non-available alternatives. The fact
that a2 commodity introduced on to the market is bought
by consumers and succeeds in covering its expenses of
production is ng evidence that this is the commodity
which consumers would have preferred that the resources
of the community should be expended in producing.
They may buy it, as consumers buy poor quality milk or
indifferently cooked meals or jerry-built houses, simply
faute de mieux. Of three alternative commodities, A, B
and C, which might have been introduced on to the
market, the consumers, if put to the test, might greatly
have preferred C. But since producers, with whom ‘the
initiative lies, offer only A, consumers spend their money
upon it and thereby enable it to register its commercial
success, because they have no means of expressing their
superior preference for C. It may well be the case that
the majority of the choices registered on the market are
in fact second-best preferences as compared with the
choices consumers would have made if the requisite
alternatives had been available.

But, apart from the matter of new wants, there are two
important respects in which consumers’ choice expressed
individualistically through the rharket could not be
trusted as an adequate criterion of social utility. In

! Cf. R. G. Hawtrey (The Economic Problem, p. 203): * their choice is
as a rule absolutely limited to things on sale, and among the things on
sale to those of which they can obtain information through the market.”’
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the first place, there clearly exists an inevitable short-
sightedness in the individual’s choice, owing to the
limited perspective both in space and time from which
the individual, que isolated individual, necessarily views
the range of available alternatives. This limitation with
regard to time is familiar enough, and has been referred
to as the deficiency of the “telescopic faculty” of the
individual with regard to the future—a deficiency which
the ideally rational individual presumably would not
have.! But this deficiency of vision seems to apply
equally to opportunities which are distant in space as
to those which are distant in time; and since the in-
dividual consumer never has more than a very restricted
range of alternatives near at hand on which to exercise
his choice—near to the eye and exciting the senses, or
at least conveying a certainty by their presence which
the imagination of distant alternatives can seldom have—
individual preference will tend to be vitiated by some
degree of short-sightedness and irrationality, It is this
fact, indeed, of which the salesman makes such ready
use in creating preferences for objects which he forces
upon the consumers’ gaze. It is this' fact which gives
an opportunity for expert or collective buying to make
a choice which the individual will subsequently admit
is superior to what he would himself have made—for
instance, can make the menus provided by a club or an
hotel give more satisfaction than the meals which the
average individual, if left to his own initiative, would
have chosen, To this extent there is clearly room for
collective choice in some form to meodify individual
expression of choice by consumers. :
Secondly, there is the whole class of things where the

! Cf. Pigou, Econs. of Welfare, pp. 24-67.
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individual interest in acquiring them, as registered
atomistically on a market, conflicts with (or at least
diverges from) the social or collective interest of con-
sumers in general. This includes all those cases where
a benefit cannot be conferred on one individual without
simultaneously benefiting! others, so that the benefit
conferred cannot be separately assessed for each in-
dividual. The most evident examples of this type are
continuous services, rather than separate commodities,
many of which are generally recognized, even in an
individualist economy, as being the province of collective
supply on principles other than those of the market: for
instance, health, education, research, upkeep and lighting
of streets, protection against fire or against crime. But
this category is not confined to such services, and prob-
ably includes many commodities which are usually the
subject of market-sale, their supply being controlled by
individualistic demand: for example, fire-extinguishers
which a householder buys to prevent fires in his own
house and thereby saves neighbouring buildings from
catching fire; silencers for motor-cars; houses the
appearance of which may help to make or mar the
neighbourhood for other citizens. Moreover, what
applies to health or education services may well be
held to apply to the supply of commodities such as
primary necessities for the mass of the people or luxuries
which have an educative influence or the reverse. Further
examples which fall within this category are those things
the supply of which is subject to decreasing cost as the
supply of them is increased, owing either to the existence
of large indivisible units of equipment which are not
fully utilized or to economies of specialization to be

! This benefit may, of course, be negative as well as positive.
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obtained from a large scale of production.! In these cases,
which are common and numerous, an individual in in-
creasing his purchases is conferring an incidental benefit
on others in enabling them to be supplied more cheaply
(e.g. in the use of transport facilities, or of electric light
or power; or, conversely, in the use of roads or a health
resort where each additional user may confer an additional
cost of congestion on others).

When we consider such cases in detail, and add to
them all those parallel cases where the individual desire
for a thing is in large part conventional and depends on
the fact that others desire and possess it, they would seem
to be considerably more extensive than is customarily
imagined, and possibly to cover the major part of con-
sumers’ expenditure. But there are two special examples
of this general case which are of extensive importance,
and which seem worthy of detailed mention if only
because they are so frequently overlooked. These con-
sist in the demand for variety and for variation, in both
of which the individual interest, separately registered on
a market, is apt to conflict with the collective interest of
consumers. In the case of variable demand, the variation
will tend to involve an additional cost to producers, owing
to the uncertainty as to what level of demand to count
upon and a consequent inability to adapt supply and
productive equipment in the most economical way.
Similarly, the taste for variety on the part of consumers

1 Strictly speaking, the argument does not necessarily apply to all
such cases, but only to those which are most subject to decreasing cost
as output expands. If all lines of production were subject to decreasing
cost and in equal and continuous degree, there would be no social
advantage in any one expanding, since by doing so it would merely
transfer lahour and resources from some other line of production, and
80 raise costs in the latter as much as they were cheapened in the former,
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may cause commodities, because they are produced in
many instead of a few lines and types, to he produced
at a higher cost than they could be if their production
was more standardized. Each consumer, in registering
his demand for some new type, will be influenced simply
by the consideration as to whether his preference for
one as against the other is equal to the difference in price
between the new type and the old: he will not be in-
fluenced by the fact that his action, in preventing
preduction from being as standardized as it might be,
may raise the general cost of production of this and
other types both for himself and for others. Similarly,
he will change his demand from one type to another
from time to time, if (provided the prices of varieties are
the same) this variation seems to give him any advantage
whatever: he will not balance this advantage against
the extra cost which his fickleness may involve for the
whole industry, ultimately affecting both himself and
others. For this reason it would seem that an in-
dividualistic consumers’ market has a bias in favour of
both greater variation and greater variety than the
collective interest requires. This is not to say, of
course, that collective interference gyould or should
abolish either variation or variety: merely, that some
collective overriding of the market’s verdict would be
necessary if these were to be limited to what the real
interest of consumers demanded.

There seems to be little doubt that the utility-theory
has considerably biassed the approach of economists to
this whole problem, creating the presumption, as it has
done, that demand is rooted in ultimate satisfactions, and
that values on a free market.interpret these satisfactions
in an “optimum” way. The result has been to give this
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problem of “adjustment to demand” an importance
in our minds much greater than it probably deserves.
Actually the adjustment of supplies to the welfare-
yielding qualities of different objects of consumption is
of such a rough order of approximation, at best, in any
form of market system, as to suggest that more may be
gained by sacrificing niceties of adjustment to a more
rapid general increase than by hampering general increase
by devices designed to secure a nice adjustment of what-
ever is produced to demand as exhibited on a market.
This is not to say that the latter has not some importance,
and in extreme cases (like continuous bully-beef in the
trenches) a great deal : it is merely to say that its quantita-
tive importance has probably been exaggerated. It is
certainly important for people to have variety from which
to choose and for individuals to be able to choose differ-
ently according to taste; and there are certain broad
classes of goods which it will be important for consumers
to have in certain fairly definite proportions: for instance,
meat compared to vegetables and cereals; house-room,
furniture and recreation compared to food. If thesc
proportions are seriously disturbed, people may suffer
considerably. But it does not follow that if the different
items or varieties inside these broad groups, most of
which are close substitutes for one another, are not
supplied precisely in quantities corresponding to initial
preferences, consumers will suffer a hurt which is of a
major order. Yet when economic writers speak about the
complexities of the problem of adjustments to demand,
it is usually of these finer adjustments within the main
groups of consumption to which they refer. While I
should certainly complain were meat in general to be
scarce, or if I had no choice but to eat pork every day,
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I hardly find it worthy of remark if my housekeeper
supplies me with pork rather more frequently, and
with beef and mutton less frequently, than I should
myself have chosen if I ordered my own menu. It may
be that I learn to respect her economical choosing above
my own; at any rate, I should hardly dream of main-

