





























PREFACE

THis book is an attempt to assist students of economics to
think clearly and logically about the fundamentals of their
science, by exposing some of the main sources of error and
confusion with which economics is surrounded. Economists
have always suffered, as compared with natural scientists,
from the inaccuracy of their linguistic equipment. Many of
the disagreements which divide them are terminological,
rather than genuinely economic, in character; and if these
can be overcome they will have more time for examining,
and more hope of solving, the problems of theory and policy
with which economics is concerned.

The verbal difficulty will not be solved, however, by
elaborating a scientific system of unisignificant terms. We
may sympathise with Mr Robertson when he demands for
economists the right, accorded to researchers in other fields
of study, to “speak to one another in their own jargon”. But
we cannot afford to allow our language to cut us completely
off from ordinary life. For economics, unlike physics or
biology, is a study of human behaviour. It investigates the
actions and experiences of men in the market-place and the
factory, and it will in the end be judged by its success in
explaining these. Now as the phenomena of economic life
change, so too do the meanings of the words which are used
to describe them. To take one obvious instance, the growth
of joint-stock enterprise in the latter half of the nineteenth
century had extensive repercussions on such terms as ““profit”
and “‘capital”. The former came to stand for the income of
the entrepreneur as such rather than for the total gains of
the old-fashioned ‘“‘captain of industry”’; the latter took on
several new and strange meanings, though without losing
its older ones. These verbal changes were not accidental or
arbitrary—they reflected changes in the facts. And as they
have been accepted, consciously or unconsciously, in ordinary
speech, so they must be recognised and allowed for by all
those economists who believe that it is at least a part of their
duty to enlighten the general public as to the actual economic
problems of the day. If economists as a whole were to adopt
a corpus of technical terms, each one with an unalterable
meaning and content, there would be a real danger of their
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being left behind by the march of events. A static terminology
is not well suited to the study of dynamic phenomena.

But if we cannot have permanent scicntié)c precision in our
language, then it is all the more important that we should
cultivate constant watchfulness in our use of words and the
ability to see when and how their content changes. So long
as we know what we are doing, there is no harm in our using
words in more than one sense, nor need we hesitate to take
over terms from everyday usage, keeping their common-
sense meanings when we can, but altering and adapting them
to our purposes when it seems necessary. I cannot agree with
Mr Cole that it is an abuse of language, nor with the late
Professor Cannan that it is a sign of ill-education, to make
our words mean what we want them to mean—so long as
we know what we are doing. The essential thing for fruitful
speculation is the power of thinking logically, not the pos-
session of a logical vocabulary. And this book is an attempt,
as I have said, to help towards logical thought in economics.

Most current expositions of economic principles contain
some examination of the main terms used. The analysis of
value theory is prefaced with observations as to the meanings
which the word *“‘value > may bear, a distinction is drawn
between capital as a “goods” concept and capital as a
“money” concept, demand at a given price is contrasted
with demand schedules, and so on. But all this is regarded,
and rightly, as merely preliminary to the main task—the
exposition of the actual content of economic doctrine. In
consequence it is usually treated perfunctorily and hurriedly.
Moreover, no writer feels himself called upon to carry
terminological discussions beyond what is absolutely neces-
sary for his immediate purpose. He draws attention to verbal
difhiculties only in so far as they affect either his own work
or those other writings in which he happens to be especially
interested—with the result that two authors may use the
same word in totally different senses without any overt
recognition, much less analysis, of the discrepancy between
them. Here is an obvious scource of confusion and bewilder-
ment both for qualified economists themselves and still more
for the student and the amateur: how are they to know for
certain what is the relationship between (say) ‘‘capital” as
used by Marshall and by Schumpeter, or between the *‘entre-
preneur’” of Knight and the ‘“‘undertaker” of Cannan?

I have here tried to cover this field systematically and
(within reason) completely. My object has been to exhibit
in some detail the various meanings which economic terms
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are liable to bear in current literature, so far as I am ac-
quainted with it. My book makes no claim to be a dictionary
of economic terms, for I have neither covered all the terms
which such a work should include, nor offered or recom-
mended precise definitions except where these seemed likely
to be of real service. Again, I have not studied my subject
historically—a task for which in any case I am totally un-
qualified—for my concern is with how economists use, or
might use, terms now, not with how they have used them in
the past, and the ways in which words were used fifty or a
hundred years ago enter into my discussion only in so far
as they are directly relevant to present-day linguistic practice.
Least of all have I attempted to recultivate the scarred
battlefield of economic scope and method, though a brief
survey of this territory has been unavoidable in the chapters
on “Economics” and ‘“Economic Law’. This is a study
neither in diction nor in philology nor in methodology, but
in logic. One of the main tasks of logic, as I understand that
word, is to investigate the relations between terms and con-
cepts—between thought and language. I have tried to apply
this type of logic to the field of economic theory.

The arrangement of the book follows readily from the
above indications as to its purpose. After an introductory
chapter designed to bring together a minimal vocabulary of
logical terms and to note the main sources of confusion in
economic thinking, I proceed to examine the fundamental
concepts of economic theory one by one, investigating their
meanings, relating these (when possible) to one another,
pointing out the problems which have arisen round them in
theoretical writings, and finally saying something about the
relevance of the discussion for the content of economic
doctrine. I have not stressed this last element. If at times
suggestions have found their way into my book as to improve-
ments which might be effected in the substance or form of
economic theory as presented in current textbooks, these are
incidental and subsidiary. In the main I have been content
(in the words of Locke) “to be employed as an under-
labourer in clearing the ground a little and removing some
of the rubbish that lies in the way of knowledge”. I venture
to hope that in taking on this work I may prove to have
given help both to my Fellow-economists who wish to advance
knowledge without being harassed by logical and termino-
logical difficulties, and also to those students of the subject
who are anxious to understand something of what economics
is about and what it says.
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]

I had originally hoped that the book would be both shorter
and easier than it has turned out to be. And I had envisaged
a series of short and virtually independent chapters, so that
the student who desired to gain some idea of the scope and
significance of (say) the term “utility”, or “enterprise”, might
turn to the appropriate passage without needing to consult
the rest of the book; whereas in fact the discussions in different
chapters have come to be so intricately connected with one
another as to make of the book a not easily divisible whole.r I
have tried, however, by tiresomely frequent cross-references
and a full index, to render it useful to persons who would not
be prepared to read it from cover to cover. I have also
allowed myself a certain amount of repetition, though only
when it seemed essential for the clarity of my argument. In
so far as my work has yielded any general conclusions they
are to be found primarily in Chapters VII and XVII—
chapters which represent, so to speak, “reports of progress”,
and in which some attempt is made to bring together the
results of what has gone before. A series of Supplementary
Notes (pp. 377-400) deals briefly with various matters which,
while coming within the scope of the book, were not of
sufficiently central importance to be allowed to hold up the
argument of the text.

I have cited authorities whenever I found it convenient.
It is proper to say, however, that my decisions as to what
works to quote have been based first and foremost on the
extent to which they happen to have impressed themselves
on a highly capricious memory. I have made no pretence at
providing a full bibliography. Details as to the books and
articles actually cited, however, will be found in pp. 401-406.

Chapter X1V, on “Capital”, got completely out of hand.
I can only apologise for its monstrous length.

My debt to numerous friends, economists and others, who
have at various points assisted me in developing my theme, is
too immense for detailed acknowledgment. But a special word
of thanks is due to my assistant, Miss MacDonald, for re-
lieving me of almost all the administrative work of my depart-
ment in Aberdeen University during the last eighteen months;
and to my wife for indispensable help at every stage.

LINDLEY FRASER
December 31, 1936

! Thisfact accounts for the absence from thechapter headsof the terms* ‘wagcs’_’,
“rent”, ““interest”’, and “profit”. These are treated, as fully as the scope of this
book allowed, in the chapters on “Land”, “Capital”, etc., and in Chapter XVII.
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senses, and on the other hand physics which not merely
abstracts from all but the physical properties of material
objects but also confines attention to the general or universal
characteristics of these objects, i.e. is interested in classes,
not individuals.?

It may be added that in whichever of the two ways the
contrast between abstract and concrete is understood it must
on no account be confused with that between “material’® and
“immaterial”. For the latter is really a distinction between
two different kinds of concrete things. Material objects arc
individuals, not universals: and we shall also usually envisage
them as wholes—i.e. “‘completely”’—rather than as elements
or parts of wholes. But the same is true of much that is not
in any ordinary sense material. A period of time, for example,
such as a day or a year, is neither a universal nor an element
in something else, but an individual entity. So, too, if I have
lent some money to a friend, then the claim which I possess
against him—i.e. the debt which he must settle in the future—
though it is as such immaterial is yet a concrete whole: it is
concrete both in the sense that it is an “individual”, falling
into the class of debts in general, and also in the sense that
it may be treated either in its totality or “‘partially” according
as we consider all the conditions or circumstances attached
to it or concentrate on one or more particular aspects (e.g.
on the period for which it is outstanding or the rate of interest
which it carries), abstracting from others which may in them-
selves be not less worthy of study. It is in fact a *“‘thing” or
entity, no less than is a chair or a giraffe.z

! Tt is not easy to find an example of the fourth possible combination—viz.
the union of “‘completeness’ with ‘“‘universality’’. An approach to it is, however,
to be seen in certain kinds of natural history or ‘‘descriptive zoology’’ where the
life-story or biography of a typical representative specimen of some species is
recounted. So, too, in history it might be possible to write a concrete (i.e. com-
plete) account of a ¢ypical (i.e. abstract or universal) mediaeval serf or baron.

For the bearing of this section on the nature of economics cf. below, pp.
14-15, 30 fL.

2 The distinction between material and immaterial things is not easy to draw,
but is happily irrelevant for most economic purposes. (See, however, below,
PP- 24-6, 125 n., 178, 259, 333-4.) What is of more immediate importance is
the light thrown by the last paragraph on the second sense of the concrete-
abstract contrast. It can be argued that ‘‘a day” is empty and mecaningless apart
from the events which it contains—that time itself is an abstraction. But so, too
(if we take this view), are material things: since () when we treat them as such
we are abstracting from their non-material aspects, and () they are a part of

the universe as a whole and cannot ultimately be considered in isolation
therefrom. Whether or not this line of argument is metaphysically satisfactory,
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Or, thirdly, he may be a sociologist, or a journalist, who
is equally interested in both aspects of the situation; who is
anxious to draw attention at once to the theoretical relation-
ship between the possession of physical powers and the
activity of swimming the Channel, and to the historical fact
that certain individuals have possessed these powers and have
used them in that particular way.

Thus the proposition is essentially ambiguous; it may
express any one of three different judgments,! and in order
to know;which one is in fact meant we must have further
information as to the point of view and intention of the writer.

This kind of ambiguity is especially troublesome in pro-
positions which begin with “some’ or an equivalent word or
phrase.? “Some vipers are venomous, some the reverse”: does
this mean that there are two main species (or sets of species)
of viper, and that one of the ways in which they may be
distinguished is by whether or not their bites have fatal con-
sequences? Or is it a statement that of the particular vipers
known to the writer certain ones are to be avoided, while the
others need not be feared? “A number of the workers in that
factory are wholly unskilled”: is this part of an analysis of the
division of labour among different classes of worker, or of a
statistical account of the varying abilities of different indi-
viduals doing the same kind of work? Unless we have further
evidence we cannot be certain which is meant. Sometimes
the context will provide us with this evidence. At other times
the writer will be thoughtful enough to cast his judgment in
a form which leaves no room for doubt. But not infrequently
real misunderstandings occur, even in the minds of sympa-
thetic and intelligent readers.

Nor is this danger necessarily due to inaccurate expression
on the part of the writer. If his knowledge of his subject were
complete it should always be possible for him to avoid am-
biguity. But if he is in course of learning about the things
with which he is dealing, then he may not himself be certain
whether a given judgment is only a historical enumeration or

I Or more; for as we shall see the distinction between universal and enumera-
tive judgments is not the only source of ambiguity in propositions.

2 These are the so-called “‘particular” propositions of formal logic. A dis-
cussion of the distinction between them and the universal or complete-enumera-
tive propositions of the form “all A is B” is of importance for the theory of
deductive inference, but may be omitted here.
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Suppose that there is no misunderstanding as to the meaning
of the second and third terms; that both the writer and his
readers understand by “being the reward for” being a payment
Jor, and by ‘“‘abstinence’ dotng without: we are still left in
doubt as to the exact import of the proposition. Does it
express the judgment that by “interest’’ the writer intends
to mean the payment for/doing without? Or is it a piece of
information about the form of income which is known by
that name? Is it, in other words, a definition of the ferm
“Interest”, or an addition to one’s knowledge of the concept
interest?

Logicians have given to judgments of these two types the
names ‘“‘verbal’’ and “real”. A verbal judgment is one which
is about a term as such; a real judgment is about the concept
(or the individual) for which the term stands. The former
indicates a use of language, the latter a connection of thought.
Theoretically the difference between the two is perfectly
clear, and in practice also there is often no cause for con-
fusion. “For the purpose of railway livestock charges dogs
shall include cats and rabbits, but not tortoises’ is about
“dogs”, the word; “dogs belong to the same family as
wolves” is about dogs, the animals. Nobody would be misled
by the former into thinking that a cat is a kind of dog, or by
the latter into thinking that the words “dogs’ and *“‘wolves”
are etymologically connected. Sometimes, however, a pro-
position may be intended to be partly verbal and partly real.
Or it may pass from being the one to being the other. And
in this way confusion may arise. T. H. Green, in his Principles
of Political Obligation, lays down the principle “Will, not force,
is the basis of the State”. That proposition is obviously meant
to express a real and positive contribution to political theory.
But if one examines the arguments with which he supports it,
one may be tempted to conclude that its truth depends upon
exactly what one means by the word “State”. Many organisa-
tions which we are accustomed to describe by that name seem
in fact to rest upon force, rather than upon will—at any rate,
in the senses in which we would normally use these words.
And if so, the proposition can only be true as expressing a
fact about Green’s terminology—i.e. as indicating what he
proposes to understand by “a State”. What started by being
a real judgment has come to be little more than a verbal one.
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between them. If it is a relationship of co-ordinate species
within a genus, then the distinction will naturally be regarded
as being between “two kinds of a thing”, and the case is one
of classification proper: if it is not a relationship of co-ordinate
species within a genus, then the distinction is between “two
senses of a word”. But in any given case we may find it
extremely difficult to be certain which of the two it in fact is.!
Indeed under certain circumstances it may not be possible
even in principle to demarcate sharply between the two kinds
of distinction. When a term is used of two analogous concepts,
it is liable to come to suggest not so much these two concepts
separately as the common characteristic in virtue of which
the analogy has been drawn. Do the phrases ‘“a man’s foot”,
“the foot of a table”, ‘“the foot of a mountain” and “‘the foot
of a list” represent different kinds of foot or different uses of
“foot”’? Is lacing a generic concept including the specific
concepts lacing shoes and lacing port or sherry, or is “lacing’
a term with two different meanings, according as it is
associated wth footwear or with wine? We need not—even
if we could—decide definitely one way or the other in such
cases. The important thing is that we should recognise them
for what they are—intermediates between purely verbal
and purely real distinctions, and that we should not allow
their existence to obscure the fundamental contrast between
the two.