taining that my welfare was appreciably lessened by the’

divergence between her allocation and my ideal choice
In other words, in the case of demands which are in-
elastic in character, failure to meet them in the desired
proportions is an important failure. But these are in
fact demands for necessities or for broad types of goods,
the need for which is most easily calculated, and
is in general fairly constant as well as inelastic, so
that supply can be soon adjusted on the basis of ex-
perience. On the other hand, luxuries and the multi-
tudinous varieties within each of the broader types of
consumption, where estimation of demand and its
changes is admittedly a more baffling problem, are
precisely the things which are characterized by an
elastic demand, so that relatively little loss is caused
by an adjustment of supply which gives consumers too
much of one and too little of another. Where adjust-
ment of supply to preferences is important, it is also
relatively easy; where it is difficult, it would seem to be
of a relatively minor order of importance.

Our conclusion, therefore, seems to be that the laws

which will rule a socialist economy will be different in
essential respects from those which rule a capitalist
economy, for the reason that factors which are, ex
hypothesi, unknown and unknowable to those who make
the ruling decisions in the latter will be known in the
former, and that part of what figured as dependent
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variables in the latter, and hence as actions and events
determined by the given data, become subject to control
and to conscious decision in the former, and hence are
to be classed among the data of the problem. Is this
to say, then, that no economic laws can be postulated of
a socialist system; that events will there be arbitrary
and that anything conceivable may occur? Does it
mean that mere expectation will suffice to storm the
heavens? Clearly this cannot be so. When- Engels
spoke of the historical transition from capitalism to
socialism as a transition from ‘“‘the realm of necessity
to the realm of freedom”, he clearly did not envisage
a millennial realm of illimitable free choice. He
presumably meant that in the former the individual

+will was blind, and human beings unconscious agents

of the objective laws of the market; whereas in the
latter man, collectively owning the instruments of his
destiny, would become conscious of the laws which
bound him and would consciously shape his actions to
his purposes.

What then will such laws be which will limit economic
events and the knowledge of which will at the same time
enable a more perfect control of events? Clearly this
cannot be answered a priori except in terms of analogies
so general and abstract as to be of very limited use.
What such laws in their full concreteness will be can
only emerge from the actual problems of a planned
economy and from classification and analysis of the ex-
perience which these afford. But one can tell something
of the general shape which these laws will have, and
from our knowledge of the essential elements of a
socialist economy define some of the relations which
will necessarily be included. In an individualist economy
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economic laws have the form of stating that, given certain
conditions of nature and technique, and certain con-
sumers’ preferences, human beings as producers will
behave in a certain way, the behaviour finding expression
in certain value-relations. In a socialist economy they
will have the form, rather, of stating that, given a certain
purpose, a determinate course of action will achieve it,
in view of the nature of the relationships which exist
between material objects and between these objects and
human organization. While the Political Economy that
we know is concerned with postulating the determinate
manner in which human beings behave (given certain
data as to the situation), economic laws in a socialist
economy will presumably be concerned with the manner
in which the materials which man handles behave, since
it will be these which will define his powers and (given
his purposes) his actions. It is, in this sense, I think,
that one can say that the determining relations which
will control economic activity will be predominantly
technical in character.

It nuight seem at first sight that this difference, as
just expressed, is one of form but not of substance; and
that to postulate the purpose first and then find the
material situation which will produce it is a simple
reversal of the process of studying situations and then
deducing the results to which various types of material
situation will give rise. In a limited sense this is true;
and it is certainly important to remember that, when we
speak here of ‘“purpose”, this cannot be conceived as
something to be arbitrarily postulated, but that *‘ purpose”
will itself be conditioned and selected by the situation of
which it is a part. But to go no further than this would
be to deny that human action and the forms it takes are
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part of the situation: to deny them any independent
influence on events. Actually the order of the two
statements of law, to which we have referred, is not a
purely formal matter; and to say that the two are
identical is to ignore the fact that the difference of order
in their statement implies a real difference of fact:
namely, that in a socialist economy certain new relations,
and hence new possibilities, will emerge, in the shape of
a new type of social organization. The very fact that the
statement starts with purpose and proceeds to postulate
the action appropriate to the situation implies that there
is a new relationship between men which gives to col-
lective pufpose a new significance. The contrast can
be likened, perhaps, to the problem of calculating the
course of a derelict hulk adrift on the ocean and the
problem of calculating the course of a sailing schooner
manned by a captain and crew. In the former the course
will be determinate given the necessary data concerning
wind and currents. Any concept of will or purpose is
irrelevant, even if there happen to be shipwrecked men
aboard the hulk. In the latter case, data as to wind and
currents will still be important. But purpose, and the
instruments it uses, will no longer be irrelevant. Neither
will it be omnipotent: many purposes will be impossible,
given the data, and others will be rejected by their low
possibility of achievement.! But the very fact that pur-
pose enters as a relevant factor in this way is dependent
on the existence of new relationships between man and
the elements and the possibility of new types of event
occurring (e.g. the possibility of ‘‘tacking” against a

1 Of course, if purposes are defined precisely enough, e.g. to reach
a certain port at a definite hour and day, no carlier and no later, at

most one purpose will be attainable in any particular si'tuation, and
given the situation, both action and purpose will be determinate,
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wind); and given the selected purpose, on the one hand,
and the nature of wind and sea, on the other, and given
too the type of ship and sails, a determinate line of action
can be calculated which will achieve that purpose in the
most effective way. There will then be a science of
navigation, which will be something more than simply
the laws of the winds and the tides. When one asks the
question: is an economic plan a programme of intention
or is it simply a scientific forecast? the answer can only
be that it is both. What is commonly forgotten is that
the sort of forecast on which a plan is based has to
include among its data the fact that the plan itself will
be one of the inflyences which determine the constellation
of events.

Perhaps it will be said that laws of this kind would
not properly be the field of economics but of technology.
For this view there appears to be no very good reason.
Clearly, there will exist a class of problem which is not
identical with the problems of technology as customarily
viewed: a class of problem to which the title of economic
statistics could, perhaps, most suitably be given. Already
to-day there are studies which seem to furnish a prototype
of what such a fuller science will be. I refer to such
inquiries as the nutrition and family budget, population,
and productive-capacity studies which are assuming a
growing importance, and which are already passing
beyond the preliminary stage of pure description to the
construction of elementary generalizations, competent to
form the germs of a future science. A socialist economy
would presumably both require and facilitate a great
extension of such studies in the direction of assembling
and generalizing the data of planning, of establishing
the inter-relationships between the various elements of
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a given situation, and of constructing principles to
determine what, in a given situation, could be and could
not be done, and what mechanism of action, in a given
situation, was competent to yield a given result. Economie
laws, in the sense of generalizations about the behaviour
of particular situations, would develop from concrete
studies of particular situations themselves. Knowledge
of how to plan would grow from the systematized ex-
perience of actual planning, and could grow in no other
way. To guess what such laws would be, still more to
seek to prescribe them dogmatically, on the basis of
imperfectly understood analogies with the quite different
situations of a capitalist world, is unlikely to be very
productive and may be misleading.

If it be asked what part Political Economy as we
know it as a theory of value would play, I would reply
that its role would be small or non-existent, and at any
rate a rapidly diminishing one. Here again it would be
as unwise to be dogmatic in a negative as in a positive
statement. But it has been a principal contention of
certain earlier sections of this book that the traditional
theory of value was an attempt to depict the behaviour
of an individualist economy in a deterministic way, and
that for this demonstration it relied on the postulation of
certain data peculiar to an individualist system. It de-
picted the ““necessary’ relationships which emerge from
a giveh situation—emerge ‘‘automatically” as the result
of the interplay of numerous independent forces on the
market, without this result being consciously designed.
The theory of value originated as a theory of free com-
petition; and while subsequent modifications have been
introduced to allow for elements of monopoly, the deter-
ministic statements which it makes still rely for their
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validity on the existence of substantial areas of competi-
tion (in the sense of diffused and independent decisions)
within the economicsystem.! But the essence of a socialist
economy is that the major decisions which govern invest-
ment and production are co-ordinated and unified and
are no longer diffused among numerous autonomous in-
dividuals. True, there may still be areas of competition
in a socialist economy: on the one hand, consumers
purchasing in a free retail market, and on the other hand
workers actuated in the choice of an occupation by wage-
differences. But the significant contrast is that these
areas of competition are external to the mechanism by
which the major decisions, involving the most vital prob-
lems of the economic system, are made: the decisions
which in a capitalist society figure as entrepreneur-
decisions and in a socialist economy as the constituents
of the economic plan. We sometimes forget that all
the most important postulates of the law of value have
been concerned with the way in which entrepreneurs be-
have—how their actions will be affected by given changes,
such as taxation, or shifts in costs and shifts in demand.
Their actions, as regulators of production, and in turn
the effect of their actions on the shares of the various
factors of procduction, have been the focus of interest.
It is precisely this sphere about which no theory of value
could tell one anything of major importance in a socialist
economy; even if something remained for it to tell about
the environment within which the. planning mechanism

1 Even in Mrs. Robinson’s hypothetical “world of monopolies”,
there is still competition befween monopolists in the various industries.
(Econs. of Imperfect Competition, p. 309.) It was Edgeworth’s opinion
that the data would not suffice to yield a determinate result even in
this case if the competing monopolists were few in number, (Cf.
Collected Papers, Vol. I, pp. 136-8.)
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worked. Suppose that in a capitalist economy one were
to assume that all entrepreneur-decisions were fused, and
all production was controlled by one monstrous monopo-
list (a fortiori if one were to assume him to be the owner
of all capital and natural resources as well): would there
be much of importance left for economic theory as it
exists to-day to tell us except that this monster would
extract as much product as possible from us all for the
least return, and that he could best do this by making
separate bargains with each of us according to the
variations in our tastes and aversions, our incomes and
physique? !

I do not speak here of a theory of value as a mere
algebra of human choice or as the pattern of all rational
action. What this has to say seems to be attenuated
enough in any form of society; and any powers of
prediction it may possess seem likely to be as small,
and no smaller, in a socialist economy as they are to-day.
Nor-is it to be denied that certain pieces of apparatus
which economists use (e.g. elasticities and production-
functions) would be used as part of the framework of
generalization. Such apparatus is formal in character,
borrowed from mathematics and by no means the
peculiar creation of economic events; and it is not the
framework but the real content which constitutes the
law and determines the difference between one law and
another. Nor again is it necessarily to be denied that
any relationships can be postulated of a socialist economy
by simple deduction and analogy. Certain relationships,

1 Mrs. Robinson concludes that if, in her “‘world of monopolies”,
the various monopolists were to make common cause, “the powers of
the monopolists would then be so great that they would only be restrained

from exercis'ng them by the fear of provoking a revollftion, and no
precise analysis is possible of what would occur”, (Op. cit., p. 326.)
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I think, it may be already possible to describe. I would

-assert merely that such postulates are no more than
elementary, and can hardly be more than prolegomena
to future studies. They can do little more than define
conditions of consistency between the various categories
in terms of which we define the problem. They do not
suffice to_forecast how the system as a whole will behave.
To postulate them is merely to say that the parts of the
system will be interdependent, and that this inter-
dependence will include particular characteristics. Even
8o, statements of this kind must be regarded as tentative,
since further knowledge may disclose that the categories
by means of which we have defined the situation are
unreal or incomplete.

First of such postulates is the simple axiom that the
total money-value of finished consumers’ goods must
equal the total of wage-incomes over a given period
(assuming that wages are the only form of personal
money-income and that no part of personal income is
voluntarily hoarded). If this equality does not hold,
then the consumers’ market must either, in the one
case, accumulate stocks of unsold goods, or, in the
other case, be limited by some form of rationing in
such a way as to enforce an accumulation of an un-
spent margin of income. This can be expressed in
the form:

x=1-G,

where G represents the value of consumers’ goods, I
total wage-income, while #, if it is positive, will repre-
sent the accumulated unspent margin of income, and if
it is negative the aecumulation of unsold stocks of goods.
It follows that if, when I=G, individuals voluntarily
decide to hoard a proportion of their income represented
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by yf (e.g. in additions to savings-bank depogits), then

either a proportion of G will accumulate as unsold stocks
or the prices of goods will necessarily be reduced by an

average amount equal to Z(:Z),

G\ 1

Retaining the assumption that wages paid out in the
course of production (including transport, administration,
distribution) are the only form of personal money-income,
it will be seen that I will be a simple function of the size
of the total labour-force (L), of the level of wages (w)
(whether on a basis of piece-rates or time-rates) and the
amount of work performed per unit of time by the average
worker (which we will write as £). If a proportion ¢ of
the labour-force is employed on zew construction work,
or in adding to the stocks of semi-finished commodities
in process of production, then it will follow that in-
dustry in general will make a profit equal to ¢G, after
counting as costs the wages paid out in current produc-
tion and the wage-cost of current repair and maintenance
of equipment. In other words, the ratio of costs to
receipts for all finished goods produced in the period will
depend upon the proportion of the labour-force which is
transferred to new construction or is engaged in adding
to the flow of goods-in-process which have not yet
reached a finished form.! Where ¢ is zero (where no
capital accumulation is taking place) industry can yield
no surplus of receipts over costs; and the receipts of
industry must exactly equal the wage-cost of goods
sold during the period plus the depreciation of equip-

1 Receipts will=G =1, Costs incurred for all finished goods will
=owkL —~¢wRL=1-4I, if k2 and = are uniform over all industry.
Receipts —Costs = ¢1.
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ment similarly estimated in terms of the wage-cost of
repair and maintenance. This equality of receipts and
costs will only hold, however, for industry as a whole:
it would only hold uniformly for every separate industry
if the technique of production in the case of every com-
modity was sufficiently uniform to permit a uniformity
in the organic composition of capital (z.e. of capital :labour
or of stored-up labour: current labour). Tothe extent that
this technical constant is different in different industries,
the industries which have an organic composition which
is above the average will to that extent show a surplus of
receipts over costs, while those industries which have an
organic composition bélow the average will correspondingly
show a deficit.!