9. The ambiguities with which we have been dealing in
the last three sections are especially prominent in social
studies such as economics. Much of the work of economists is
neither purely historical nor purely theoretical. Itis concerned
with historical phenomena—with the events and conditions
of the economic life of particular epochs; and yet it aims not
merely at describing these events, but also at understanding
them. The economist must disentangle those elementsin the
economic world which can be explained in terms of theoreti-

I The use of the word “‘capital” abounds with difficulties of this kind. (See
below, Chapter X1V, especially pp. 238, 265-266.) If we choose, of course, we
can treat all distinctions on the vcrbai3 plane. Saving for hoarding and saving
for investment represent as such two different senses of *“saving”. But since the
relation of the concepts which these two senses express is one of co-ordinate
species within a genus it is natural that “‘saving’” should stand also for the genus
itself. There is then, so to speak, a concept of saving an sich, of which the other
two are special types or kinds—that is to say, the classification almost inevitably
shifts from the verbal to the conceptual plane.
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is not B). A normative judgment is one which deals with
questions of value or the desirable; it takes the form, A ought
{to be B (or ought not to be B).T “Twenty-five people were
killed in road accidents on Easter Monday”’ expresses a posi-
tive judgment; “‘strict control of automobile traffic is urgently
required’’ expresses a normative judgment. The former con-
tains no value element; it asserts neither that twenty-five
deaths in one day is too large a number nor that it is fortunate
that the number was not much larger. The latter contains no
factual element; it is equally compatible with historical con-
ditions of the strictest imaginable traffic control and of road
anarchy. And even if the ideal world and the actual world
sometimes coincide—if what ought to be sometimes is, and
what is not sometimes ought not to be—yet the theoretical
contrast between the two worlds is clear; at any rate so far as
historical and enumerative judgments are concerned.

In the case of judgments which lay claim to scientific uni-
versality, however, this distinction is often blurred and lost.
This may happen in either of two ways.

(1) Just as the same proposition may express both a uni-
versal and a historical, or both a verbal and a real judgment,
so it may express both a positive and a normative judgment.
Consider the proposition ‘“the community is saving too
little”. Is this a statement of fact, or of value, or both? We
cannot be sure until we know what is meant by “too little”.
It may merely be equivalent to “less than it ought to”—
and this is the interpretation which we most naturally place
upon it when the proposition is stated without reference to
any particular context. In this case the judgment is purely
normative. But if we already know something about the
“optimal® rate of saving—e.g. if we have been told that it is
that rate which equates the amount saved with the amount
invested—then the proposition also expresses the positive
judgment that the community is saving less than is being
invested. “Nobody in his senses believes that a raising of the
rate of wages will relieve unemployment.” Is that a colourless
statement of fact about current opinion among rational
people—or is it also a condemnation of those who fail to hold
rational opinions? We cannot tell except'in the light of the

I Such judgments are called “normative’” because they set up a ““norm” or
standard with which existing things can be compared.
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In this present context, however, we may understand the
word, at least provisionally, in its widest sense. Keynes’s
definition might still be acceptable if it turned out that eco-
nomics was concerned more with the ideal than with the
actual, and aimed at being practically useful rather than
theoretically true.

(2) The phrase “‘economic activities” in a definition of
“economics’ suggests at first a mere verbal circle. In fact,
however, it contains two important—and highly contro-
versial—pieces of information. For in the first place, the
adjective “‘economic’ has a fairly clear meaning in ordinary
speech. We speak of particular courses of action as being
“economically” worth while (or the reverse)—of free trade,
for example, as being “economically” or “from the economic
point of view” a sounder (or less sound) policy than pro-
tection—when what we mean is that it is likely (or unlikely)
to add to the country’s wealth, or prosperity. Economic activities
are those activities which are concerned with adding to
wealth; and to say that economics studies economic activities
is to connect it with the phenomena of the production and
appropriation of wealth.!

We shall return in a moment to the meaning of “wealth”.
In the meantime let us observe the second significant point
about the phrase “‘economic activities”. People obviously do
not always act economically, in the sense of seeking to increase
wealth. We enjoy leisure as well as earning our daily bread,
we sometimes play when we might have been working. It
follows that the definition under consideration confines the
sphere of economics to a certain section or department of
human behaviour. A large part of the life of everybody, and
the whole life of certain fortunate persons, falls outside its
scope.
| (3) The phrase “‘in society’ raises the much disputed point
of whether economics includes the study of the economic
activities of a Robinson Crusoe. We deal with this below,
§§ 12-13.

Other definitions follow an essentially similar course.
Marshall described economics as the study of mankind “in
the ordinary business of life’’, and added that while this
showed it to be a part of the general study of man, yet from

1 Keynes, Scope and Method, pp. 99-100.
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satisfying human needs”. And economics is the science
which treats of their production and appropriation.t
3. We can also express what is fundamentally the same
conception of the scope of economics by saying that it studies
the “economic system’ or the “economy”. For by the
‘‘economy’’ we should naturally be understood to mean the
community’s equipment for the production and distribution
of wealth. It is, in Cassel’s words, “the sum of actions which
make the satisfaction of wants possible®.2

Again, the type A definition may be used to connect eco-
nomics not so much with the material means of satisfying
human wants as with the satisfactions themselves. People
desire wealth because it ministers to their well-being, or
welfare. And we can, therefore, describe economics, if we
prefer, as the study of the welfare which material possessions
yield. Thus Professor Cannan defines “economic’ as “having
to do with the more material side of human happiness”, or,
more briefly, as “having to do with material welfare’’.3
4. In all these definitions, however, there are two main
difficulties. The first concerns the connection of economics
with material things. We have seen that wealth is usually
conceived of in material terms. So, too, the phrase ‘the
economic system’ strongly suggests the mechanism whereby
physical objects are manufactured, transported, and ex-
changed. And Professor Cannan’s definition expressly stipu-
lates that the kinds of welfare with which economics is
associated are those which are derived from material sources.
But are economists as a matter of actual practice at all
specifically material in their interests?

Let us note, in the first place, that the border-line between
the material and the immaterial is not always so clear cut

I We shall find as we proceed that “‘wealth’ is in fact highly ambiguous,
(1) It need not be confined to material goods only (cf. below, p. 26, and
Chapter VIII, especially p. 125n.). (2) To confine it to scarce goods implies that
if by increased abundance a particular commodity cease to be scarce, becoming
a “free good”, the community’s wealth is thereby reduced (cf. Robbins, Nature
and Significance, p. 47 n.). In order to avoid this paradox we must define it as
including all potentially exchangeable goods, irrespective of whether they have
or have not a value in any given case. (The same treatment has to be applied,
as we shall see, to such terms as ‘“‘commodity’’, “land”, and ‘labour”. See
on these below, Chapters VIII, p. 124, XIII, p. 222. (3) It may be regarded
either as a “‘stock” at a given moment of time or as a “flow”’ through time—i.e.
either as “‘capital” or as ““income” (cf. Cannan, Wealth, pp. 3-6). This contrast

will be examined in Chapters XIV and XVI (pp. 250-1, 330-1).
2 Social Economy, p. 3. 3 Wealth, p. 17.

"
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any definition of the range of economics which associates it
with the purely material.

In the face of these considerations the type A definition
must be recast if it is to reflect economists’ actual practice.
The readjustment may be made in one of two ways:

(1) We may redefine “wealth” so as to purge it of its
materialist taint. It will then come to everything which is
both useful and scarce, whether material or not. Our physical
energies and our time will now be included, along with our
external possessions, in our wealth. They are useful to us and
may be used to produce satisfactions. Moreover, they are
scarce, and though not literally transferable to other people,
can yet be hired out—viz. when we enter into the service of
an employer.!

(2) If we prefer the “welfare” to the “wealth” form of the
definition, then we must adopt some other criterion of “eco-
nomic”’ welfare than its being derived from material objects.
Thus, Professor Pigou defines economic welfare as “that part
of social welfare which can be brought directly or indirectly
into relation with the measuring-rod of money’ .2
5.  The other difficulty in type A definitions is more funda-
mental. We have seen that one of their essential character-
istics is that they associate economics with a particular
“department” of human life and behaviour. They involve
that people sometimes act ‘“‘economically’’—whatever the
precise meaning of the phrase may be—and sometimes do
not. And this “departmental” view has two serious weak-
nesses. In the first place, even when we have severed the
specific connection of economics with material things, the
borderline between economic and non-economic activities is
not at all easy to draw. A stockbroker, after a morning in his
office, goes out to the country and plays a round of golf. We
should be inclined to say that the economic department of
his life covered only his business hours; since the object of
his afternoon’s occupation is pleasure (or exercise), rather

1 Clark, we may note, retained ‘‘material” in his definition of wealth by
making it equivalent to “external’ or “‘non-personal® (Philosophy of Wealth, p. 5).
Thus he regards an orchestral concert as material; whereas the energies and
abilities of a labourer are immaterial!

On labour as a ‘“‘commodity’’ see Chapter VIII below, p. 125 and n., and
cf. Chapters XIV, p. 246 n., XVI, pp. 336-8, XVII, pp. 360-1, for the pos-
sibility of treating it as a form of “capital™ resources.

2 Economics of Welfare, p. 11; cf. Stationary States, pp. 19-20.
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fundamental characteristic of this conception of economics
that its sphere of study is not accurately distinguishable from
those of neighbouring sciences.

But that is not all. Suppose that our stockbroker can only
get his afternoon’s golf if he is prepared to sacrifice some
business to a rival, and so suffer a diminution of income. Let
us assume that the effect of his game upon his productive
efficiency can be neglected, and that he desires it simply for
the direct pleasure which it yields him. He then has to choose
between an ‘“‘economic” and a ‘“‘non-economic” activity—
between the satisfaction of earning and spending extra in-
come and the satisfaction of a round of golf. Is not this
choice itself economic in nature? The problem before him is
one of distributing his “resources’ (viz. his time and energies)
in the best possible way. And we could with perfect propriety
say that if he chooses rightly as between the alternatives
before him—i.e. if he adopts the course of action which will
in fact give him the larger satisfaction—he is ““‘economising”
his resources, whereas if he chooses wrongly he is to that
extent ‘“‘wasting’’ them. In this respect he is precisely in the
same position as any manufacturer who has to choose between
(say) devoting his spare money to the improvement of his
plant and to the increase of his outlay on advertising. In both
cases the questionlis: how can the available resources be used
to the best advantage? And yet according to type A defini-
tions, such questions only fall within the province of eco-
nomics when they concern alternative ways of making an
income or increasing wealth. The choice between making an
income and spending one’s time in some other way lies half
inside and half outside the ‘“‘science of wealth™.

The seriousness of this difficulty has been variously esti-
mated.  Some people have refused to take it too tragically.
They have argued that the choice between work and play,
or between business and art or religion or any of the other
main fields of human activity is a problem, not of economics,
but of life as a whole, and have held that economists are
perfectly entitled to consider the “‘economising of resources”
only in so far as it arises within the field of business and
industrial life—as, indeed, accords with their usual practice.
For others, on the contrary, it represents a crushing objection
to all “wealth” or “‘welfare” definitions. Economics, they
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means themselves. His subject is neither ultimate values nor
material resources but scarcity.”

8. A similar approach is to be found in Wicksteed, who
describes economics “in its widest scope’ as ‘‘the study of the
general principles of the administration of resources . . . [and]
of the ways in which waste arises in such administration®.2
And a substantial number of the Austrian School of econo-
mists adopt the same view. Thus Mises states that the funda-
mental problem of the science is ‘“Handeln” or “Wirt-
schaften”—that is to say, the *“‘disposal’ or the “economising”
of resources.> And Dr. Strigl, after an exhaustive investigation
of the conditions of scientific thinking injeconomics, comes to
a conclusion which may be freely translated as follows:

Suppose that an individual has control over a set of resources
which can be devoted to the fulfilment of various ends; and
suppose that these ends have been arranged in a scale of descend-
ing importance. The question then arises: how does this determine
the ends to which the resources will in fact be devoted? This is the
question to which theoretical economics must find the answer. . . .
The formula ‘‘distribution of resources among given possible
uses’’ expresses the unifying principle of economic theory.+

9. The guiding principle which has led Professor Robbins,
Dr. Strigl, and their associates, to this result is to be found in
their conviction that economics is a science, and that its scope
must be capable of being so defined as to provide the basis
of a strictly scientific study. A science is, for them, not any
systematic or quasi-systematic body of knowledge, but a
system of theoretical and positive knowledge. They hold eco-
nomics to be scientific, not merely in the sense of pursuing
objective truth, but in the narrower sense of seeking truth
Jor its own sake (rather than for its practical usefulness) and—
still more important—of seeking truth about what is, rather
than about what ought fo be. A great deal of the work done by
economists (so their argument runs) fails in fact to fulfil one
or both of these conditions. It is very often “applied”, rather

! Nalure and Significance, especially pp. 12-16, 151-2. (Cf. my article “How
do we want Economists to Behave?”’ pp. 555-6).

Professor Robbins therefore proposes to define economics as “the science
which studies human behaviour as a relationship between ends and scarce means
which have alternative uses’’—or, more briefly, as the study of “the disposal of.
scarce means” among competing ends (ibid. p. 16). On the qualification that the

scarce means must “have alternative uses” see Supplementary Note, 17, p. 389.
2 Commonsense, p. 17. 3 Grundprobleme, p. 22. 4 Oekonomische Kalegorien, p. 123,
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This distinction between the two types of definition is
closely connected with another, not less striking. Whereas
according to the A type economics is concerned with a par-
ticular department of human activities—a view which, as we
have seen, gives rise to certain difficulties—type B definitions
connect it with a particular aspect of human activities. The
element of scarcity is present in all parts of our lives; we have
to “economise” our leisure time and our private incomes no
less than our business or industrial resources. And economics
is concerned with scarcity, wherever it occurs. It is an abstract
study in the second of the two senses which we distinguished
in Chapter I;! that is to say, it undertakes, not an investiga-
tion, from17all points of view, of certain parts of human
behaviour (as under the A type), but an investigation, from
one point of view, of the whole of human behaviour.?

It is also abstract, we may add, in the sense of being
universal, not historical. People have sometimes criticised
the type B definition on the ground that it includes within
the sphere of economics problems which seem to lie well
outside the economist’s range. A chess player, we must
believe, is making an economic choice when he decides
between playing for a sure, but dull, victory by means of an
exchange of queens, and risking a draw or defeat for the sake
of the excitement which the game will provide if the queens
remain on the board. So, too, a country is “‘economising’’
when it decides whether the prospect of peace by inter-
national guarantees justifies the loss of national freedom of
action which a system of guarantees involves. But objections
to the definition on the ground that economists are neither
chess players nor Foreign Secretaries miss the point. To say
that these are examples of “‘economic” decisions is not to say
that the economist need necessarily be able to throw specific
light upon them. He is concerned with the general principles
underlying choices as such, not with the particular circum-
stances attending each individual act of choosing. His science
is not merely pure and positive, it is also theoretical and (in
the logical sense) “universal”.3

! Pp. 6-8 above. 2 Robbins, Nature and Significance, p. 17.

3 In “How do we want Economists to Behave?”’ pp. 556-8, I advanced
criticisms of this kind against the type B definition, with special reference to

Professor Robbins’ version. I am glad to have this opportunity of answering
myself.
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change their practice in certain important respects. Professor
Robbins indicates that one of the main reasons which led
him to write his book was the tendency among students of
economics towards a ‘‘preoccupation with the irrelevant”, and
towards ‘“‘the multiplication of activities having little or no
connection with the solution of problems strictly germane to
their subject”. He calls them back from the ambiguous regions
which lie on the frontier of ethics or psychology, and urges
them to abandon their excursions into technology and history,
in order/that they may concentrate upon ‘“‘the central eco-
nomic problem”.! And a similar apostolic motif appears more
or less explicitly in all methodological works which advocate
definitions of the B type. They are concerned to show what
(in their view) economics, the subject of study, ought to be.
From this point of view the definition is real but normative.

There is thus a composite ambiguity in definitions of this
type. The proposition that economists are concerned with
the study of the distribution of scarce means among com-
peting ends may be intended to show what economists
(understood in its “substantial’’ reference as those individuals
who profess to study economics) ought to be doing, or it may
refer to economists qua economists (the “‘functional’” reference
of the term) and may so express the judgment that the word
“‘economist’ means a person who studies this problem, while,
and in so far as, he does study it. Or, of course, it may hover
uncertainly between the two, and be intended in part as an
exhortation to students in the economic field, in part as a
delimitation, within that field, of “economics’ in the strict
sense.