This latter conclusion depends on a second postulate.
This postulate is that an allocation of resources (whether
machinery, constructional equipment or raw materials)
in such a way as to achieve maximum productivity
(measured in value) from their use will cause the prices
of commodities which are produced under conditions

! 'This is, therefore, the element of truth in the statement of those,
like Cassel, who assert that interest, as a sort of capital-rent, will exist
as a category of cost in a socialist State. As a differential element
between industries with divergent “technical coefficients” it will; but
not as a net addition to price, and hence as a subtraction from wages.
What will figure as a subtraction from wages will simply be the extent
of capital accumulation, which will not bear any direct relation to
“capital-rent” as a differential quantity between industries. A recent
writer has said that if, in a planned economy, “purchasers of com-
modities embodying much capital are to bear an appropriate share of
the cost of accumulating that capital, it is necessary to include in costs
and prices an interest charge'’. (Raymond Burrows, Problems and
Practice of Economic Planning, p. 51.) But the interest-rate never is an
*“appropriate’ measure of “the cost of accumulating’® the capital on
which it is charged (whatever the latter may mean); and to add to the
price of all goods an amount any higher than was necessary to finance
new capital accumulation would merely result in goods remaining unsold.
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of high organic composition of capital to_be raised
relatively to those produced under conditions of low
organic composition; this effect on relative prices being
proportional to the distance at which the economy is
from the point which I have termed that of *‘capital
saturation”. ‘‘Distance” is here measured by the extent
to which the physical productivity of additional labour
devoted to capital-schemes as stored-up labour exceeds
the physical productivity of additional labour used as
current labour for purposes of immediate output. When
the position of ‘‘capital saturation” has been attained
(which alone can be spoken of as a position of “equili-
brium” in a socialist economy), different technical
conditions in different industries, and their resulting
differences of ‘‘organic composition”, will cease to
exert any influence on relative prices. In other words,
an economic plan which distributes capital resources in
the most productive manner will necessarily, owing to
the limited development of the productive forces at any
one time, produce a system of prices analogous to
Marx’s “‘prices of production”. But this will not be
a position of equilibrium. In the degree that capital
accumulation proceeds, and the productive equipment
of society is extended, this dispersion of prices away
from their labour-values will tend to disappear. In this
final position prices will conform to labour-values, and
all industries will attain equilibrium when their receipts
cover their current wage-costs (as defined above).!

1 The occurrence of new technical inventions, opening up new forms
of “stored-up labour”, would, of course, continually be jerking the
economy away from this final position, so that it might never be actually
attained, or never long maintained, All that is here being said is that
the tendency towards this position would continue in the absence of
technical invention or in the intervals between technical epochs.
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The reason for this may be expressed by saying that,
to the extent that labour is under-applied to certain of
its uses, namely those where it is used as stored-up
labour, the resulting scarcity (relatively speaking) of
the products of those industries will raise their price;
whence it follows that those products which embody
proportionately more stored-up labour than others will
show the strongest tendency to rise in price. But there
is a more direct proof of the postulate which can be
given in this form. To distribute resources of any kind
in the most productive manner means that the product
(measured in value) yielded by an addition of those
resources to any use is everywhere equal. This is
simply one way of defining what one means by ‘“‘the
most productive manner”: if additional resources in
one use yielded more than in another (e.g. if of a man’s
time spent on an allotment an extra hour on potatoes
would yield more than an extra hour on cabbages),
then a gain of productivity would result from trans-
ferring resources from the one use to the other (e.g.
transferring labour-time from working cabbages to work-

ing potatoes), and the most productive allocation of -

resources would not yet have been attained. Ex
hypothesi, this quantity (the product yielded by ad-
ditional resources) is in every case greater in the case
of stored-up labour than of labour currently used:
a difference which will be uniform in all industries,
since the two quantities themselves are uniform in
all cases. Hence those industries which use a high
ratio of stored-up to current labour will show an
equivalently higher ratio of products to labour (both
stored-up and current) involved in their production,
when these products are valued at their current market-
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prices.! As, however, stored-up labour becomes in-
creasingly plentiful relatively to current labour, this
difference between the yield of additional stored-up
labour and additional current labour will tend to grow
smaller. When the difference has disappeared, any
divergence of the proportions in which stored-up labour
and current labour are combined between industries
(provided that each is allocated in the most productive
manner) will be irrelevant in this context; and the
products of various industries, when valued at current
market-prices, will be proportional to the labour (both
stored-up and current) involved in their production.

A third group of postulates concerns the necessary
“‘balance” between activity at different stages of pro-
duction; stages being defined as parts of a process of
producing a finished commodity which extends over a
period of time. When such stages fall within one
industrial plant or comgeries of associated plants (such

1 This follows, given a familiar assumption. If the increment of

product vielded by stored-up labour be written as -g% and that yielded

by current labour ;2’ and the amount of stored-up labour and of
Y

current labour used respectively as x and y; then on the assumption
{given by Euler’s theorem if we make abstraction of other factors of

production) that the total product=x .Z—P-i-y .%, it will follow that
it :
X @+y A ZP
the larger the ratio of x: y, the larger will be the quantity __,A__i____y J
xry
if %>Z—z When %=j—§, the ratio of x:y in any industry will not
x. dj_’ »{-y . ‘?12
affect the magnitude of M, and this will be equal for all
x+y
industries.
A 27
Y 3
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as blast-furnaces, steelworks and rolling mills), then
the problem is simply the familiar technical one of
achieving a ‘“‘balanced process” so as to maintain a
continuous flow of output without any waste from un-
used capacity at any stage. Where, however, different
plants or even different industries are parts of a chain
of successive stages in a process of production {as steel-
works—engineering works making textile machinery—
textile mills), the problem becomes one of a correct
allocation of labour and resources between these plants
and industries in proportions which enable a balance to
be preserved between them. In an economy where
production-processes are lengthy and capital accumula-
tion is taking place, certain rather complex relationships
have to be observed, and particular importance attaches
to the time-factor in connection with such a balance
in a moving situation. The principles governing such
relations involve the type of consideration discussed
earlier in this chapter. Assuming a given economic
policy with regard to investment and construction,
it then follows that, given the data as to existing
resources and technical conditions, there is a definite
order in which development should proceed from con-
struction schemes of one type to another, and labour
be transferred from older technical methods to the
construction of newer. Given the data, it will follow
that there will be definite relations between stages
of production, and a definite chronological order in
which constructional development proceeds and new
types of process are inaugurated, if there are to be no
abrupt jerks or fluctuations in the flow of finished out-
put, and no waste due to excess-capacity at certain
stages or unduly rapid displacement of older technical
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methods. In other words, when labour is stored up in
any concrete form it necessarily has reference to some
point of time in the future when it will yield fruit in
the production of finished goods. Conversely, the supply
of finished goods to-day is dependent on the supply of
equipment available to use in current production, and

this in turn depends on decisions made in the past

concerning the original construction of this equipment.
To achieve a steady flow (or a steadily increasing flow)
of goods, it is necessary for these preliminary investment
decisions to conform to a certain pattern in time; other-
wise there may be too tuch equipment of the type
required, say, next year, and a consequent surplus of
production, followed by a deficiency of the type of
equipment required, say, the year after or five years hence,
and consequent shortage of production at that period.
Some of these relations are examined in greater detail
in a NoTE to this chapter. But the general character
which such a theory of balances will have can per-
haps be shown by a simple example. A community
which was poor in resources might find it most con-
sistent with a steady improvement in its living standards
to start immediately building wooden structures of
rapid construction and limited durability (as was done
in the pioneering days of the American Middle West
and is done to-day in some of the new Siberian towns),
replacing these at a later date by brick structures, and
still later by more complex and commodious buildings
of steel and concrete when the productive powers of
the community were more developed and resources
more plentiful. Given the resources of this community
and their rate of increase, and given the other needs of
the community for food and clothing, etc., there would
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clearly be a “best” point of time for each stage of the
transition, as well as a ‘“‘best” volume and rate of con-
struction at any one time. It would be uneconomic to
construct so large and so many wooden buildings and
to go on building them so long that many of them would
become useless and abandoned before their physical
life was complete, because superior brick buildings were
suddenly constructed on a large scale to take their place.
Moreover, as the constructional programme proceeded
and changed its form, appropriate transfers of labour
and resources would have to occur; probably (though
not necessarily) ! a larger proportion of the social labour-
force being devoted to constructional work. To make
this possible without any decline in the current output
of consumption goods, such transfers would need to be
timed to coincide with increased productivity in the
latter trades as a result of the introduction of new

technical equipment. Further, at' some time prior to

the transition from one building method to another, it
would be necessary to achieve a similar ordered transition
in the industries producing building materials. As soon
as the period of brick-building started, the demand for
timber would give way to the demand for brick, and
later the demand for brick to the demand for cement
and steel. Unless at some time prior to this transition
investment in equipment in the timber industry, and,
still earlier, investment in engineering firms making this
equipment had been terminated and transferred to the

1 If an invention of some new buiiding method which, say, halved
the period of construction occurred, then, of course, it would pay
immediately to adopt it, and the result would tend to be that a smaller
proportion of the social labour-force, ceteris paribus, would be em-
ployed on building than before (unless the demand for houses were
very elastic).
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making of equipment for brick-making, the transition
when it came would inevitably involve, on the one hand,
redundant plant and surplus capacity in the timber in-
dustry and in those industries which served it, and on
the other hand a retardation of the construction of brick
structures, due to limited productive power in the brick
industry. It is to be noted that none of these decisions
depend on the prior postulation of some relation termed
a “rate of interest” before they can be made. They
depend on a knowledge of certain data which would
have also to be determined before any interest-rate could
be calculated. Indeed, if the latter is defined simply as
a relation between present and future income, then it
can be no more than an abstract expression for the
complex of such decisions: it depends on those decisions
being made, not wvice versa, and hence is logically con-
sequent on them and not precedent to them.

Analysis has here been restricted in the main to what
one may call the mechanics of the difference between a
socialist and a capitalist economy, depending on one
aspect of the difference between them: the contrast
between a system of collective planning of production
and the regulation of production through the agency of
an atomnistic market system. Of the other aspect, the
difference of class relationships, little has explicitly been
said. Yet it is this difference which is, in fact, the more
fundamental, determining as it does the social relations
between men, and hence the interests and the incentives,
the conflicts and the policies which emerge. Actually,
the two aspects cannot properly be separated; and
much of what has already been said rests implicitly
upon this more fundamental factor. The crucial data
which shape the mechanics of either system are de-
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pendent on the social relations which prevail between
men as producers. For instance, it is the class character
of capitalist economy which determines that its leiz-motif
should be profit—the augmentation of surplus-value.
From this it necessarily follows that policies or tendencies
which serve this end are associated with prosperity to
the system and tend to survive, while those which
militate against this end are resisted as inconsistent and
uneconomic, and give rise to conflict within the system.
For this reason, as we have seen, foreign investment, a
rise in wages, the ‘‘industrial reserve army ”’, the existence
of certain frictions in the market, have a unique sig-
nificance in a capitalist economy and are associated with
unique results. It has been suggested at various points
in this and earlier chapters that capital accumulation,
and the development dependent on it, is in a class
society subject to special limits—limits which retard it
in very considerable degree. The crucial limit seems
to be the resistance which such a system imposes against
the tendency of an approach to conditions of full employ-
ment in the labour market to raise wages to such an extent
as to precipitate a sharp shrinkage of surplus-value, and
consequently to change the value both of existing capital
and of new investment. So abhorrent and unnatural
does such a situation appear as to cause exceptional
measures to be taken to clip the wings of labour—even,
like the war-time ‘‘leaving certificates”, to curtail the
normal working of competitive forces—whenever labour
scarcity shows signs of becoming an enduring condition
of the labour market. It is an opinion which seems to
have a growing currency to-day that, with the removal
of such limits, not many decades of a somewhat enhanced
rate of capital accumulation would suffice in advanced
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industrial countries with a stationary population so to
saturate the known uses for capital as permanently to
reduce the interest-rate to a very low figure and even
to the neighbourhood of zero. The transformation of
half 2 continent under the Soviet Five-Year Plans in-
dicates how radically the economic face of a country may
be changed within a decade by intensive constructional
activity. Even John Stuart Mill, in’ the middle of last
century, declared that, in the absence of foreign invest-
ment, of government loans for unproductive expenditure,
and of wasteful employments of capital, *‘the mere con-
tinuance of the present annual increase of capital would
suffice in a small number of years to reduce the rate of
net profit to one per cent.”! Yet can one seriously
imagine this being allowed to occur, with the sharp rise
of wages and the impoverishment of the propertied class
which it would entail, in our class society as we know
it? Can one not more readily imagine a campaign being
launched to curb or break the overweaning power of
trade unions, or to start some new colonial venture as
a profitable outlet for surplus funds? Such an outcome
seems not only possible but extremely probable; since in a
propertied system property is not only the greatest vested
interest, but its possession confers the trump cards that
are necessary to win the game. Reinforcing this resist-
ance is the continual tendency of the present system,
primarily motivated as it is by the desire to maintain the

1 Principles, Ed. Ashley, p. 731. CE the remarks of Wicksell on the
fact that “a collectivist society would afford a much better guarantee for
the rapid accumulation of capital than does the existing individualistic
society”; and that * capitalists as a class will gladly welcome all measures
destructive of capital”, whereas “the collectivist state will be quite
unaffected by a lowering of the rate of interest as such”, (Lectures,
Vol. 1, p. 212.)
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earnings of capital, to restrict the utilization of plant and
equipment as well as of labour, whenever this will permit
a higher profit to be earned. Since such restriction may
occur whenever output-policy is influenced by con-
siderations of ‘‘overhead costs”—whenever the more
intensive use of equipment is denied because price is
designed to cover average and not marginal cost—the
amount of chronic under-utilization of productive power
which results from this cause alone is probably much
more substantial than is generally realized. In such a
society there seems every reason for interest to triumph
over ideas, even over ‘“‘the gradual encroachment of
ideas”’, and abundant evidence that it does.

By contrast, in a socialist economy profit as an income-
category ceases to possess any significance as an economic
incentive or as an interest which shapes and limits policy,
for the reason that it ceases to exist as a personal revenue.
Moreover, since wages in one form or another are the
only form of income, social incentives will be exclusively
associated with work, and the sole aim of economic
policy will presumably be to increase wages at the most
rapid possible rate. Contrary to a common opinion,
there seems little valid ground to doubt that the force
of incentive to production would on balance be greatly
increased by the change. The incomes of privilege and
of property, which to-day account for nearly half the
national income, are increasingly the fruit of, and hence
incentive to, restrictive practices; while even work-
incomes which are proportioned to productive effort
lose much of their potency as incentives owing to the
lack of social prestige attaching to labour compared
with property, to the thwarting of ambition and the
blunting effect of the rancour of envy and sense of
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injustice which unequal opportunity engenders. By
contrast, a socialist economy rid of such negative
factors is in a position to harness untapped sources of
collective incentive, of which a society rooted in in-
dividualism and the subjection of servant to master
can do no more than dream. If in such a society the
rapid augmentation of wages is the dominant aim, it
must follow that the attitude to all problems of capital
accumulation and investment will necessarily be a
different one. Given this as the ruling principle, the
only limit to an increase of wage-income could be that
which was set by existing productive powers and by
considerations of future productive equipment. With
the removal of the incentive to maintain reserves of
unemployed resources, with a fuller utilization of capital
equipment through time, and with an altered attitude
towards present and future income, there is every
reason to suppose that the rate of increase of productive
power and of wage-income could be of a quite different
order of magnitude to that to which we are accustomed
in a capitalist economy. The words which J. B, Say
once used of a slave economy in contrast to a free need
little change to suit them to a modern context: “‘ Labour
can never be honourable, or even respectable, where it
is executed by an inferior caste. The forced and un-
natural superiority of the master over the slave is