An example may make this clearer. Suppose that a par-
ticular Professor of Economics decides to devote his leisure
time to a piece of inductive-practical research upon (let us
say) the marketing of milk in an American city. Are we to
say of him (assuming that we support the type B definition)
that he is allowing himself to be “preoccupied with the
irrelevant” and that he would be better serving the cause of
truth, as well as employing his own time to greater advantage,
if he took a hand in solving the theoretical problems of the
pricing process? Or are we to turn a benevolent eye upon his
work, making no attempt to cramp his speculative range or

t Nature and Significance, especially pp. xiv, 3, 42 n.
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(2) Let us pass to our second question—the nature of
“economics as such”. We have already noticed its main
characteristics. It is a science. It is concerned with what is,
rather than with what ought to be. It provides scope for exact
reasoning and measurement. It is “pure”, and can be dis-
tinguished from its practical applications in the same sense
in which (for example) pure physics can be distinguished
from engineering, and physiology from therapeutics. It is
theoretical, not historical, and its judgments are universal,
not enumerative. Finally it deals in necessary truth, and is
wholly independent of the personal equation of its students;
so that unanimity as to its doctrines is a practical possibility.

As regards the general merits of an economic theory which
has the above attributes there is little to say. Its appeal must
rest largely upon the individual temperament of the persons
concerned. Those who value theoretical truth in the economic
sphere for its own sake, and to whom the idea of a clearly
defined and independent body of abstract knowledge is
aesthetically and intellectually satisfying, must agree that in
virtue of possessing these characteristics “‘economic science”
is entitled to a place of honour among the studies which
economic in the widest sense includes. Others may be inclined
to reject its claims outright; they may feel that the econo-
mist’s scientific technique is only of importance as a tool for
practical investigations, and that the construction of the tool
is subordinate to its use. Such people may be compared with
doctors who study physiology merely because it enables them
to fight disease, or with navigators whose interest in astronomy
is entirely derived from their desire to steer their ships in
the right course. Most economists, however, will probably be
attracted, to a greater or less extent, by both points of view.
They will be conscious at once of the theoretical superiority
of “economic science™ over its practical applications, and of
the undesirability of the implication that economic scientists
as such ought to refrain from giving advice on matters of
economic policy. All these points of view are a priori possible,
and there is no need here to discuss their relative merits. All
that we must insist upon here is that the first one is not self-

omitting all discussion of the desirability of using the type B definition as a basis
of appeals to students of economics that they should concentrate more on
““economics as such” and less on “outlying problems”’. For some comments on
this, see my article, already cited, p. 559; also below, Chapter XVIII, pp. 374-5.
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embodying such results is as much normative as positive.
The word “‘rational” is itself so essentially normative in sig-
nificance that to say “one ought to act rationally” is little
more than a truism. And every judgment as to the behaviour
of “rational people”—i.e. of people in so far as they behave
rationally—carries with it the normative implication that
those individuals of whom it is not true are acting mistakenly
or wrongly. We can, of course, if we choose, refuse to dwell
upon this aspect of our conclusions; we can confine our atten-
tion to elaborating positive judgments about ‘“‘the rational
man as such”, and resolutely refrain from commenting upon
such cases of irrationality as we meet with in private or
political life. But that is a matter of personal self-restraint
on our part. It is not a matter of passing from one plane of
knowledge to another.!

Furthermore, let us remember that there is nothing
inherently absurd in the idea of a chain of deductive reason-
ing which starts from a normative first premise, or contains
normative links. “Spaniels should have long ears, John is a
spaniel, therefore he should have long ears” is a formally
unexceptionable syllogism. So too is the argument that if the
best way of raising incomes is to increase productivity, then
since the object of trade unions is to improve the standard of
life of their members they ought not to resist technical im-
provements in the productive process. From the two [pre-
mises—given, of course, that they are true—the conclusion,
normative as it is, follows ineluctably. We need not shrink,
therefore, in the interests of a ‘‘scientific”’ conception of

defence of Mises’ terminology (p. 93 n.) leaves me wholly unconvinced. If the
issue were a mere matter of words it might not be important. But it is vital to
realise that ifi “rational” is understood in its natural sense, then value theory
enjoins rational behaviour.

T One of the most striking features of Professor Robbins’ book is the way in
which, after exercising “personal self-restraint” of the kind suggested in the text
till his penultimate page—after repeatedly insisting that economists’ judgments
are positive only, and emphasising the “logical abyss” that separates what is
from what ought to be—he on the last page of all breaks down and confesses
that the normative element has been present all the time; that economic science
depends for its significance upon “an ultimate valuation—the affirmation that
rationality and ability to choose with knowledge is desirable”. This final
bouleversement is bewildering in the extreme—until one reflects that it is of the
essential nature of functional-universal judgments to rest upon “an ultimate
valuation”, however purely positive they may be made to appear. Naturam
expellas furca . . .

For further illustrations of this most important principle see below, Chapter
III, § 2 (pp. 48 f1.).
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problem of scarcity, it contains important implications about
what “ought to be”. Nor need we doubt that its conclusions,
provided they are formulated with due care, are capable, at
least in theory, of commanding the unanimous consent of
scientific economists. Indeed, the formal parallelism between
welfare theory and value theory is astonishingly close. The
latter derives its significance (as we have seen) from the
judgment that choice ought to be rationalised, the former
from the judgment that welfare ought to be maximised. The
one investigates the theoretical consequences of rational
choice, and (in Wicksteed’s words) “the waste which arises
in the administration of resources”, the other studies the
theoretical conditions of maximum welfare on given resources
and the ways in which the actual organisation of society fails
to realise this ideal. The difficulty which dogs the welfare
economist—viz. how to decide wherein under specific con-
ditions maximum welfare consists—has as its counterpart
the difficulty of knowing wherein, under specific conditions,
rational choice consists. On all these points the two studies are
on exactly the same footing. The only important difference
which emerges between them is this; that certain economists
have (for some reason) found it easy to assume that as a
matter of fact people always do choose rationally in the
administration of their resources, and have therefore neglected
the problem of “the ways in which waste arises in such ad-
ministration”, whereas nobody nowadays believes, with
Bastiat, that welfare always is maximised in existing society.
In consequence the normative element in welfare economics
cannot be concealed, as it has sometimes been concealed in
value economics. But this amounts at the most to a difference
in degree between them; it does not involve that the one is in
principle more ‘“‘scientific”’ than the other.!

What, then, is the status of welfare investigations under the
type B definition? Can they be included among the problems
which concern the distribution of scarce means among com-
peting ends? It may be that they can. But if they cannot—
and Professor Robbins, at least, makes it clear that he does
not intend them to be so included —does that mean that they

! There is also indeed, a difference with regard to the range of the two
subjects; see below, p. 43, and cf. also Chapter V, pp. 86 ff.
2 Nature and Significance, pp. 136-42.

-
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into the relationship between the interests of the individual
and those of the community.

12.  One further question remains to be noticed. We have
hitherto discussed the definition of economics in terms of its
formal characteristics and of the range of problems which
it comprises. Controversy has also arisen, however, with re-
gard to the area of applicability of its results. The point at
issue is whether economics is to be regarded as a purely
social science, concerned primarily if not exclusively with
the phenomena of individualist exchange communities, or
whether it includes within its purview the economic life of a
man on a desert island, on the one hand, and of a communist
State or a slave State on the other.!

By an individualist exchange community in this context is
meant a community the members of which are free (at any
rate within reasonably wide limits) to choose for themselves
as between different articles of consumption and different
kinds of occupation. It thus includes not merely the capitalist
States of the last two centuries, but also those proposed forms
of socialist communities in which the State owns the material
means, and controls the processes, of production, while
leaving its citizens the right of deciding what to buy and
where to offer their services.2 The common characteristic of
all economies of this kind rests in the fact that some mechan-
ism is required to harmonise the several decisions of the
individuals concerned, so as to solve the problem of the dis-
tribution of the resources of the community as a whole.
This mechanism is found in a price system. The function of
the price system is to bring it about that the total demand for
anything shall be equal to the total supply ofit; it encourages
people (by low prices) to consume largely those things of
which the supply is plentiful, and{(by high wages) to offer
their services where they are most in demand—and con-

.1 See on this (for example) Robbins, Nature and Significance, pp. 17-21; Strigl,
Okonomische Kategorien, pp. 23-8; Cassel, Fundamental Thoughts, chaps. i and ii.

2 On socialist (as opposed to communist) societies as a field for economic
study, see (inter alia) Roper, Pricing in a Socialist State, especially pp. 21 ff.;
Hall, Economic System in a Socialist State, especially chaps. iv and v; Cassel, Social
Economy, pp. 131 fI.; Dickinson, “Socialist Community”’, Dobb, “Socialist
Economy”, Lerner, “Socialist Economy”’, Cole, “New Economic Theory (B)”,
etc. The relevance of institutional changes such as the introduction of socialism
for the economic problem of distribution is touched upon in Chapter XVII
below, pp. 345-6, 350-1 n.







44 ECONOMIC THOUGHT AND LANGUAGE

(1) In the first place, nobody will dispute that in all
economies there is an economic problem. Robinson Crusoe
engages himselfin the production of useful commodities, and
has to economise his resources; the pursuit of wealth and
the distribution of scarce means among competing ends is to
be found in the slave states of the ancient world and the
feudal communities of mediaeval Europe; communist Russia
is concerned with the phenomena of scarcity and abundance,
of economy and waste.

Neither, on the other hand, can it be doubted that it is in
individualist-price economies that the economic problem
lends itself most readily to elaborate scientific treatment. In
other economies what matters is the specific choice of the
individual in control (Crusoe himself, the communist dic-
tator, or whoever it may be) and not, as in price economies,
the interactions of the choices of different individuals. And it
is in their interactions that choices become fit subjects for
formal scientific treatment. We might write an economic
history of a Crusoe, we can collect statistical information
about the economic condition of Russia, and can discuss the
problems involved in its economic policy; but in every case
we shall be concerned with actual and concrete decisions,
which are too unique in their character for it to be possible
to build any extensive body of abstract generalisations about
them. Pure theoretical economics is a “‘bourgeois’ science, in
the sense of being most at home in the price economy which
has hitherto been associated with bourgeois civilisation.

From this point of view, then, the question in dispute is
not so much about the practice of economists as about the
ideal scope of economics. On the whole, the broader view
seems the more reasonable. /f crusoe or communist economics
came to be susceptible of abstract-theoretical treatment, then
the science which would investigate them would naturally
be called economic theory. Moreover, since the phenomena
of any price system directly arise from the choices of the
individuals concerned, and from their activities as producers
and consumers, it seems natural to suppose that economics
must say something about those choices themselves, even if
it be only to postulate that they are rational.! Why, then,
should not economists extend their pbservations about indi-

1 See above, pp. 3;/-8.
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That the above point of view represents an important part
of the truth is undeniable. But it is not the whole truth. We
have already seen® that where the subject of a universal
Jjudgment is a human agent, or a class of human agents, the
judgment may contain both normative and positive elements;
it may at the same moment assert an existing relationship
and lay down a form of ideal behaviour. And what is true of
universal judgments in general is true in particular of those
judgments which embody ‘“laws”. Take any rule of law in
the present-day British legal system: say, the rule which
forbids the setting off of fireworks in the public highway.
This law is clearly in the first instance a precept or order. It
is an enactment which lays down what ‘“‘ought to be” in a
particular department of human behaviour. And as such, it
can, of course, be broken. But it is not a mere imperative.
Those who violate it are liable to be punished in certain
ways which the rule itself lays down. What is asserted is not
simply that the setting off of fireworks is illegal, but also that
certain unpleasant consequences will follow if the illegality
is committed. And in this latter formulation it is at once
normative and positive. It indicates, on the one hand, the
course of action which ““ought” to be pursued by policemen
and magistrates when confronted with offenders; and on the
other hand it provides the private citizen—or his solicitor—
with evidence from which to deduce what will in fact happen
to him if he has offended. The latter of these two aspects of
the law is, of course, dependent on the former. I can only
argue “‘if I behave in this particular way I shall be punished”’,
so long as I know that those entrusted with the administration
and enforcement of laws will fulfil their functions. But in a
country in which laws are regularly enforced—in the sense of
rarely/being broken with impunity—the statement of a rule of
law comes to have a scientific and positive content; it sets
out a causal relationship between a particular kind of human
action and its consequences.?

So too, on the other side, what starts as the colourless

1 Chapter I, pp. 17-18; cf. II, pp. 37 ff.

2 See Pound, Philosophy of Law, pp. 60 fI., and the same author’s ““Science of
Law”. Some jurists have gone so far as to attempt to reduce the whole content
of legal rules to the assertion of the effects of illegal courses of action. But we
need not go so far as this in order to be able to recognise that codes of law
contain positive elements.
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interest to economic theorists as displaying uniformities and
causal relationships in the actual economic world.?

It may be added that at least in the view of most econo-
mists—though their practice has shown considerable varia-
tions—the uniformity which a proposition asserts must be of
areasonably wide range and generality before the proposition
is entitled to be called a “law”, or the expression of a law.
“An increase in prices will tend to reduce demand” would
usually be called an economic law; “an increase in cats will
tend to reduce the number of mice”, though it is formally
identical and makes an equal claim to universal validity,
would not be similarly honoured.2

. So far we have been assuming that economic laws in

{92,000 8 AESUTLRS :
their positive aspect, are ‘“‘scientific’’, not merely in the sense
of being concerned to enunciate truth for its own sake, but
also in the sense of being hypothetical and ‘“‘abstract”.3 We
have taken for granted that they assert a relationship between
two (or more) possible sets of phenomena, rather than the
existence of these phenomena in the actual economic world.
We must now ask how far this assumption is justifiable. Given
that an economic law is in some sense the expression of a
“uniformity”’, is this uniformity a summary of information as
to historical facts, or is it a connection between hypothetical
situations? Does the Malthusian law of population, for

t Nevertheless, confusion has sometimes arisen from neglecting the normative
implications of certain economic doctrines. When the nineteenth-century advo-
catesof laissez-faire opposed workers’ combinations and factory actson the ground
that they were contrary to the teachings of Political Economy, which prescribed
freedom of contract and pure competition, they were not guilty, as Sidgwick
(Principles, p. 13 n.) and others believed, of an elementary misunderstanding
of the nature of economic thought. The classical Political Economy, particularly
in its more popular versions, did embody maxims of policy which enjoined
laissez-faire at home and abroad. Most people would now agree that some of
these maxims were wrong. But they were wrong, not because they dld. not
follow from the classical theoretical analysis, but because that analysis was itself
faulty. If their positive conclusions had been correct, the normativejimplications
of these conclusions would have been inescapable. Once more it must be insisted
that at least some of the doctrines of theoretical economics can only be kept
within the purely positive sphere as a result of the personal self-restraint of their
exponents. .

For a pretty example of the process whereby a positive doctrine may become
normative see the discussion of the Labour Theory of Value in Chapter VII,
Appendix, especially p. 120. .

2 Dr. Bonar (Philosophy and Political Economy, p. 194) holds that no economic
principles have sufficient generality to be entitled to be called laws. At the other
extreme, Mill was prepared to give the name to almost any universal proposi-

tion, however narrow.
3 I.e. ““universal’; see p. 6 above.
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This union of the enumerative and the universal is well
illustrated in the Malthusian law. Neither of the two formula-
tions of the law given above represents what Malthus really
wanted to say. He was concerned to assert a combination of
them: namely, that population would constantly press
against subsistence because the fecundity of the human race
was greater either than its foresight or than the fertility of
land. In its purely historical aspect this proposition is false:
in its purely hypothetical aspect it is a truism. But the whole
point of it lies in the fact that it is neither purely historical
nor purely hypothetical. It is an attempt to interpret a con-
crete economic situation with the help of certain a priort
principles. And it can only be properly appraised if this is
clearly understood.!

Under the circumstances, then, it seems misleading to
maintain, as Sidgwick, for example, does,? that there are two
distinct types or levels of law in economics. Still less is it
desirable to carry the distinction over into actual nomen-
clature. Some economists have proposed to confine “law” to
propositions asserting hypothetical relationships, preferring to
/describe the assertions of historical uniformities as merely
the “applications’ of laws.3 More recently it has been urged,
on the contrary, that economic laws are always concrete and
empirical, and that the statement of an abstract relationship
is to be regarded, like a theorem in geometry, not as a law,
but as a “propositional function.#+ The objection to both
these points of view is that they departmentalise what should
be synthetised. The distinction lies not between two sets of
propositions but between two aspects of the same propositions.
It is a distinction of formal logic, not of economics.