"exhibited in the affectation of lordly indolence and

inactivity: and the faculties of mind are debased in
equal degree; the place of intelligence is usurped by
violence and brutality. Slave and master are both
degraded beings. . . . One of the productive classes
benefits by the depression of the rest; and that would
be all, were it not that the vicious system of production,
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resulting from this derangement, opposes the introduction
of a better plan of industry.” 1

It is sometimes said that in a socialist society vested
interests of one kind or another would still remain to
thwart the social interest and to defy the dictates of
reason. Be this as it may, the power of interest would
be diminished, at least, by the removal of the interest
that is the most powerful in present society, the most
inimical to human welfare and the most predatory: the
vested interest of property. This contrast indeed between
a capitalist and a socialist economy is as crucial as it is
simple: that in the former it is the interest of property
which is dominant and the interest of human beings which
has minor weight or even no weight; while in the latter
the interest of human life would be paramount, and the
maintenance of the value of property of no account at all.
Of this subordination of human beings in capitalist society
the ‘“‘shameful squandering of human labour-power for
the most despicable purposes” (owing to its cheapness),
to which Marx referred,? is merely one aspect. Two
consequences of this difference are eloquent enough;
but their significance is only too rarely appreciated. A
soci.alist economy, having no longer a place for profit as
an incentive to production and investment, would have
no interest in reducing wages as a solution for universal
unemployment and general excess-capacity, as is so
familiar a paradox of capitalism: in such circumstances
it would have always an interest in raising them. It also
follows that in the economic accounting of socialism the
““overhead costs” of capital would have no significance
and would be continually disregarded (once, at least,

L Treatise on Pol. Econ, (1821), Vol. 1, pp. 319-20.
® Capital, Vol. I, p. 301, 2
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the plant was in existence); and @ fortiori the ““overhead
costs” of “goodwill” and of monopoly rights; but the
maintenance of human beings, that most neglected in-
vestment of any hitherto, would become a prime charge.
In the world as it is to-day we do not lack evidence,
appalling evidence, that it is the maintenance of human
beings and the blessings of human security which have
no place in economic accounting, while it is the safe-
guarding of the value of capital which is the dominant
concern: so dominant, according to the witness of
contemporary events, as to be safeguarded by retarding
invention and laying waste productive resources, by
“Balkanizing” Europe and reviving the inspiration of
the Middle Ages, by maintaining existing fields of
exploitation and conquering new ones -at the point of
the sword.

The struggle of mankind to-day is as much—nay, more
—a struggle to unseat a powerful interest whereby to
banish the “mean and malignant¥ system which this
interest upholds, as it was in the days when classical
Political Economy launched its influential attacks, with
unrestrained partisanship, upon the monopolistic system
of its day. When interest obstructs reason, to preach
reason is vain unless it preach to dethrone interest.
Then it was a struggle of rising industrial capital against
janded interests and trading monopolists, To-day the
world is torn by the struggle of the unpropertied masses
against the entrenched forces of monopolistic capital.
If truth is to be gleaned from practice as well as inspire
it, the economist can as little stand aloof qua economist
as qua citizen of the world from such issues. To breathe
life into the bones of abstract notions, he must, it would
seem, not only descend from his cloister to walk in the
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market-places of the world, but must take part in their
battles, since only then can he be of the world as well
as in it. This is not to sell his birthright: it is to
march in the best tradition of Political Economy. At
any rate, if he does not, the world, and his cloister with
it, may soon start tumbling about his ears.
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NOTE TO CHAPTER VIII ON STORED-UP LABOUR
AND INVESTMENT THROUGH TIME

THE significance of time has been variously estimated by econo-
mists; and discussions of its place in economic causation have
been clouded by a good deal of mystification. The notion of
time has even acquired what Marx termed a fetishistic char-
acter; attempts having been made to treat it as virtually a third
ultimate factor of production (along with labour and nature)
and to explain the phenomenon of surplus-value in terms of
its productivity. As such, the notion is a more refined cousin
to the older view which regarded capital as a unique entity
which had a specific productivity and value, instead of as a
particular form assumed by labour in the social division of
labour. That this is so does not, however, prevent it from
being true that time, properly regarded, must necessarily play
an important part in the framework of a number of economic
problems, particularly those of accumulation and investment.
Into the wider question it is not the purpose of this NoTe to
enter. The intention here is simply to analyse the considerations
on which the order of investment in different types of construction-
projects in a socialist economy would depend. In setting this as
its intention, this NOTE does not claim to enunciate any final
principle (which would require a much less abstract method) but
merely to define the meaning of the problem in more explicit
terms.

If we regard capital instruments as ““stored-up labour” (z.e. as
part of the social labour-force embodied in a certain form or use)
we necessarily imply in this notion a time-dimenston—the time
for which the labour is stored, or the time separating the original
expenditure of the labour (e.g. in building a power-station or a
machine) and the emergence of the finished product. If all
stored-up labour were of the simple type, which is represented

339




POLITICAL ECONOMY AND CAPITALISM

in the sowing of seed for a harvest or the planting of trees, the
notion would have a simple quantitative significance: the time
elapsing between the labour of sowing and the harvest or between
the planting of trees and their fruit. This time could be repre-
sented as a definite quantity, and spoken of, not only as longer
or shorter, but longer by a given amount. But in the greater
complexity of durable inscruments of production it is true that
there are difficuities in giving to this notion any precise quantita-
tive significance; and there are special problems connected with
the fact of depreciation and maintenance of plant and equipment.
Into these questions it is not necessary to enter here.! While a
satisfactory solution of these problems is necessary if any high
degree of precision is to be attached to the answers afforded to
many questions, it is sufficient for our purpose that different
types of stored-up labour should be capable of being broadly
compared with respect to their time-dimensions, so as to be
placed in an order and represented as being greater or less. It
seems possible, at any rate, to make certain broad classifications
of productive processes according to different types distinguish-
able as “longer” or “‘shorter”; and justifiable (indeed, essential)
to use-some such classification to enable general conclusions to
be drawn with respect to changes in the use of different production-
processes.

The crucial problem is this: if there is a series of # possible
types of stored-up labour of different ‘“‘lengths”, what con-
siderations determine the order in which these are adopted?
In particular, what will determine whether labour will be
devoted simultaneously to all the n types of stored-up labour,
creating some of all of them in varying proportions, or whether
labour will at first be devoted exclusively to constructing the
first type in the series (the shortest or most quickly maturing)
and then successively in future years passing through the series
as longer and more complex types of stored-up labour are
step by step created to take the place of the more primitive types
when these latter fall into disuse?

1 Some of these problems, especially those of maintenance, are
!'landied by means of an original definition of “period of production”
in Armstrong’s Saving and Investment.
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These various types of stored-up labour may stand in various
telations to one another with regard to productivity. They
may get more productive (absolutely) as they get “longer”, and
they may be more productive in greater or in less proportion to
the increase in their length. Alternatively, some longer methods
may be less productive than shorter ones. Presumably, however,
the more productive application of labour will be preferred;
and since the only obstacle in the way of investing immediately
in the most productive known form of stored-up labour will
be the length of time which must elapse before the product
appears, it will be increase of productivity with “length” which
is alone significant.

Why, then, is not the most productive known form of stored-
up labour immediately created, and created in sufficient quantity
to maximize the productive power of social labour? The answer
clearly is that, since this stored-up labour takes time to construct
or to yield its product, the income of the community would be
drastically curtailed in the intervening years. To satisfy the
needs of these earlier years, “shorter” forms of stored-up labour
are required. But it will be said: granted that some investment
must take place in the “shorter” forms, to prevent the com-
munity from starving in the interim, why should not an
immediate start be made in devoting at least some labour to
the construction of the longer and more - productive methods
with an eye upon the income of the more distant future? In
other words, suppose that stored-up labour took the form of
fruit-trees which required an initial expenditure of labour to
plant them, and after a certain period of growth yielded their
fruit in a given year and then died; and suppose, further, that
the period between planting and fruiting differed with various
types of tree, the longer-fruiting trees yielding in general a
larger fruit. Then two methods of planting would be possible.
(4) It could be arranged tha this year labour should be dis-
tributed between planting some one-year trees, some two-year
trees, some three-year, some four-year, some five-year trees and
so forth, so that each of the years into the future should have
some fruit from this year’s planting. When the near future had
been adequately provided for by the earlier-maturing trees,
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labour would cease to be devoted to their planting and would
be transferred instead directly to planting the most productive
known type of tree. (B) Labour could be devoted at first only
to planting one-year trees, to yield fruit next year and so make
next year's income considerably larger than it could be, ceferss
paribus, under (A); or at any rate restricted to planting one-year
and two-year trees. Then next year, or the year after, the
planting of one-year trees could be abandoned, and the more
productive two-year trees concentrated upon instead; and so
on successively up the scale. It is to be noted that under (B)
the fruit of earlier years will tend to be larger than under (4);
but, in so far as maximum productivity is reached more gradually,
the fruit of later years will tend to be smaller under (B) than
under (A4).

On what considerations, then, will the choice between the
two methods depend?

The crux of the matter seems to be that the more distant
future always has a greater chance of being plentifully supplied
since there is the option of using part or all of the investments:
of intervening years in its interest; whereas the near future can
only be enriched out of the labour of to-day and the inimediate
future, and will be benefited if this labour of to-day and of the
immediat¢ future is embodied in relatively short productive
processes. In other words, concentration of labour on shorter
methods will always benefit the near future at the expense of
the more distant future. In certain circumstances it will benefit
.the near future more than it harms the distant future; and it
is this fact which may cause method (B) to be preferred. As
Mr. Armstrong has put it: “We can only produce for the future;
we cannot produce in the future for the present. . . . We cannot
make up in the future for the absence of income now by retro-
spective production; while the more distant the future the
greater the number of ways in which we can provide income for
tl}at future by anticipatory production. Owing to this uni-
directional nature of time, the principles which govern the
distribution of resources through time are different from those
which govern the distribution of resources through space.” 1

1 Op. cit., p. 21.
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It is clear that the essential differences between the two
methods is that method (B), by paying more attention to the
income of the earlier years, will tend to attain to the higher
productivity of the more advanced methods of production more
slowly than will (4). Method (4), on the other hand, by in-
vesting earlier in production processes of a mere advanced type,
will attain to a given higher level of productivity much soorner,
at the expense of providing a lower income for the earlier years.
The more gradual method (B), in other words, represents the
path by which a given higher level of productivity can be
attained with the smaller aggregate sacrifice. (The method of
least sacrifice would, of course, be one which raised income so
gradually as to attain maximum productivity at infinity.) But
it does not by any means follow that the method involving the
smaller aggregate sacrifice is the most economic: it may well
be advantageous for the community to incur additional sacrifice
to purchase the benefit of attaining the higher level of productivity
sooner and enjoying this higher level of income for a greater
number of years.

The method which attained to maximum productivity (or to
a given higher level of productivity) most speedily would un-
questionably be the one to be adopted if a given addition to a
small income were of no greater importance than a similar
addition to a larger income; since in this case the loss of income
in the earlier years would invariably be more than repaid by
the earlier attainment of maximum productivity and the con-
sequent gain of income in subsequent years. It is the fact that
this condition does not hold—that to give a family one room to
dwell in is usually more important than to provide a second,
and to have shoes on one’s feet at all is more important than to
possess a change of footwear—which may render the more
gradual method the appropriate course of action. What is
clearly decisive is whether or not the rate at which productivity
increases as the time for which labour is stored up increases is
greater than the rate at which the importance of increments to
income declines as the level of income rises. If the former is
slower than the latter, a method which yields a tardier attain-
ment of the higher level of productivity, but involves a smaller
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sacrifice of income in the earlier years, will be preferable. If
the former is faster than the latter, the method which attains
to the higher level of productivity at the most rapid possible
rate will be preferable, since the large absolute addition to the
income of distant years will then outweigh the (smaller) loss of
income in the nearer years. It has been maintained that the
importance of increments to income declines in greater pro-
portion than increase of income: a statement which seems clearly
to be true of increases of income near the starvation level and
again of increases at high levels of income. But it seems
not unreasonable to suppose that, even if this be true of inter-
mediate levels of income per head, the importance of increments
to income does not decline much more rapidly than the increase
of income within the range of per capita income-levels appropriate
to advanced industrial countries, In this case there is a pre-
sumption that method (4) will be the most economic in technical
situations which are such that the productivity of different forms
of stored-up labour increases in an appreciably greater proportion
than the time for which labour is stored up. In general, we
may say that periods which are technical epochs, in the sense
that there are very large possibilities of increased productivity
of labour from the adoption of new (and “longer™) processes
of stored-up labour, will be periods in which method (4) is
most likely to be adopted. Part of the labour directed to con-
structional work in those years will need to be directed to
relatively primitive, but more quickly maturing, forms of
construction to supply the needs of the nearer future. But
at the same time part of the labour will be directed to com-
mencing the construction immediately of more advanced, but
more slowly maturing, processes; since the earlier attainment
of the increased productivity resulting from the latter will
outweigh the loss resulting from a smaller investment in the
former (with the consequent lower levels of production in the
earlier years).

: It must be noted that the difference between our two methods
is one of degree. Method (B), if its transition through the
various types is accelerated sufficiently, will approximate to
method (4) and may be indistinguishable from it; particularly
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if the latter is interpreted in the sense of. requiring a certain
minimum income (and, a fortiori, if a gradually rising minimum)
to be secured to the earlier years. When the two methods are
so qualified as to approximate to one another in this way, there
is a feature of method (B) which will give it a superiority over
method (A4). In other words, if the only condition attaching to
the two methods is that a certain minimum income is to be
provided for the earlier years, method (B) will actually be the
speedier method of attaining to maximum productivity. The
reason for this is that method (B) gives priority to the satisfaction
of the needs of the earlier years. The paradoxical result that
maximum productivity is soonest reached by a method which
refrains from immediately constructing the most advanced
methods depends on the fact that, since the needs of earlier
years can only be satisfied by means of the less productive and
shorter processes, the more labour that can be concentrated at
the outset on providing for the needs of these earlier years, the
greater the speed with which labour can be released to be
invested in the more productive methods.? It is like a party of
rope-climbers ascending a mountain: the top may be reached
the sooner if the guide at the head of the party spends more
of his energies helping up the slower members of the party
than in accelerating the speed of his own ascent. When other
considerations are equal, therefore, this fact will weigh in favour
of method (B). But it remains true that, since method (4) is
essentially the method by which, as a rule, the income of the
earlier years is stinted in the interests of a more rapid attainment
of higher levels of productivity, it is likely to be the appropriate
path of development in situations where relatively large increases
of productivity are to be anticipated by lengthening the time
for which labour is stored up, or at periods in which political
and social reasons may give an unusual importance to speed of
development.