* For a full discussion of the methodological side of the Malthusian contro-
versy, see Cairnes, Logical Method, Lecture VII. Cairnes fully recognised the
combination of the historical and deductive in Malthus’s law, but did not
swerve from his conviction that Political Economy was a purely hypothetical
science.

2 Principles, p. 143.

3 This procedure seems to have had the approval of Edgeworth (“Laws of
Increasing and Diminishing Returns’, p. 62), though the issue is in his case
complicated by his thinking of an abstract law as, not a kind of universal
judgment, but a kind of general concept. See on this below. § 4.

4 Kaufmann, “The Concept of Law in Economic Science”, especially
pp. 104 f. Dr. Kaufmann is of course right in insisting that economic laws, as
defined by him, may have more or less theoretical validity. But any theoretical
validity that they may have is due precisely to the fact that they are not merely
empirical.
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of a thing to anyone diminishes with every increase in the
amount of it he already has”. This is a proposition which
indicates a general uniformity, both enumerative and ab-
stract, of human experience. The latter is not as such
expressible in a proposition at all. Let us quote the paragraph
in which Professor Flux seeks to provide a definition of it:

If one or more of the industrial agents, the cooperation of which
is necessary for the production of any commodity, be increased,
the others remaining unaltered, the amount of the product will
generally be increased. If the increase of the product be in a less
proportion than the increase of the industrial agents considered,
we express this fact by saying that in this case the product obeys
the law of diminishing returns.!

From this it is easy to learn what Professor Flux means by
the term ‘“diminishing returns”. It is the name given to the
situation in which increases in the output of a product are
less than proportionate to increases in the use of some of its
factors of production. Now, this situationlis one which is very
commonly, if not invariably found in economic life.2 And
the concept of diminishing returns has played a most im-
portant part in the development of economic analysis. But it is
not a law. It is a situation or state of affairs—actual or hypo-
thetical-—and nothing more. It presents itself to our thought
as a concept, not a judgment, and is expressed in language
as a term, not a proposition.

If we are strict in our use of words, then, we shall refuse to
dignify “diminishing returns’ with the name “law”. It may
of course enter into economic laws. For it may be related in
propositional form either to other general concepts or to
actual economic conditions; as when we assert, for example,
that “‘under conditions of diminishing returns an increase in
output- tends to be associated with a rise in unit price’” or
that “diminishing returns tend to be characteristic of agri-
cultural production”. But such propositions—if they have a
sufficient degree of generality to be called laws—are not
“laws of diminishing returns’ but laws of value or production.

So, too, with a number of other concepts—increasing
returns, decreasing and increasing costs, joint cost and so on.

I “Laws of Political Economy”’, p. 583.

2 It is almost certain to be found in any equilibrium situation. (See on this,
Clark, Overhead Costs, chap. iv, init.).
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money. We can say, then, that in this sense price equals
money-value.!

(3) Thirdly, *“valuable” is sometimes used in ordinary
speech as the equivalent of ““useful”. When I talk of the
“value” of a good memory in the study of history, I mean
simply its helpfulness, its ability to be of use in this particular
field; when I say that pickaxes are more valuable in mining
than in farming, I mean that they are more serviceable and
more appropriate in the former than in the latter occupation.
In neither case has the word anything to do with costs of
production, or with rates of exchange. A good memory has
in the ordinary sense no cost of production and cannot be
bought or sold. And while a pickaxe is both costly to produce
and has a market price, yet its “value’ in these two senses is
irrelevant in this particular context: it will cost the same
amount to produce, for whatever purpose it is used, and will
presumably bear the same price for the farmer as for the
miner—and yetfit is more “valuable” for the latter than for the
former. Value here, then, simply means usefulness, or utility.
2.  So far we have seen three senses in which the word is
used in ordinary speech. Confusion is liable to arise between
them, not merely because a speaker using the word in one
sense may be understood by his listeners in either of the other
two—a mishap which can be avoided by substituting in any
doubtful case a less ambiguous word or phrase—but also
because the various senses are not always clearly distinguished
even in the minds of its users. The phrase “getting value for
one’s money”’, for example, combines the ideas of (a) not
buying things at more than their proper or normal price—

T See (for example) Walker, Political Economy, p. 82. Under certain circum-
stances even this difference disappears. Economists may find it desirable to
adopt a standard for the comparison of exchange ratios other than money.
Thus, Professor Pigou sometimes uses wheat as such a standard, and speaks of
the ““‘wheat price” of iron, boots and shoes, labour, etc., meaning the number
of units of wheat for which a unit of any one of these things will exchange. If
we wished to distinguish between their ~“wheat price” and their ‘‘wheat value”
we could only do so by saying that the latter is the amount of wheat which
exchanges for any given quantity of the commodity in question, whereas the former
is the amount which exchanges for one unit of it. In this case the price of a thing
is its unit value. But there cannot be many contexts in which this contrast is of
much importance (cf. Pareto, Manuel, p. 208).

We shall see, however, that exchange value, like cost value may have to be
understood in “‘normal” rather than in actual terms; in which case the “price”
of a thing (its actual exchange ratio) may be once more contrasted with its

“‘value”. See p. 69 n. below; and cf. also p. 65 n. for another possible distinction
between the two terms.
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generic concept of “value as such’ of which they are the
forms or expressions. They are not different types of value
(the concept), but different senses of ““value’ (the word).!

3. Not all of these senses, however, are regularly used in
economics. On the one hand, value is never—or hardly ever 2
—used in the sense of cost of production—indeed, economists
have rarely recognised that the word is liable to be so used
in popular speech. Similarly, use value is always now known
to economists by a special word (as a rule, the word “‘utility”’)
—though the reason in this case is not that they are unaware
that ““value” may mean usefulness, but that they are too well
aware of this,;and of the confusions to which it is liable to
give rise. So far as works on economic theory are concerned,
therefore, ‘““value’ means either exchange value, or esteem
value. And in general it has been understood (as we shall see
later) that it is with these two senses that the economic theory
of value is primarily concerned. For the remainder of this
chapter, therefore, we may confine our attention to exchange-
and esteem-value. The problems connected with the concepts
of utility and cost will be examined in Chapters V and VI.

Let us start with exchange value. It may be conceived of
in three different ways. Let us imagine a primitive community
in which only two things are ever exchanged—say apples
and potatoes. And let us suppose that on a given day con-
ditions are such that ten potatoes are exchanged for one
apple—in the sense that if any individual possesses apples and
wants potatoes he can obtain ten potatoes for every apple he
gives up, while if he possesses potatoes and wants apples he
must sacrifice ten potatoes for every apple which he acquires.
Then the exchange value of apples is evidently given, for
that day, by the formula: ten potatoes exchange for one
apple. But this does not amount to a definition of the concept.
If we ask what under the given conditions #s the exchange

I On this distinction see above, Chapter I, pp. 13 f. The suggestive treatment
of value by C. M. Walsh (the first person, so far as I am aware, to develop a
quadripartite classification along the above lines) is seriously weakened by his
failure on this point. He assumes throughout that he is concerned with four
“‘species” of value—an assumption which not merely leads him to define them
rather oddly, but also prevents him from giving any adequate account of the
relationship between them. (See his Four Kinds of Value, passim.)

2 See for an exception Chapter VI, pp. 95-6 below, and Appendix to Chapter
VII, especially p. 123.
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retain its ‘“‘qualities’” even if it were alone in the universe,
whereas it can only have “relationships” if there are other
things for it to be related to. The ultimate validity of this
distinction has, indeed, given philosophers much trouble.
But for the present purpose it may be accepted without
question. Nevertheless, it is not easy to say exactly where the
dividing line is to come. In the first place, the possession by
an object of certain qualities may relate it, at least potentially,
to other objects. If we know that a particular thing is made
of iron, and has the physical qualities which characterise
iron, then we also know that if it is brought into proximity
with a magnet it will tend to be attracted towards it. The
qualities/of iron are such as to involve magnetic relationships,
under suitable circumstances. So, too, with most, if not all,
of its qualities. It has mass, and is therefore related by gravita-
tion and attraction to the earth and other heavy bodies, it
has opaqueness, and so is related in a particular way to light
rays, and so on. Because it is what it is, i.e. has its own par-
ticular qualities, therefore it has specific and determinate
connections with other things in the universe.

And on the other hand, all relations can be treated, if so
desired, as qualities of the things related. If one thing is
greater (or smaller) than another thing, or is its cause (or
effect), or is temporarily and spatially a certain distance
away from it—these are all relationships between the two,
and yet they are also facts about either one of them, and
indicate what may with perfect accuracy be termed attributes
or qualities. The ability to attract iron is a quality of a
magnet: the ability (or liability) to be attracted by a magnet
is a quality of iron.

But the fact that all qualities involve relations and that all
relations can be expressed as qualities does not mean that
the distinction between the two has no importance. It is still
possible, at least provisionally, to distinguish those qualities
in a thing which, though they may give rise to relationships
with other things are yet in the first instance qualities, from
those qualities which are simply the expression of such
relationships. The former may be termed ‘‘intrinsic’’ the

need we concern ourselves with the exact difference between ‘‘relation” and
“relationship’” — though an application of the argument of the next few
paragraphs suggests readily enough that “relationship” is used when we wish
to think of relations as (relational) qualities of the thing or things related.
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of the things exchanged. To a large extent, indeed, this latter
point of view is based upon the desire to define value in terms
of esteem, rather than of exchange, and therefore represents
a confusion between two of the main senses of the word. But
so long as we avoid this confusion, and so long as we also
remember that exchange value, if a quality, is only a relational
quality—viz. the quality of purchasing power—then no harm
will be done in speaking of it in qualitative as well as in
relational terms.!
| (2) Secondly, as to the connection between purchasing
power and exchange equivalents. The former is the (rela-
tional) quality of exchanging at a given rate or series of
rates with other things. This quality is not something which
is as such measurable or expressible in quantitative terms.
In order to know not merely what the purchasing power of
apples is (i.e. what we mean by the phrase) but also fow great
it is, we must be able to observe how much it will in fact
yield, in terms of other things, when bought in the market.2
In the same way, we measure the heat of an oven by placing
a thermometer in it and observing the height of the mercury
in the tube. And if it is the measurement of heat, rather than
the nature of heat as such, which interests us—if, for example,
we want to know Aow hot the oven must be in order to roast
a leg of lamb, or to decrystallise, without burning, a lump of
sugar—then it will be natural for us to say that the heat of the
oven ““is” so many degrees Centigrade or Fahrenheit. We
shall tend to identify degrees of temperature with intensity of
heat. This is an exact parallel to our procedure when we say
that the exchange value of an apple ‘““is’ ten potatoes or two
lemons, or whatever it may be. Nor are these expressions
really misleading for practical purposes. Logically, however,
the distinction between purchasing power and exchange
equivalents is clear and unmistakable. When Walker defines
value as “power in exchange”, or as the power which an
article confers upon its possessor of purchasing other com-

! The purely relational view is championed (among others) by Jevons
(Theory, pp. 87 fI.) and Pareto (Manuel, p. 208), the qualitative view by Walker
(Political Economy, p. 5, etc.). There is, indeed, slightly more in this issue than
meets the eye, as we shall see in § 6, pp. 66-7 below.

2 In a money economy, indeed, it is possible—and usual—to speak of
*“amounts” of purchasing power, which are then conceived of in terms of an

abstract scale of units bearing monetary names. We shall have much to say
about this in Chapter IX (pp. 141-6, 151-5). For the time being it can be ignored.
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6. We come now to a rather intricate series of points which
must be disposed of before we pass on to the consideration
of the other main senses of “value”. In the first place, are
we to conceive of the exchange value of a commodity as a
relationship (or quality) of the commodity as a whole, or of
each unit of the commodity taken separately? The phrase
“rate of exchange” is in strictness only applicable on the
former assumption; for a “rate” implies some sort of uniformity
in the units in connection with which it is employed, and is
not therefore an appropriate term if we are thinking of the
value relationships of one unit of a commodity only.! But it
is clear that ordinary usage is undecided on the point. When
we say that the value of a commodity is rising (or falling) the
‘““value” in question is obviously that of all the units which
comprise it. But we may equally refer to the value of one
unit as being higher than that of another, or as being higher
today than it was yesterday or three months ago. In the one
case we are using the word ‘“‘collectively”; in the other,
“distributively”’; from the latter point of view it is the units
of the commodity which matter, from the former it is the
commodity itself as an aggregate or class of units.>

Secondly, value may be interpreted either ‘“‘continuously’’
or “discretely’’, acording as we hold a commodity to be
valuable in so far as it is exchangeable, or only at the moment
when it is actually exchanged. In strictness we ought pro-
bably to understand it in the latter, narrower, way. For if it
is fundamentally an exchange relation, then it can only exist
when exchange actually takes place. But for ordinary pur-
poses the wider point of view is much more natural. And so
long as a commodity can be exchanged at given rates with

I Cf. on “rate” Chapter XIT, pp. 213-14, XVI, pp. 330-31, and on the con-
cept of a commodity-unit Chapter VIII, pp. 126-7. Where only one commodity
unit is in question the value relation shows itself as a ratio, not a rate. (See on
this the somewhat arid controversy between Clark and Anderson entitled “The
Concept of Value”, especially pp. 667 ff., 682 fI., 717. Note, however, that in
these passages the distinction between a ratio and a rate is taken to be that the
former can only be used where the things related have a common quantifiable
quality whereas the latter may be used in cases where the things related are not
so commensurable.) : [

2 We can see the contrast clearly if we compare the two equivalent proposi-
tions: “In a perfect market all the units of a given commodity have the same
value at any one moment”’; and “in a perfect market a given commodity has
only one value at any one moment”’. For ‘‘collective’’ and “distributive” see (for
example) Keynes, Logic, pp. 12-13; though T am here using the words in a slightly
different sense from that in which logicians usually understand them.
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buyer, finds himself. This being so, what are we to regard as
the “value” of a house? Is it the price at which it in fact
changes hands—or is it the price at which it might be expected
to change hands in the absence of fortuitous disturbing
elements of this kind? Are we, in other words, to think of
value in “actual” or in “normal” terms? So far as economic
theory is concerned the latter is obviously the more attractive,
if only because the accidental circumstances entering into any
particular exchange transaction are not as a rule susceptible
to analytical treatment in general terms. But if we accept it
then we can no longer assert that the value of a thing is
the rate or rates at which it exchanges for other things; for
it is now perfectly possible that a commodity may change
hands at a price either far below or far above its “value”, so
understood.

We have thus found three different ways in which the con-
cept of exchange value is ambiguous. It may be understood
either “collectively” or ‘‘distributively”, either ‘‘continu-
ously” or “discretely”, either ‘“‘actually” or “normally”. We
cannot attempt to follow up all the implications of these
distinctions. But two points are worth noticing for the sake
of what is to come in later chapters.

(1) In the first place the distinctions are very much less
important for some commodities than for others. If there is
a ready market for a commodity—if it comprises a large
number of more or less identical units, if these units change
hands frequently, if the number of purchasers and sellers is
large—then it will be a matter of indifference whether we
interpret its value collectively or distributively, and whether
we think of it as a continuous quality or a series of discrete
relationships; and furthermore, the rate at which each unit
actually changes hands will approximate to the general or
“normal” rate for the market as a whole. But if these con-
ditions are not present (as in the case of dwelling-houses),
not merely may the divergence of actual rates from normal
rates be considerable, fthe whole concept of ‘“normal”
exchange value itself may become empty and meaningless.!

! The “normal’’ value of a house, we have seen, can only mean the amount
which could be obtained for it (or which would be paid for it) if neither the
seller nor the buyer were faced with an imperative necessity to complete the

transaction without delay. It is in fact its value given time. But the lapse of time
itself may affect the general conditions of supply of and demand for houses and
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merely for the content of economic theory, but also for the
understanding of some of its most important terms and
concepts.!?

7. Let us now turn to the second main sense in which the
word “‘value” is used by economists. We saw in § 2 that a
thing may be said to have value for a person if he esteems it
or sets store by it. For him to “value’ it in this sense two
conditions must be fulfilled: it must be something which he
desires or for which he has some use; and it must not be
available in so large quantities as to satisfy his requirements
completely. A thing can be extremely useful without being
“esteemed” if, like air and (in some places) water, it is plenti-
ful and free. As soon as it becomes “‘scarce, so that there is
less of it than people would like to have, it also becomes
valuable; people will be prepared to give up other things for
the sake of further units of it, and will not sacrifice those units
they already possess without compensation of some /kind—
whether in the form of other commodities or in a non-
economic satisfaction, like the joy of generosity.

What, then, do we mean precisely by a thing’s esteem
value? It is clear that the concept has a wider range than that
of exchange value. A thing can only have exchange value in
relation with other things; indeed, we have just learnt that
in its most fundamental aspect exchange value is simply a
particular kind of relation between two or more valuable
goods. Esteem value is not so simple. It is true, as we shall see
shortly, that if what interests us is to compare and measure
the esteem in which a person holds different things, then it
involves, and can itself be regarded as, a relationship between
them. But it is also possible to esteem a thing wholly without

I See below, Chapter XIV, pp. 270 fI, where the concept of liquidity is
examined in some detail and cf. also Chapter IX, pp. 135 ff., XIV, pp. 294, 307.
It must be emphasised that we are not here concerned with fluctuations in a
commodity’s value through time—merely with divergences in the actual value
of particular commodity units from a (real or imaginary) normal value, caused
by the fact that the commodity does not command a ready market.

The outstanding example of illiguid value is the “value that may be placed
upon (e.g.) a piece of antique furniture by an insurance valuer. This may have
no effective bearing whatever upon the price which the piece of furniture would
fetch upon the market—though the reason here is partly that for such com-
modities as these “buying” prices and “selling”’ prices (cf. p. 61 n.) are likely
to be very different, and it is the former, not the latter, which is usually con-
sidered relevant for insurance purposes.
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(2) Relative esteem value involves a relationship not
merely between a valuing subject and a valued object, but
also between two or more objects. We are now concerned
rather with the comparison of the esteem value of different
things than with the esteem value of any one of them taken
separately; rather with the preferences which a person has as
between this commodity and that than with the absolute
importance of either of them in itself. Suppose that a school-
boy possesses ten marbles and fifty cigarette cards. And sup-
pose than on a particular day he finds that he can exchange
either of these for the other at the rate of six cigarette cards
for one marble, or six marbles for one cigarette card. His
behaviour will then be determined, if he is sensible, by the
“relative esteem value” to him of the two. If he esteems six
cards more than one marble, he will be prepared to exchange
marbles for cards, if less, then he will prefer to “buy”
marbles and ‘‘sell”” cards; while if they possess exactly the
same esteem value for him, then he will be content to leave
his stocks of both unaltered. In this last case the esteem value
of one marble is equal to the esteem value of six cigarette
cards, and we canfsay if we choose that six cigarette cards
express or represent the esteem value of one marble—and
vice versa.

The same comparison and equation of esteem values occurs
when the problem before the valuing individual is not so
much that of exchanging one commodity for another, as of
deciding which of two alternative commodities he will
acguire. Suppose that I come to the market to buy fruit, and
find that oranges cost twopence each and lemons a penny
each. Or suppose that I am not in touch with a market at all
and have to go to nearby orchards to pick my fruit, but that
the trouble of finding and collecting oranges is twice as great
as that of finding and collecting lemons. In either case, my
decision as between the two will depend upon their compara-
tive esteem values. If I set more store by two lemons than by
is held—to shake our conclusion that exchange value is primarily a relation between
commodities. Edgeworth shows signs of falling into this verbal trap (see his
article “Intrinsic Value”, p. 456). So, too, Bailey, whose first sentence emphasises
the connection of value with “‘esteem” (Nature and Causes of Value, p. 1), and
who brings out with magnificent clarity the contrast between what I have here
called ““absolute’ and “‘relative” esteem value (pp. 2-3), spoils the effect by

identifying the latter with exchange value. (On Bailey in this connection cf.
further p. 119 n. below.)
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question, instead of other things; from the third point of view
it 1s the indifference equivalents of apples—the amounts of other
commodities as between which and the given quantity of
apples I am indifferent. The second is merely the first
regarded as a quality of one of the commodities compared.
The third is the quantitative expression of this relational
quality.

It remains to add a word as to the connection between
absolute and relative esteem value. We saw at the beginning
of § 5 that any object’s intrinsic qualities are liable to involve
it in relationships with other objects; that, for example, the
physical properties of a piece of iron were such as to involve
it in a particular kind of relationship with magnets. Now
absolute esteem value is an intrinsic quality of a commodity,
so far jas other commodities are concerned.? And it is also a
quality which can give rise to quantitative or comparative
relationship between the commodity in question and other
commodities with the same quality. This relationship is what
we have described as “‘relative’ esteem value. If we choose
to, we can call this a “relative quality”. But like all “relative
qualities” (such as the “comparative height” of two moun-
tains, or the “relative speed” of two cars) it is not in the first
instance a quality at all but a “qualitative relation”—i.e. a
relation between two (or more) objects which arises from
their both possessing a particular quality. For economists the
relations between commodities which arise from the quality
of esteem value is highly important. Except, perhaps, at the
very outset of their analysis, when they are setting forth the
data of the problem before them, they are not really interested
in absolute esteem value itself, but in its measurement and in

I The phrase “preference power” for the qualitative aspect of relative esteem
value is even more unsatisfactory than is “purchasing power” for the corre-
sponding aspect of exchange value (see above, p. 61 n.). The qualityitisintended
to convey must include not merely the ability of a thing to be preferred to other
things by a valuing subject, up to the indifference ratio, but also its liability to
be rejected beyond that ratio. Fortunately this concept is so shadowy that so far
as I am aware no economist has ever had occasion to make use of it, and there-
fore the difficulty of finding an adequate term for it need not distress us unduly.
But logically it 1s important to have tried to formulate it, if only in order to
emphasise that it is not the same as the absolute esteem value of the commodity
in question. The difference is that which exists between, for example, the size
of St. Paul’s Cathedral and the superiority in size of St. Paul’s over All Hallows?,
Lombard Street. See also on this the following paragraph.

2 We have seen that it is not intrinsic but relational, from the point of view
of the valuing subject.
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books of poetry, churches and concert halls are not useful
(except to those who make a living out of them, and for whom
they are, in part, a means to a further end). Or we can con-
trast the “‘usefulness’ of (say) a sword to a duellist with its
attractiveness as a decoration upon the walls of a dining-room.

Neither of these distinctions is accepted in the economic
definition of the term. For the economist everything is useful
which is wanted—whether the want is worthy or reprehen-
sible, and whether the thing is wanted for its own sake or as
a means to some further end. The fact that people are pre-
pared to acquire and consume things is the sufficient and
necessary proof of their having, in the economic sense,
“utility”.

This departure from ordinary usage has always been recog-
nised by economists and usually occupies a prominent place
in their expositions. Nevertheless, it has sometimes been for-
gotten in the heat of the value controversy. Thus, one
American writer has proposed to distinguish as a special kind
of value what he calls “prestige value’; commodities, he
holds, may be desired, not merely because they are “useful”
(possess use value), but also, or alternatively, because they
contribute to the social standing of their owners.? Similarly,
and even more surprisingly, some of the leading members of
the Austrian School have contrasted use value, or utility,
with what they call ‘“‘subjective exchange value”. Like
Aristotle, they distinguish between desiring a commodity in
its own right, and desiring it because it can be used as a means of
purchasing other desired commodities.3 In the latter case the desire
for it will be determined, not by its own utility, but by the
utility of its exchange equivalents. Distinctions of this sort
are no doubt of the highest importance for an understanding
of why people want the things they do want.# But they are
distinctions within the concept of utility, not contrasts between
it and other senses of value. The neglect of this fact has led,

! The desire to avoid moral implications led Pareto to substitute for “utility”’
the colourless “ophelimity” (Manuel, p. 157).

2 Keasbey, ‘“Prestige Value”.

3 Aristotle, Politics, Book I, chap. g; Wieser, Natural Value, Book 11, chap. it;
Philippovich, Grundriss, vol. 1, § 76, p. 244, etc., etc.

4 See (for example) the fascinating discussion of the sociological and economic
significance of “prestige value” in Veblen’s Theory of the Leisure Class. The con-
cept of “subjective exchange value’ reappears in a different context in Chapter
X1V below, especially p. 261.
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as we shall see at a later stage, to grave confusions as regards
the value of money.! They can be avoided if we hold un-
swervingly to the principle that the reasons w/y a thing is
wanted have nothing to do with whether or not it possesses
“utility”’, in the economic sense.?

2. This complication apart, two questions have to be
answered before we can be quite certain that we know what
the word means. In the first place, is the utility of an article
to be found in its being the object of a desire, or in its having
the power to satisfy a desire? Economists do not, as a rule,
trouble to distinguish between the two concepts. And it might
seem as if they could only diverge as the result of carelessness
on the part of the desiring subject. So long as people know
what they want and act sensibly (one is tempted to argue)
they will only desire what will in fact give them satisfaction
(i.e satisfy their desire), and the intensity of the desire will be
determined by the anticipated—and in general realised—
magnitude of their satisfaction, should the desire be met.
Nor is there any need to question this view, so long as the
commodity in question is desired i isolation from other com-
modities. But a difficulty arises when we consider the cases—
immensely common in ordinary life—in which a desired
thing is only, or primarily, capable of giving satisfaction in
conjunction with one or more other things. I go into the
market and buy a lettuce, some tomatoes, a cucumber, and
some oil and vinegar. What I really want is not any of these
commodities taken separately, but the salad which I can make
by combining them in suitable proportions. It is possible,
indeed, that any one of them might nave a certain usefulness
to me even apart from the others. I might, for instance, be
prepared to eat the tomatoes by themselves if I had to: or I
might find other uses for the oil or the vinegar if I were
prevented from using them in a salad. But this is by no means
necessarily the case. It may be that the only ground on which
I could want these commodities is the fact that together they
are capable of satisfying a particular desire. I eat the salad as

! Below, Chapter IX, especially pp. 140 n., 157-8.

2 A further example of this kind of confusion is the distinction between the
“intrinsic” and the ““sentimental” value of a jewel or other possession. “Value’
here means utility (or else esteem value): whereas in the contrast between the
“intrinsic”” and the “token” or “face” value of a piece of money, it means
purchasing power. See on this Chapter IX, p. 139 n.
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rare cases 1n which it is the acquisition of a thing rather than
the thing itself which is really desired). And there can be no
objection to our understanding the word in this way if we
choose. But if by “desire” is meant something that is present
in our consciousness, something that we are aware of as a
stimulus (or at least a potential stimulus) to action, then it
becomes difficult to describe as an object of desire something
of which a person already has as much as he wants or requires.
I need fresh air and water, and my consumption of these
things affords me an important set of satisfactions; and yet
it 1s very uncommon for me actively to ‘“‘desire’’ them in the
narrower sense, useful as they are to me, and serious as would
be my loss if I were deprived of them. And the ambiguity can
be clearly seen in the case of goods of which I do not possess
all that I want; we can still distinguish between my desire (in
the wide sense) for all the units which are already at my
disposal, and my more conscious and active desire for further
units.

Thus, the utility, or desiredness, of a commodity may be
conceived of, either in terms of the extent to which I should
be unwilling to give it up as a whole, or, more narrowly, in
terms of the extent to which I am still anxious to acquire
units of it, even though I possess a certain amount of it
already. The former may be called the fotal utility of the
commodity to me. The latter yields the conception of its
“final” or marginal utility. A commodity’s marginal utility
may be defined as the desiredness of one more unit of it. It is the
difference between the total utility of the amount already
possessed and of an amount greater than that by one unit.!
4. The concept of marginal utility is familiar to all students
of economic theory. It is connected with total utility by the
“principle of diminishing utility”. This principle tells us
that the more units any individual has of a commodity the
less will be his desire for further units. It is partly a psycho-

! This is strictly the “additive’” marginal utility of the commodity—as con-
trasted with its *“‘substitutive’ (or ‘‘subtractive’) marginal utility, viz. the
difference between the total utility of the amount actually possessed and of an
amount Jess than that by one. Economists usually assume, however, that from
the quantitative point of view the two are in most cases sufficiently nearly equal
for it to be unnecessary to distinguish between them. This assumption is
accepted here without question.

Note that the marginal utility of a commodity is simply and solely the utility
of the “marginal” unit of it. We must not be misled by the phrase into thinking
that it is a quality of the total quantity of the good possessed.
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Suppose, now, that we consider the case of a commodity,
only one unit of which is available, so that (as we have seen)
its total and its marginal utility are identical. In this case its
esteem value is not merely derived from, but is also determined
by, its utility. It is esteemed by its possessor both because and
to the extent that he desires it. And any quantitative measure
of its esteem value is also a measure of its utility. If, for
example, it is equally esteemed with another commodity,
also available to the extent of one unit only, that will show
that the two commodities have an equal utility. Under these
circumstances utility determines esteem value, and esteem
value provides a measure of utility.

Next, let us take the case of commodities of which more
than one unit is available. The conceptual distinction be-
tween setting store by it and desiring it still remains, and
the former continues to be derived from the latter. But we
now distinguish between the commodity’s total utility and
its marginal utility. And what we have to ask is: which, if
either, of these determines esteem value?

The answer to this question must depend upon whether
the various units of the commodity are, or are not, in the
fullest sense “‘substitutable’ for one another.

When we say that two units of a commodity are substitut-
able for one another, we mean, first, that if we can only
have one of them, it is a matter of indifference to us which
we shall have. Two cigarettes of the same brand, two pints
of beer of the same brew, two new copies of the same edition
of the same book are all in this sense substitutable for one
another. There may, indeed, be small differences in detail
between them. One of the cigarettes may be slightly better
packed than the other, one of the pints may happen to have
a slightly larger proportion of hops to malt, the paper used
for one of the volumes may turn out on careful scrutiny to
be slightly smoother in texture than in the other. But these
differences, if they exist at all, will probably be wholly in-
sufficient to influence our behaviour. For our purposes, the units
are physically indistinguishable; and they have an identical
ability to satisfy our desires.!

This is not all, however. It is possible for physically indis-

I On the economic scope of substitutability in this sense, see also below,
Chapter VIII, pp. 127-31.
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—that one, namely, which I had intended to use for the least
important of the purposes which I had hoped to realise. My
loss will be the utility to me of that least important pail. And
so with all the other pails; their esteem value will all be equal
to the esteem value of the marginal pail. And it will be
determined by the utility of that pail—i.e. by the marginal
utility of pails of water.

But if, for any reason, the units are not perfectly substitut-
able, as in the case of the successive cups of coffee, then they
will not all be equal in esteem value. As we saw, I attach
more importance to getting one cup than to getting a second,
and to getting a second than to getting a third. The esteem
value of each unit is determined by the specific utility of that
unit; not by the utility of the marginal unit.

We can sum up, then, the relations between esteem value
and utility as follows. (1) Esteem value is always analytically
distinct from, but derived from utility. (2) If only one unit of
a commodity 1is available, its esteem value is determined by
its utility. (3) If more than one unit of a commodity is
available, but the units are not substitutable for one another,
the esteem value of each unit will in general be different, and
will be determined by that unit’s utility. (4) If more than one
unit of a commodity is available, and the units are perfectly
substitutable for one another, then the esteem value of each
unit will be the same, and will be determined by the utility of
the marginal unit—i.e. by the commodity’s marginal utility.