! Of course, a certain preliminary increase of productivity is bound
to come earlier under (4), since the construction of the more productive
methods is commenced earlier. But in the later stages the increase of
productivity will be greater, ceteris paribus, under (B), since the labour
previcusly devoted to supplying the minimum needs of the earlier years
will be more rapidly released.
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But the adoption of this method (A4) will only be possible in
an economy which has sufficient foresight to be able, with some
approximation to certainty, to calculate the movement of invest-
ment and productivity over future years. Such a degree of
foresight is clearly impossible in an individualist economy; so
that anything approximating to method (4) is rarely adopted,
and even then only over a relatively short span of time. For
this type of economy method (B) is the only practicable method
available; the step-by-step transition to new methods taking
place under the prompting of changes in interest-rates as invest-
ment and income change. Any other method would require a
grading of interest-rates for investments of different periods of
maturity, such as is hardly conceivable in an economy so much
the prey to uncertainty and to the vagaries of business expectations,
which in face of such uncertainty can have little objective basis,
Moreover, it is to be noted that this transition to the new method
would require to come é# advance of the year in which the income
had actually increased to the point which‘made an addition to it
less important than an increase of productive power for the
more distant future—namely, in the year in which investment
for the benefit of that richer future year was actually being
undertaken, Since in an individualist economy such a transition
will tend to take place only when that change of income has
already become apparent—namely, in the future year itself—it
follows that an individualist system will have an additional-
reason for pursuing a tardier course of development of its pro-
ductive forces than will a socialist economy; having a recurrent
tendency to over-invest in shorter and obsolete processes and
myopically to inflate the income of the near future at the expense
of under-development of the productive power of the mors
distant future. This retardation will, on the one hand, tend
to maintain interest-rates and, on the other hand, tend to pro-
voke fluctuations; and this quite apart from any monetary
influences. As productive processes become longer, the results
of this retarding tendency are likely to become progressively
greater.

Labour, however, will be required to work machines as well
as to make them. The proportions (capable of limited variation)
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in which the labour-force of society requires to be divided
between this current: labour and stored-up labour will be deter-
mined by what has been termed the “technical coefficients™ of
industry, which will be relative to the state of technique in
various industries at any one time and to the relative sizes of
different industries of varying technical coefficients. It is clear
that the social labour-force is only being employed in the most
productive possible way if no gain in productivity would result
from transferring labour from current uses to stored-up uses.
This implies that the product (valued in terms of current income)
resulting from an additional application of labour as current
labour (operating existing machines) equals the product result-
ing from an additional application of labour as stored-up labour
(valued in terms of anticipated future income).! Let us assume
that there is a gradual progression through various types of
production-process according to method (B) as the usual path
of development (broken by fluctuations) in an individualist
economy. As long as new investment is taking place, the income
of future years will be rising; and as more of the social labour-
force is devoted to stored-up labour, the product (valued in
future income) resulting from each addition in this direction
will fall, while the labour available as current labour to work
the existing machines will grow relatively more scarce and in-
dispensable. If only one type of stored-up labour were known
and available, this transfer of labour to stored-up labour would
continue until the product resulting from additional applications
of labour in each of the two directions was equal. This is what
may be called a point of capital saturation, at which the average
productivity of the social labour-force is at its maximum.* But
this maximum would represent a low or a high level of productivity
according to whether this one and only known form of stored-

dPlk___sz

1 2
and current income.

* This point seems to be synonymous with what Mr. Meade has
termed *the optimum supply of labour relatively to capital”. (Intro-
duction to Economic Analysis and Policy, p. 259 seq.) This point is not,
however, necessarily the same as Mr. Meade’s “optimum supply of
capital”’, for the reasons set out below.
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up labour was of a technically primitive or advanced type. If
other and more advanced types were known, their existence
would preclude this point from being reached. Before the
product resulting from additional labour devoted to the existing
type of stored-up labour had fallen beyond a certain point, it
would pay to transfer this labour instead to more productive
and “longer” types of stored-up labour. Such successive
transfers to more productive methods would proceed until
there was no known more productive type of stored-up-labour;
and equilibrium would be reached when sufficient labour had
been devoted to this type of stored-up labour to make any gain

from further transfer zero (i.e. %w&s the same in both directions).

Existing stored-up labour would continue to be replaced each
year as it wore out; but it would not be added to, and the
existing proportions between stored-up amd current labour
would, ceteris paribus, be maintained. Here, again, the average
productivity of the social labour-force would be at its maximum.
But it would be (relative to existing knowledge) a maximum
maximorum.

Traditional classifications of technical inventions as “labour-
saving” or “‘capital-saving” are generally made to turn on the
effect of these changes on the relative prices of labour-power
and of capital. For purposes of analysing capital-development
through time it would seem that a classification in terms of the
effect of technical change on the ratig in which stored-up labour
and current labour require to be combined is more useful and
les‘s ambiguous—namely, in temms of labour-units and not of
prices.! Technical changes which have the effect of increasing
the proportion of current-labour to stored-up labour will tend

! These ratios will not, of course, necessarily be rigid, but will have
the fonp of a given “production-function” defining the changes of
productivity as the proportions in which stored-up labour and current
labour are f:ombined. For simplicity we have spoken above only of
the proportion between current labour and stored-up labour at the end
stage of production. Corresponding to it will be the (possibly different)
proportions in which at all earlier and intermediate stages of production
fresh labour has to be used to work up or to work with stored-up labour,
which is product of a still earlier stage.
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to retard (temporarily at least) development towards the point of
maximum productivity by leavirig less of the social labour-force
available for new construction-work; and conversely technical
changes which diminish the proportion of current labour to
stored-up labour will tend to accelerate this development. They
will not, however, affect the point of capital saturation itself; in
the sense that this will still consist in the most productive known
type of stored-up labour. Technical change will only shift this
point if it creates a new type of construction which is absolutely
more productive than any previously known and available—if it
discloses a new mountain-summit to be mastered, higher than
any which was visible before.

It is to be noted that as progress towards this point .of capital
saturation occurs, the intensive utilization of existing plant and
machinery by current labour will grow less; until at the point
of capital saturation it will not be economic to carry intensive
utilization by labour of existing plant beyond the point where
diminishing returns to this utilization sets in. The types of
stored-up labour which are in use will be so productive that it
will pay to employ the major part of the social labour-force on
maintaining or replacing society’s large stock of machines and
equipment, and relatively little of it in the operation and utiliza-
tion of machines. Labour, in other words, will have become
predominantly a process of machine-controlling, with actual
manual operations reduced to a minimum. What Mr. Meade
has defined ! as the points of “ optimum supply of labour relatively
to capital” and of “optimum supply of capital relatively to
labour” will, at this point (but only at this point), have become
identical (apart from possible unexhausted economies of division
of labour in the finishing industries).

L Op, cit., p. 259 seq. and p. 273 seq. If one is speaking in terms of
a flexible * production-function”, it is to say that on any indifference-
curve expressing such a function that point will be chosen which
represents the greatest economy of labour (both in using and in making
machines) to yield a given output. This would only represent the
smallest possible use of labour in operating machines if capital goods,

. once made, needed neither repair nor replacement. Only then would

it be the case that such goods would have to become * free goods ™
before the point of ** capital saturation ™ was reached.
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