5. This conclusion will help us to understand one of the
most famous of the controversies which have filled the pages
of value theory. It is well known that two of the leading
Austrian economists, Bohm-Bawerk and Wieser, fell out over
the interpretation of the concept of fotal utility. The former
held that it was the sum of all the utilities taken separately;
that in estimating the total utility of six pails of water one
must add together the utility of quenching thirst, the utility
of cooking, the utility of washing, the utility of watering the
garden, and so on. Wieser, on the contrary, took the view that

less valuable, or expensive, will be applied to this purpose, in order to release
the more valuable for purposes which it alone can fulfil (Fetter, ibid, p. 33); or
(2) the proposition that business men will tend so to substitute one factor of
production for another (when they represent alternative ways of making the
same product) as to secure that combination of factors with which production
is least expensive (Marshall, Principles, pp. 340-41; Seligman, Principles, p. 142).
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the Wieser concept of total utility. We do not need to decide
here which of the two is the right one. Indeed no such
decision is possible at all; for the former is relevant for welfare
theory, and the latter for value and price theory. What is
important is to remember that they are different concepts;
that we cannot judge the extent to which we desire a thing,
in the wide sense, by the extent to which we esteem it, and that
esteem value is not merely a form of use value.!

6. This raises our third, and last, question about utility.
What we have just been saying implies that it is something
which, like esteem value, can be conceived of in relational
and quantitative terms. In the case of esteem value we saw
that it was possible to distinguish “absolute” esteem value, a
quality of commodities from ‘‘relative’ esteem value, or the
esteemn relation. Can we do the same for utility? That is to
say, is the utility of a commodity something which is capable
of being compared with or expressed in terms of some other
commodity (or its utility)?

In the first place, it cannot be disputed that such com-
parisons are a regular and legitimate feature of everyday
life, so_far as any one individual is concerned. If 1 say that I prefer
trifle to rice pudding, or Chopin to Czerny, I am comparing
two sets of desires and satisfactions. And the relations between
them can be given quantitative precision, either in terms of
my “ratios of indifference” or in terms of money value. Thus
I might be “indifferent” as between 3 oz. of trifle and 8 oz. of
rice pudding. Or I might be prepared to pay 8s. for a volume
of Chopin’s Studies, and only 2s. for a volume of Czerny’s. In
either of these ways, I can provide myself with a measure of

I This qualified defence of the consumers’ surplus concept does not, of course,
carry us very far. The controversy covers, in all, three points: (1) does con-
sumers’ surplus exist? (2) if it does, can it be of any use for economic theory?
(3) can it be measured? To the first question the argument in the text returns a
positive answer. That consumers’ surplus exists in fact seems to me to be proved
whenever we declare any purchase to have been ‘“‘a bargain’ (cf. Taussig,
Principles, chap. ix, § 5, particularly p. 129). To the second question it also
returns a positive answer, though in a highly dogmatic form. I agree with
Knight that the concept is irrelevant for value theory; that what matters for the
decisions which people make as to how much of a commodity to buy at a
given price (or how much to pay for a given quantity) is the esteem value of the
commodity and its marginal utility, not its total utility in the Marshallian sense
(see further the following section of the present chapter, and below, Chapter
V11, especially pp. 110-11). But I deny that value theory is the whole of economics
(see Chapters II, pp. 39-41; XVIII, pp. 374-5; Joan Robinson, Imperfect Com-
petition, pp. 214 fI.). The third question 1s not touched in the text, and falls
outside the scope of the present work.
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It follows that the utilities of a commodity to different
people cannot be quantitatively compared by a mere con-
sideration either of the amount or of the exchange value of the
things which they would be prepared to give up for its sake.
How, then, can they be compared at all? How can we arrive
at any conclusion whatsoever as to the relative utility of
commodities to different people with different ranges of
tastes and different volumes of resources?

Note that the above difficulty concerns accurate and quantita-
tive comparisons only. Economists sometimes talk as though
the utilities of different people are so completely incommensur-
able that it is wholly without meaning to describe a com-
modity as having the same or different degrees of utility to
two people. Such a view is merely “silly”’ in the technical
sense; that is to say, it implies a doctrine which nobody would
seriously attempt to adopt in ordinary life —it denies the
possibility of something which in fact constantly happens.
We all do make such comparisons. Every father or mother of
a family, every subscriber to charity, every Chancellor of the
Exchequer, makes and has to make them. It is the task of
each such person to decide how to distribute his limited
resources among other people—his immediate dependants, the
recipients of his philanthropy, his fellow-citizens—so as to
maximise the usefulness of these resources. And in order to
do this he must ask himself whether a given shilling (or a
given million pounds) will do more good if spent on one
person j(or set of persons) or on another; that is to say he must
compare the utility of a given quantity of goods to the
different possible recipients.?

But the point here is that so far no means has been devised
of making such comparisons accurate, or of expressing them in

t On “silliness” see Broad, Mind and its Place in Nature, pp. 5f. I cannot
help feeling that Professor Robbins’ argument in chap. vi. of his Nature and
Stgnificance (pp. 136-42, especially p. 141), is rather silly—in this Pickwickian
sense. For he describes as ‘“illegitimate” reasoning based on an assumption
which we must make, and do make—as he himself admits (p. 140)—in our ordi-
nary lives. Mr. Macfie, arguing along similar lines (Economy and Value, pp.
13 fI.), only escapes the charge of silliness by the device of saying that when
we make inter-personal utility comparisons we are psychologists rather than
economists. I have said enough on this departmentalisation of knowledge else-
where (*“How do we want Economists to Behave?”’ pp. 568-g). Here I need
only remark that nothing Mr. Macfie has yet said will persuade me to subscribe
to a system of definitions which treats the *‘economics of welfare” as either non-
existent or else as a branch of psychology and/or ethics. Cf. Chapter II above,

Pp- 39-40.
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the relevant quantitative or numerical terms. In the theory
of value what we want to know is how the utility of particu-
lar things affects people’s behaviour in their own economic
choices and in the market-place. The only way in which for
this purpose utilities could be measured, would be by observing
how much of one thing they are prepared to give up for
another, And the argument of the preceding paragraphs has
shown that this measure gives inaccurate and misleading
results; that equal demands and equal price offers need not
go together with equal utilities.

This being so, we have to choose between abandoning hope
of correlating utility with the other senses of value, or else
redefining it so as to make correlation possible. If we adopt
the latter course we shall say that since desiredness is only
relevant for value theory in so far as it can be quantitatively
measured, and since the only way in which the extent of my
desire for a thing can be measured is by the amount of other
things which I am prepared to give up for it, therefore for
economic purposes its utility must be regarded as being,
precisely, its power of inducing people to give up other things
for its sake. And we shall therefore define utility, not as the
quality'of being desired (or of yielding satisfactions), but as
the quality of inducing purchase. So defined it is a relative, not
an absolute concept. It has nothing to do with the quantities
of real satisfaction which commodities may yield, being con-
cerned simply with their comparative powers of arousing
demand. But as such it is accurately measurable, not merely
for a single individual, but for the whole community. If one
person is prepared to pay £600 for a house, and another £600
for a car, then the utility of the house to the former is neces-
sarily equal to the utility of the car to the latter—no matter
if the latter is a millionaire with thousands of pounds to spend
in any way he likes while the former is a poor man to whom
£ 600 represents a year’s income or more. Both the com-
modities have the same power of inducing purchase; and
therefore both have the same “utility”.?

What is the relation between ‘‘relative’ utility and esteem
value? If the utility of a commodity is its power of persuading

t This proposition is “verbal”, not “real’” (above p. 12); it tells us nothing
about the desires or satisfactions of: the persons concerned, but only about
what is meant by “utility”.
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people to buy it, then its marginal utility must be its power
of inducing people to buy one more unit of it. Now we saw in
the last chapter that if we chose we could think of esteem
value as a relation between different commodities, and
further, that this “esteem’ relation might be regarded as a
quality of the commodities related—viz. their “preference
power” against one another. But the power of a commodity
to be preferred to another is simply another way of describing
its power of inducing people to give up the other commodity
for its sake. It follows that in the new sense of utility marginal
utility and relative esteem value are identical. The distinction,
on which we formerly had to insist, between the desire for a
thing and the importance attached to it, has now disappeared,
since we are concerned, not with utility or esteem value as
such, but with the comparison of different commodities in
respect of their esteem value, and since we have so defined the
“desiredness” of a commodity as to make it necessarily vary
with the importance attached to it.

In general, economists have tended in recent years to under-
stand utility “relatively”, rather than absolutely, at any rate
for the purposes of value theory. Attempts have been made,
indeed, to introduce such words as “‘vendibility”! or “pay-
worthiness” 2 to describe a commodity’s power of inducing
purchase, in order to allow “utility’’ to continue to bear the
meaning of “‘desiredness™ (or ‘“‘satisfyingness’). But neither of
these words has won general currency; and we must there-
fore be content to recognise the power of inducing purchase
as a third possible sense in which “utility” is liable to be used.?
7. The opposite of utility in its various senses is disutility.
The disutility of a thing may be (a) its power of yielding dis-
satisfactions, or () its power of being ‘“desired away”
resisted, or (¢) its “negative relative esteem value”, that is to
say, the amount of other commodities which will be given up
in order to get rid of it. We shall see in Chapter VII that the

L Taussxg, Prmaple; 1, p. 123.

2 Brown, ‘“‘Demand Functions”, p. 51.

3 The use of ‘“utility” in this third sense, rather than “vendibility”, etc., is
unfortunate in that it has helped to conceal the fundamental difference between
theories which involve the concept of desiredness and those which are content
with the esteem relation and the power to induce purchase. It has also stimu-
lated the formulation of value theory in terms in which the phrase ‘“‘relative
utility” is eliminated, its place being taken by concepts such as rates of sub-
stitution and indifference. See on these points Chapter VII below, pp. 110-11.
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of time, energy, skill, exertions, material possessions, and so
on. Some of these may not have a directly known exchange
value at all. It is not easy to say of an artist, for instance, that
he puts (say) £50 worth of labour and skill into a picture
over which he spends two weeks’ time; for even if we know
that his income averages £25 a week, we cannot be sure that
during these particular two weeks he was working at exactly
normal speed and quality.! And in any case, what we are
interested in is certain to be the amount of labour involved in
making the picture, rather than the value of that labour.
When we are thinking in terms of displacement costs, on the
contrary, value is at the centre of our attention from the
outset. If I want to acquire possession of something, what I
have to “give up” for it, under modern conditions is not, in
the first instance a quantity of some other directly useful
commodity, but a sum of money. And I will naturally think
of it as “costing” the money which I immediately pay for 1t
rather than the other commodity which in consequence I
have to do without. So it comes about that the most obvious
|contrast in the meanings of “cost” involves both distinctions.
A traveller finds a porter to carry his suitcase from the train
to a taxi: we should normally think of this service as costing
the porter the effort of lifting and carrying it (real embodied
costs) and as costing the traveller a shilling, or whatever he
pays the porter for his services (money displacement costs).

This is, however, a matter of convenience and usage only.
Occasions may well arise in which it is convenient to be able
to talk of embodied costs in money terms, or in which it is
important to conceive of displacement costs in real terms.

I Nor, of course, is the fact that he may happen to be paid for the picture
precisely £50 plus the cost of the canvas, paints, etc., any ground for supposing
that £50 really represents the (cost) value of his work; for he may not be get-
ting a reasonable return on his exertions on this particular occasion.

Note that money-embodied costs to have any meaning must be conceived of
in “normal” terms. The whole concept is, indeed, highly obscure and far-
fetched, and is scarcely worth detailed analysis—though, as we shall see in a
moment, it has played an important part in the history of economic theory.
But we may note that it has to be distinguished from (a) the actual amounts
paid to the factors of production—i.e. the “expenses” of production (below,
pp. 102-103)—1n that these may be affected by all sorts of accidental circum-
stances, and may be either above or below the ‘“‘normal” value of these factors;
and (b) the amounts which must be paid to the producers if they are to be able
to do their work (see pp. gg-101) in that there is no ground for assuming that
the “‘normal” values of factors are the same as the minimum necessary to keep
them in working condition.
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will these conditions be realised? The classical economists’
answer may be summed up in two words: perfect competition.
Provided, they held, that there are no restrictions on the
mobility of factors of production, provided that there are
no monopolies or artificial scarcities, provided that neither
entrepreneurs nor labourers, neither capitalists nor consumers
make mistakes as to what to produce and what to buy—given
all these conditions—then exchange values will correspond
with cost values. And the whole classical value theory really
amounts to little more than this: that given free and perfect
competition, as expressed in the fulfilment of the above
conditions, the rate at which things exchange against one
another will correspond to, and will be determined by their
(money embodied) costs of production.

Later economists have devoted great pains to the criticism
of this doctrine. It is, indeed, vulnerable at many points, to
some of which we shall return later.” But what concerns us
at the moment is to observe how the tacit adoption of a cost
conception of value, and of a money-embodied conception
of cost, decided the range of classical value theory. Instead of
investigating the question what determines the ratio in which
things in fact exchange with one another—and economists
are generally agreed that it is this question which constitutes
the main subject matter of value theory—it merely noted
the special cases under which this ratio is determined by cost
of production. It assumed the answer to the main question
as given, and was content with safeguarding it from attack by
stressing the hypothetical conditions under which it would
in fact be true. In other words, it was not a theory of actual
exchange ratios at all.2

exchange of a commodity as a whole and the rates of exchange of individual
units of it. Here what matters is whether the commodity as @ whole is exchanged
under ‘““normal” conditions or not. If it is, then cost value and exchange value
will coincide; if not they will be divergent.

I Pp. 102-3 {. below.

2 The above account of the cost of production theory is, of course, extremely
incomplete. On the one hand it does not attempt to elaborate all the weaknesses
of the theory: on the other hand it does not do justice to its merits, or to the
importance which it may still have in the corpus of economic thought. Most
economic textbooks contain a fairly full, if highly critical, account of the
theory: for example, Clay, Economics for the General Reader, chap. xiv, § 3.
Something is said about its possible normative implications below, Chapter
VII, pp. 115, 120 f., and a further attempt is made to elucidate the concept of
cost value on p. 123. .

Nor must it be supposed that the classical economists clearly formulated it in

=
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varying degrees of arduousness and difficulty; how, then, are
we to compare the “amount” of labour in a particular pro-
duct, say a piece of cotton fabric, with the amount of labour
in another product, say a system of philosophy, which requires
workers of a quite different type? So, too, with “land”, or
natural resources: on what basis are we to compare the
“amount” of land represented by (say) a ton of iron ore with
that represented by (say) a thousand gallons of crude
petroleum, or by a year’s use ofia farm or a waterfall? And
if we cannot compare in physical terms the amounts of
different kinds of labour, or of different kinds of natural
resources, among themselves still less can we compare the
one with the other, “Amounts” of labour are wholly incom-
mensurable with ‘“‘amounts” of land, and both are in-
commensurable with “amounts” of abstinence, uncertainty
bearing and the like.!

Can we do any better, then, if we adopt the alternative
course, and consider the various producers’ contributions to
the productive process in subjective or psychological terms?
Real costs are now associated with what it is usual to call
“disutility”. Just as people are prepared to buy, and pay for,
consumption commodities because they desire them, and
expect to derive satisfaction from possessing or consuming
them, so one reason why they expect to be paid for producing
and selling things may be that they are repelled by the idea
of playing their part in the productive process, fand expect to
find it irksome or painful. And if we wish, we 'can construct
an elaborate theory of the disutility of production—dis-
tinguishing, for example (as we found necessary in the case
of utility), between disutility as meaning ‘“‘undesiredness’ or
the extent to which a particular thing—e.g. a particular piece
of work, or the hiring out of a particular piece of property—
is repellent or disliked, and disutility as meaning ‘“‘dissatisfy-
ingness” or the extent to which the thing in question in the
event causes dissatisfactions or pain. Or we can convert the
principle of diminishing utility into a principle of increasing
disutility and with its aid (and that of the principle of sub-
stitution) generate the concept of “marginal disutility”’. The
usefulness of elaborating a theory of this sort need not be

' The classification of productive agents into “labour’, “land”, and the rest,
will be examined in detail in Chapter XII.
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—that is to say, the “relative disutility’’ of making these con-
tributions. A man may be paid 2s. for a piece of work: i.e. gs.
represents the displacement cost of his work to his employer.
It is possible, however, that he himself would have been
willing, if it had been necessary, to undertake the work for
less than 2s.—say for a minimum of 1s. 6d. In that case he
values leisure, or the avoidance of the disutility of the work
at 1s. 6d. May we not regard this sum as giving a provisional
measure of that disutility? If so, then we have found a method
for the summing and the comparison of disutility costs. The
value of the disutility costs of production of any commodity
1s the total amount that must be paid to the producers in order
to persuade them to play their part in the productive process.
If the exchange value of the product is greater than this—if
any one, or more, of the producers receives a reward greater
than his minimum (i.e. than the relative esteem value to him
of not producing) then the extra which he receives is a “‘sur-
plus”, which is part of the expenses of production, but not of
its (disutility) cost.

This solution of the problem is far from ideal. The fact that
two people are prepared to undertake the same piece of work
for the same minimum reward would only show that it
possessed equal disutility if we could assume that the reward
represented an equal utility. And we cannot assume this in
real life. For on the one hand people differ in tastes and
inclinations: and it is perfectly possible that though you and
I might both be prepared to undertake a given task for the
same sum, yet you may be the sort of person for whom work
is pleasant/and wealth not of great importance while I find
work acutely unpleasant, but at the same time am dependent
to a large extent for my happiness upon material possessions,
In that case the disutility of the work may have the same
relation to the utility of the reward for the two of us—and yet
both will be low for you and high for me. And on the other
hand, people differ in resources, and a wealthy man will
expect a substantially higher reward than will a poor man,
for undertaking work of a given degree of disutility.! Nor,
furthermore, must we allow ourselves to confuse the payments

I These two difficulties are precisely the same as those which we had occasion
to notice in considering the problem of the measurement of utilities, and which
led us to the concept of relative utility (see above, Chapter V, p. 87).
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and confine our attention to exchange and esteem or utility
relations, the importance of disutility as an independent tool
of analysis disappears.! In consequence, the whole idea of
embodied costs has tended in recent years to disappear from
expositions of value theory.

(2) It remains to say a word about Marshall’s “expenses of
production”. They consist of all the payments which are in
fact made to producers. As such, they are not embodied costs
but what might be called entrepreneur’s displacement costs:
they are what the entrepreneur has to give up or forego in
order to secure the services of the labour, capital, and natural
resources which he needs for carrying on production. If
production were carried on under conditions of perfect com-
petition, then these costs would in fact be equal to, and would
be determined by, the money value of the embodied costs of
production—i.e. the costs of the classical economists. In
general, however, this is not so, and entrepreneurial displace-
ment costs are different from money-embodied costs.

The concept of expenses of production seems at first
extremely clear and intelligible. There can on the face of it
be no difficulty in finding out how much exactly any given
commodity ‘“‘costs” to make in this sense. For we are no
longer now undertaking ambitious /investigations into the
“disutility” of production, nor into the amount of goods
which will either enable, or persuade, the producers to fulfil
their functions in the productive process; we are merely
asking how much these producers are in fact paid—what is
the exchange value of their services. But even here, there are
two difficulties, long familiar to students of economic theory.
They affect particularly the classical cost of production
theory of value, but also apply to any attempt to give a precise
meaning to the concept of cost value in other than pure
displacement terms.

In the first place, the cost of producing any commodity in
general depends upon the amount of the commodity to be
produced. If we could assume, as the classical economists
tended to do, that all manufacturing is carried on under
conditions of constant costs—that to make x units of any
article would cost exactly x times as much as to make one
unit of it—then so far as that article is concerned we could

I See on this below, Chapter VII, pp. 116-17.
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to acquire a particular desired good is to go into the market
and buy it, or barter some other good for it, the cost of the
good is precisely its “exchange equivalent’—or if we prefer,
we can treat it as a quality of the good itself and call it (not
its ““purchasing” but) its “absorption power’.! That is to
say, cost value is, if at all different from exchange value,
merely exchange value seen from the side of the buyer, rather
than the seller. But cost value has a wider range than ex-
change value. Suppose I go into the market with a given sum
of money, say 6d. And suppose I can choose between two
commodities, both costing 6d. Then the real displacement
cost of the article which I finally decide upon is the article
which T reject. In order to get the former I have to give up
the latter—it represents the sacrifice which my purchase
entails. It has a cost value, which is formally quite distinct
from its exchange value—since I am not offering the one
article in exchange for the other, but merely giving up the
one for the sake of the other. So, too, in the case of Robinson
Crusoe when he finds that he can either build a house or
catch some fish—but not both. Here there'is no question of
exchange value at all; but it is still true to say that the cost
of the house is the fish, and uvice versa. Indeed, this cost
relationship is to be found in all circumstances, of whatever
kind, in which a choice has to be made between two mutually
exclusive courses of action. Like the exchange and esteem
relationships it can be conceived of, ¢ither as a relation—the
rate at which one thing has to be given up for the sake of
another, or as a quality of the thing chosen,—its “displace-
ment power’’ or as a quantity of the other thing—the “dis-
placement” or ‘“‘cost equivalent™ of the thing chosen. It is, in
fact, merely the extension of the exchange relationships to
the whole range of economic life.2

1 See above, Chapter IV, p. 61 n.

2 See on all this, Henderson, Supiply and Demand, chap. x, Davenport, Economics
of Enterprise, chap. vi, etc. Wicksell extends the term “‘exchange’ to cover all
cases of choosing between mutually exclusive alternatives (Lectures, vol. i, pp.

36-7). But this seems an unnecessarily violent departure from ordinary economic
usage.
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fails to explain actually existing exchange ratios, both because
not everything which is bought and sold has in this sense a
cost at all—not, at any rate, a determinate and unique cost—
and also because even those things which cost something to
produce and whose costs are determinate often exchange at
prices either below or above the amount which the level of
these costs would have led one to expect. The latter fails to
explain the facts because while it is true that in order to have
an exchange value a thing must have “‘desiredness’ and that
in order to have desiredness it must in general be capable of
yielding satisfactions, there is no possibility of correlating its
exchange value with its utility in either of these two senses—
not even with the help of the concept of “marginal’ utility.
It is no more true to say that the exchange value of a thing
1s determined by its (absolute) marginal utility than to say
that it is determined by its (embodied) costs of production.
Both of these theories can, indeed, be saved in name by the
redefinition of their main terms. If we substitute displacement
costs for embodied costs, and vendibility (or whatever we
like to call it) for desiredness or satisfyingness, then it may still
be possible to assert a correlation between the exchange value
of a thing and both its “cost’’ on the one hand, and its mar-
ginal “utility”’ on the other. But this is no more than a formal
solution. Cost in its new sense is no more than an extended
form of exchange value. And the marginal utility of a thing
is now no more than its relative esteem value. So that if we
now explain exchange ratios in terms of costs and marginal
utilities we are at the best establishing a connection between
the exchange relation and the esteem relation: the other ftwo
main senses of the word have been in substance extruded to the
hinterland of our analysis. And this means that the first two
types of value theory have reduced themselves to the third.
3.  Value theory, then, is now in its baldest outline simply
this. An individual’s choices between different goods depend
upon the comparison between two ratios: an “indifference”
ratio, expressing the relative esteem value of the goods to
him, and an “exchange” or a “cost’ ratio, expressing their
exchange values or displacement costs. In accordance with
the principle of diminishing utility the esteem value of any
one commodity will fall for him the more he possesses of it,
and will rise the less he possesses of it. But so long as the
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involve the exchange value of factors of production as well as
of finished goods. But the conclusion remains in essence the
same: so long as exchange and indifference ratios are in any
way different from one another, a tendency will be set up for
each to move towards the other; and in equilibrium they will
be equal.

In all this, utility and disutility in the old sense are relevant
only in so far as they help to explain why consumption com-
modities have a positive, and factors of production have a
negative,relativeesteemvalue. They areamong the general con-
ditions which give rise to the situation in which esteem values
and exchange values are equated, but they do not themselves
play an active part in bringing about the equation. Embodied
cost, in the naive sense, has a not less subordinate role. The
fact that the production of different commodities absorbs
various, more or less determinate, amounts of resources is one
of the factors which explain why consumption goods are
scarce and have an esteem value. But it does not determine
their esteem values in any quantitative or numerical sense.!
4. The importance of the contrast between this type of
theory and the other two cannot be too strongly emphasised.
In the first place its claims are far more modest. It deals, not
in amounts of welfare, in satisfactions and dissatisfactions,
pleasures and pains, but in esteem and exchange ratios. It
explains the prices which people actually pay and receive
for things in terms of the prices which they might have been
willing to pay or accept for other things, or for the same
things if they had been available in different quantities; not
in terms of the real desirability of consumption or the real
difficulties of production. It substitutes indifference curves
for calculations of diminishing utility and increasing dis-
utility. It abandons the attempt to establish a correlation
between what goes on in the market and the happiness of
the community.

This shrinkage has come about gradually. It has not in-
volved a clean break with the past. And as a result, it has not
brought with it its own vocabulary. Some bold writers,

1 What this means is that absolute utilities and embodied costs—as also, we
may add, such institutional factors as the social distribution of property
resources (cf. below, pp. 350-51 n.)—are taken as data or “knowns’ in the pure

problem of value. They are the a’s and 4’s of the “‘literal”’ equations we studied
at school; not the x’s and »’s.
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the effect, or result, of things other than exchange ratios—to
show that if two commodities had the same exchange value
that was because they cost the same to produce, or possessed
the same marginal desiredness, or satisfyingness. The new
theory, while recognising these phenomena as outside con-
ditions of esteem and exchange relations, thinks of these rela-
tions themselves as being quantitatively determined by
mutual interaction. What interests it i1s not the one-way chain
from cause to effect, but the reciprocal dependence of relation-
ships. It deals, not in independent qualities of commodities,
the existence of which sets up relations between them, but in
the relations themselves and their interrelations.

It is worth while dwelling on this point for a moment or two.
We have already seen that before things can have an exchange
value—i.e. before they can actually exchange for one another
in the market—they must be objects of esteem. And we have
also seen that given that they are objects of esteem the exact
degree to which they are esteemed will determine, and in its
turn will be determined by, their relative exchange and (dis-
placement) cost values. What we have now to note is that in
some cases the existence of exchange value is a necessary
condition of the existence of esteem value. There are two types
of commodity for which this is universally true: first, those
goods which areivalued because they confer pecuniary prestige
on their owners (i.e. objects of ostentatious expenditure, such
as some forms of jewellery, domestic service, etc., which are
desired, not for their own sake, but because they are the
symbols of wealth}; and secondly, money. Neither of these
classes of commodity would have any esteem value if they did
not possess purchasing power; the fact that they can exchange,
at a more or less high rate, with other commodities is in the
first case an important, in the second case a necessary, con-
dition of their being objects of desire and regard.” This is not
all, however. In any society in which things are being pro-
duced and sold on a large scale, a class of people will come
into existence whose business it is to buy commodities, or
resources, from one set of persons and sell them—changed,

! In neither case, it may be admitted, is the possession of exchange value a
sufficient condition of esteem value, at any rate when we are considering the
historical origin of the attachment of value to these types of commodity. But we

need not concern ourselves with this matter here. (On the case of money see
below, Chapter IX, especially p. 135).
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forms of the theory clearly implied the former; they thought
of utility as something itself independent of price which
determines what price shall be. The later theory cannot mean
that prices are determined “by” marginal utility; for it means
by “marginal utility” relative esteem value, and the relative
esteem value of a thing is itself a price phenomenon, and is
in part determined by the prices which are in fact ruling in
the market. What it asserts is that there is a mutual and
reciprocal dependence of marginal utilities, so understood,
and exchange values; that in equilibrium prices and price
offers will coincide.!

6. Thirdly, the explanation of exchange values in terms of
relative esteem values, beyond enjoining rational behaviour
upon all buyers and sellers, private or public,? points to no
specific conclusions for economic policy. Here, too, it is more
modest than the earlier theories. An analysis which purports to
show the connection between exchange ratios and the abso-
lute (marginal) desiredness, or satisfyingness, of commodities
is something which, if it can befrefuted by the facts, may yet
be important as a doctrine of reform. We have seen that one
reason why the exchange value of a thing is no measure of
its marginal utility, in the old sense, is that people’s resources
are unequal; that £100 represents very much more to one
person than to another, and that for that reason a commodity
for which the former person is just prepared to pay 4100
must have more utility than a commodity for which the latter
is just prepared to pay the same amount. What follows from
this? We can, of course, if we choose, be content to say that
the old marginal utility theory was false to the facts, and go
on to build up a truer theory in its place. But we may also
take the line, “so much the worse for the facts’. If the dis-
tribution of resources, we may argue, Is SO uneven as to
vitiate the conclusions of our theory, that shows that resources
are badly distributed, and that the community would be
better off if incomes were to be more nearly equal. So,
too, with the other conditions for the realisation in fact of a
naive marginal utility theory—free competition, mobility of
resources, etc. These are not found in the actual world, and
therefore exchange values fail to express true marginal utili-

I See (for example) Davenport, Economics of Enterprise, pp. 94-5.
2 See above, Chapter II, pp. 37-8.
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economic life, so it carries fewer implications as to what is
desirable for economic policy.!

Thus once more we arrive at the conclusion that absolute

utilities and disutilities, and real embodied costs, however
important for welfare theory, do not greatly matter if all we
are anxious to do is to discover what determines the ratios in
which commodities exchange.
7.  Finally, a word must be said as to the changed relation-
ship of utility and disutility. On the old view the two were
independent and opposite psychological states, and a complete
theory had /to give them an equal status as determinants of
human behaviour. People were conceived of, broadly, as
being prepared to pay for some things—viz. consumption
commodities—because they possessed utility, and as insisting
on being paid for other things—viz. their services or the use
of their property—because they possessed disutility. And while
the connection of satisfactions with demand price was easier
to trace than the connection of dissatisfactions with supply
price, yet there was no reason for denying to the avoidance
of the latter the same significance, as a determinant of action,
as was attributed to the pursuit of the former. But when the
utility of a thing means what will be given up for it, and the
disutility of a thing means what must be paid to compensate
for it, this dichotomy disappears. What matters now is
whether one thing is preferred to another or is equivalent to
it in esteem value. And the relations of preference and in-
difference are formally the same, whether the choice lies
between two goods, or between two evils, or between a good
plus an evil and the loss of the good plus the avoidance of the
evil. Disutility is now merely negative utility, and utility is
merely negative disutility.

And this means that if we are really anxious to do so we
can give up talking about disutility altogether, in our value
theory. For if a particular thing is unattractive to me—if, for
example, I am not prepared to endure it except for a pay-
ment of (say) £ 1—then the avoidance of that thing can be
described as having a “utility” of £1. Or if I have to decide
between digging in my garden and writing a newspaper

T In principle, we may add, it is as applicable to socialist communities (in so
far as they satisfy its fundamental postulate of rational individual choice) as it
is to any form of capitalism. See on this above, Chapter II, p. 42; below,
Chapter XVII, p. 350 and n.






Iié ECONOMIC THOUGHT AND LANGUAGE

payments, and also that the proportion of wages payments
to total expenses of production (including profits) is the same
for the commodities in question—both highly arbitrary as-
sumptions. These and other difficulties apart, however, the
upshot of the theory is that labour represents a possible
measure of value. Ricardo was not asserting that labour is
the source or determinant of value—merely that differences in
value were likely to show a quantitative correlation with
differences in amounts of labour embodied. Moreover, in this
context “‘value’” undoubtedly means exchange value. The rela-
tionship he sought toestablish was between labour content
on the one hand, and market purchasing power on the other.

We need not stop to enquire whether such a relationship,
could it be established, was worth finding. What is of more
importance is to notice its consequences for economic thought.
If the amount of labour embodied is a ““measure” of exchange
value, then when the ratio of exchange between two com-
modities alters, the amount of labour embodied in one or
other of them (or in both) must alter also.! In strictness all
we are entitled to say, on the basis of the labour theory as so
far stated, is that there is a coexistence in these changes. But it
is almost impossible to stop there: we shall quite certainly
tend in fact to believe that the change in exchange value is
due to the accompanying change, or changes, in labour con-
tent. If so, then the latter is no longer merely the measure
of value, it is also in some sense its determinant and source.
In Ricardo’s own words, labour is “‘the foundation of exchange-
able value” and “the great cause of the variation in the value
of commodities™.2

Nor is this all. For if changes in the exchange value of a
thing are caused by changes in the amount of labour it con-
tains (or in the amount of labour contained in the other
things with which it exchanges) then it is difficult not to
treat the value as being in some sense a quality of the thing
in question, associated with, and dependent on, its labour
content. Commodities will now be thought of as having a

I Thus if one commodity becomes dearer in terms of another that may
correspond with either an increase in its labour content, or a decrease in the
labour content of the other, or both together. (Or, of course, the labour con-
tent of both may have changed in the same direction, provided that the rise
is greater, or the fall less, in the case of the commodity whose value is now
higher, than in the case of the commodity whose exchange value is now
lower.) We might expect these various possibilities to be expressed in corre-
sponding price changes. But that would assume that the value of money remains
constant. And Ricardo was well aware that money itself is as liable to change in
value as other commodities; see his Letters to Trower, p. 57, Principles, chap. i,
§ vii, etc. 2 Principles, chap. 1, §§ 1, 4 (pp. 7, 22)—my italics.
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10. Now Ricardo realised that the real or cost value of
things does not in fact fix their selling prices: other elements,
in particular profits, enter into the latter figure. And this
has a double importance for the theory of value. On the one
hand it destroys the possibility of establishing even a quanti-
tative correlation—much less a direct causal connection—
between amounts of labour and exchange values, in that the
proportion of labour costs to profits may vary enormously
as between commodity and commodity. Recognition of this
fact opened the way to substituting a cost of production
theory for the labour theory as an account of actual exchange
ratios.! On the other hand it left room for the development
of the labour theory as a doctrine of reform. If the (cost)
values of things are determined by the amount of labour
embodied in them, and if their selling prices are regularly
disproportionate to, and higher than, these values, does that
not suggest that there is something wrong with the economic
system? Ought not the selling price of things be equal to their
labour cost values? This was the conclusion drawn by many
socialist writers during the middle of the nineteenth century;
they used the labour theory of value as a weapon for attack-
ing the payment of profits and the system which made profits
possible. We need not examine their arguments in detail.
Bur one or two points deserve comment.

(1) They are derived from Ricardo’s labour theory only
if that is interpreted on its third plane of analysis. Statements
to the effect that exchange values are measurable by amounts
of labour embodied and that changes in the former are in
general due to changes in the latter have in themselves no
normative implications. But once it is believed that the
labour content of a thing determines, and even in some sense
constitutes, its (“real’’) value, then it is not difficult to under-
stand the theory as indicating what ought to be rather than
what is.

(2) The argument in its barest outline runs, therefore, as
follows: ‘“‘exchange values and (labour) cost values are
intimately associated; but in the real world this association

I Ricardo himself often uses ““cost of production’’ language. See (for example)
his famous footnote at the end of chap. 1, 6 (p. 30), where he states that the cost
and the value of a thing are the same if by cost is meant ‘‘cost of production
including profits”( my 1talics). It is not, however, clear whether this asserts
an identity in the meaning of the terms “cost of production’ and ‘‘value” or
a tendency for value to equal cost of production. On the latter interpretation
“value” is presumably exchange value; on the former it is (a wider form of)) cost
value, being associated with the amount of resources, including non-labour resources,
which are embodied in commodities.







12: ECONOMIC THOUGHT AND LANGUAGE

exchange values as representing little more than the market
expression of cost values so understood—only to find that in
fact they are far more closely connected with costs of produc-
tion as a whole than with pure quantities of labour. But this
did not lead him to give up the labour theory; on the con-
trary his writings contain two virtually independent theories
side by side—a cost of production theory along more or less
orthodox lines, and a theory which runs in terms of “amounts
of labour embodied”.r Of the two it was the former which
was intended as a final explanation of actual exchange rates.
What, then, was the function of the labour theory?

It was not intended as a doctrine of reform: for Marx was
by instinct and philosophical training opposed to theorctical
discussions of what “ought” to be, and constantly denounced
those “utopian’ socialists whose main contention was that
the present existing economic system was junjust.2 His labour
theory was intended as a “‘scientific”’ analysis of the actual
world. It showed how in a capitalist system the working classes
were exploited by the propertied classes. The labourer em-
bodies his efforts and energies in commodities, which thereby
acquire a value. But the value so produced is not cqual to
the value of the goods which the labourer himself receives as
wages. And the difference between the two—i.e. the “‘sur-
plus” value—goes to the capitalist class and constitutes the
measure of capitalist exploitation. So understood the labour
theory is not a theory of exchange values at all. It is part of
Marx’s central doctrine—the doctrine of the class war.
“Value” for it means, not exchange value but cost value—
the quality which belongs to a commodity by reason of the
fact that it is the product of human labour. And all criticisms
of the theory which are directed to showing that it is not an
adequate analysis of the forces determining actual exchange
values, though they may effectively refute those few passages
in which Marx seems to think of it from this point of view,
are yet powerless against the essential point which he was
rightly or wrongly trying to make.?

t The cost of production theory is developed at length in Capital, 111, first
published (by Engels) in 18g4. But it is foreshadowed in various passages in
Capital, 1.—e.g. chap. vii, § 1 (notes on pp. 212, 218)—and it was clearly present
in Marx’s mind when he wrote Theorien dber den Mehrwert in 1861-1863, five
years before the publication of Capital, I. This being so it seems to me impossible
to assert, as do some critics, that Marx (like Ricardo) started with a pure labour
theory of value but threw it overboard when he found that it did not work.

2 See, for example, his Misére de la philosophie, chap. i, § 11.

3 On all this see Helander, Marx und Hegel, especially pp. 11-14; and on the

contrast between Marx and the Utopian Socialists cf. Diehl, Erlauterungen, vol. i,
pp- 143-50. The discussion of Marx in these two paragraphs is even more






CHAPTER VIII

“COMMODITY”: “MARKET”

BEeroORE leaving value theory it is necessary to say a few words
about two concepts which are fundamental to it: the concept
of a commodity, and the concept of a market.

1. The term ‘“commodity” is commonly used by eco-
nomists in four main senses. Either it is anything which has
utility: or anything which has exchange value; or any material
thing which has utility or exchange value; or any directly
consumable thing which has utility or exchange value.

The distinction between the first and second of these
meanings is of little practical importance. If by utility is
meant ‘‘desiretiness’” (see p. 79) then everything which has
exchange value has utility; while those things which though
they have utility do not enter into exchange—either because
they are “free goods” or because they cannot be transferred
and appropriated—may yet be regarded as having at least a
potential exchange value.! It we must choose, however, it is
perhaps better to define the word in terms of exchange value
rather than in terms of utility (in spite of the etymological
association of ‘“‘commodity’” with what is convenient or
useful); for since the theory of value is a theory jof exchange,
commodities are primarily of interest to economists in so far as
they are bought and sold.?

I For “free goods’’ see Supplementary Note 3, p. 378.

2 Or more precisely, in so fgr as they are esteemed, as well as being useful.
Dickinson contrasts ‘‘commodities”, = things which have exchange value, with
“goods”, =things which have utility to their owner. (Institutional Revenue,
p- 76 n.) But there is here a double distinction. Goods which are not “‘com-
modities”’—i.e. have no exchange value—comprise (a) free goods; and (4) goods
which are scarce and esteemed, but which happen not to enter into exchange
transactions—e.g. because they are in the possession of a Robinson Crusoe.
The contrast is therefore between exchange value on the one hand and esteem
value and/or utility on the other. Nor is there, of course, any objection to defining
“‘commodity’ and “good” in this way. But it is also possible to distinguish be-
tween exchange value and/or esteem value on the one hand and utility on the
other; and on this basis goods which are scarce and esteemed will be counted as
“commodities’’ even if they happen not to be brought to market.

We may add here that the opposite of a commodity—what Jevons called a

124
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having exchange value and utility, only because they can be
made into consumption commodities. Here again there is no
serious possibility of confusion. In the present discussion the
word 1s used with special reference to consumption goods;
but what is said here applies to non-consumption goods also,
as we shall learn in later chapters.!
2. “Commodity” is a class term. It applies to all things
which are bought and sold, irrespective of their specific differ-
ences. Apples, screw-drivers, grand pianos, tame lizards, all
belong to the class of ““‘commodities™, and can each of them be
called “a” commodity—just as Captain Webb may be called
“a” channel swimmer, in virtue of belonging to the class of
channel swimmers.z2 But there is this difference between the
class term ‘“‘commodity” and the class term ‘‘channel swim-
mer”’, that the members of the latter class are individual
people, whereas those of the former are themselves classes.
The term ‘‘screw-driver”, for example#a member of the
class of commodity—itself refers to a class of things each one
of which may be called ““a’’ screw-driver, in virtue of belong-
ing to the class. And this leads to a complication. For the
particular instrument which I used this morning to unscrew
the lock of my desk is not merely a “‘screw-driver”’; it is also,
in virtue of having been bought last week at the ironmonger’s,
a “commodity”’. And when we use the term ‘‘commodity”
we may be referring either to a particular ¢ype of commodity
or else to a particular individual or representative of the type.
Contrast the sentences ‘“‘some commodities are naturally and
necessarily limited in supply” and ‘“no seller can get more
for a commodity than the buyer is prepared to pay”. In the
first case the ‘‘commodities’ referred to are classes or types—
works of art, rare books, old coins, etc. In the second case the
word means an individual object or thing—not rare books or
old coins as such, but #his particular Breeches Bible or Henry
VIII shilling.3

For the present purposes it is worth while to have special
terms for these two ranges of denotation. Let us distinguish
between ‘‘commodity classes™ and “‘commodity units”’. By a
“commodity class” we mean a class of things, one of the

! See in particular Chapter X1II, pp. 200-205.

2 Chapter I, pp. 4-5.

3 Cf. on this the distinction between the “collective’” and ‘‘distributive”
references of “‘exchange value’, in Chapter IV above, p. 66.
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we can make certain statements about it which are of great
importance for value theory. We already know ! that when a
series of commodity units are completely substitutable, each
must have the same esteem value for any individual buyer or
owner. I will not be prepared to pay more for any one unit
than for any other if I know that the latter is for all practical
purposes identical with the former. Suppose, now, that I am
buying the apples, not in a crate, but singly or in small
quantities, and that I have a choice of retailers from whom
to buy. Then if I find that the prices asked by the various
retailers are different, I will presumably go to the one who
is prepared to sell them most cheaply. And since in this
respect my example will be followed by other buyers, any
retailer who charges more for the apples than any one of his
competitors will fail to effect any sales.lIf, then, he wishes to
remain in business, he will be forced to reduce his prices
to the ‘“‘competitive’ level, i.e. to the level of the cheapest
retailer in the market. And the result will then be that all
the apples that are bought and sold will have the same exchange
value.

In this way we can arrive at a precise picture of what is
meant by a commodity class. It is a group of commodity
units which are completely substitutable for one another and
which, in a competitive market, have the same exchange
value.

4. For along time economic theorists were wholly satisfied
with this concept and made universal use of it. Indeed, it
forms the basis of the whole classical theory of competition
and monopoly. Competitive conditions exist when more than
one person is engaged in the production and sale of “identical”’
—i.e. perfectly substitutable—commodity units; when there
is no difference between their several products, and no
reason for buyers to prefer those of one to those of another.
A monopolist, on the contrary, is a person who is the only
producer of a particular commodity class; no substitution is
possible between his product and that of any other producer.
The demand for the output of a competitive producer is
infinitely elastic; he cannot lower his price, even by the
smallest amount, without being flooded with orders far
exceeding his capacity, nor can he raise his price, even by the
T Chapter V, pp. 83-4.
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are mild, some strong; some are plain, some are cork, ivory,
or gold tipped; some are small or loosely packed, some thick
or tightly packed. There is no complete substitutability
between (say) a mild, standard-sized, cork-tipped cigarette
and an extra strong, extra large, plain-tipped cigarette—
even if both are made from pure Virginia tobacco. Each has
its own special appeal and its own public, and many people
will so greatly prize the one particular combination of
qualities that they will not be tempted, even by substantial
price concessions, to transfer their allegiance to the other.

And even now we are only at the beginning of the story.
We buy cigarettes in packets, we buy them at particular times
and places, we buy them in greater or smaller quantities. Of
two brands of cigarettes which are identical in their physical
constitution we may prefer one rather than the other, because
it is supplied in more attractively designed boxes; or because
it is more skilfully advertised; or because it is accompanied
by cigarette cards,jor bridge-scoring pads; or because we can
get it in twenty-fives or air-tight fifties, rather than in tens
and twenties; or because we can get it from automatic
machines at any time of the day and night; or because it is
stocked by a shop which is near our place of business, or
which has an attractive assistant, or which will provide us
with credit. Any one, or more, of these and a host of other
considerations may so decisively determine our choice as to
make even a ten or twenty per cent difference in price a
matter of little or no moment.!

The truth is that nobody ever buys cigarettes—even of a
particular quality and physical constitution—by themselves
or as such. They buy them in conjunction with a great many
other things, material and immaterial. The utility of the
shilling that I spend on a packet of twenty cigarettes of a
standard brand is not merely the utility of twenty cigarettes;
it includes all those utilities (or disutilities) which are involved
in the form, time, place, and manner in which I can buy
them. And in so far as these other utilities and disutilities
come to me in different proportions and degrees according
to the brand I buy, the various brands are not perfectly sub-

! This illustration is due to Mr G. F. Shove—though he is not to be held
responsible for every detail in it, still less for the use to which it is here being put.
Cf. also Clapham, “Empty Economic Boxes”, especially p. 309.
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nomics it means, not a particular building or locality, but
a state of affairs. There is a “market” in a commodity
(i.e. a commodity class) when there are a number of buyers
and sellers, and when the unit price offered and paid by each
is affected by the decisions of all the others. The market is
said to be ‘“‘perfect” when each buyer has full knowledge,
and the ability to use it, of what every seller is demanding,
and each seller has full knowledge, and the ability to use it,
of what every buyer is offering. Under these conditions, if
the commodity dealt in forms a true class, then the perfect
substitutability of the units will exercise its full influence.
No buyer will accept units from a seller whose price is higher
than that of any other seller, and no seller will supply- units
to a buyer whose price offer is less than that of any other
buyer. Therefore, the price of every unit will necessarily be
the same.

Markets will be imperfect if either (1) the commodity units
do not form a true class—e.g. if they are separated from one
another in space, or are available in different and imper-
fectly competing qualities; or (2) if either the buyers or the
sellers, or both, are ignorant of each other’s intentions—e.g.
if a buyer only knows the price demand of one seller and
takes it for granted that it is the same as the price demands
of all the other sellers; or (3) if either the buyers or sellers
are aware of variations in each other’s price policies but are
prevented, either by habituation and conservatism or by
previous commitments, from taking advantage of their know-
ledge and buying from the cheapest seller or selling to the
dearest buyer. Any one of these circumstances may be suffi-
cient to allow of more than one price for the same commodity
in the same market.!

6. Thus, both the concept of a commodity class and the
concept of a perfect market are essentially abstract and
“functional” terms.? An approximation to their realisation
is to be found in the financial world—on the stock exchange,
and on the speculative commodity exchanges, as also among
foreign exchange dealers. The commodities dealt in by these
markets are divisible into classes—a particular group of
! Tor a full and suggestive analysis of market imperfections see Slichter,

“The Control of Economic Activity”.
2 See pp. 17-18.
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their means the process of parting with the things which we
are prepared to give up can be separated, both in time and
in space, from that of acquiring the things we wish to have in
their place. Barter is analysed into the two elements “‘selling™
and ‘“‘buying”; direct exchange becomes mediate exchange.
This is made possible, with all its well-known economic
advantages, because of the existence of a group of com-
modities which are recognised as fit means of payment for
goods and services of all kinds, and which form a generally
accepted medium for the exchange of wealth. And on the
other hand the presence of money in any community is of
enormous assistance in the efforts of its members to distribute
their resources in the best possible way. Not merely can they
postpone the purchase of the things they wish to possess until
the moment which is most convenient to them: but if they
regularly keep some part of their wealth in money form they
will be protected against the possibility of serious incon-
venience and loss at times when the ability to acquire a par-
ticular commodity or service represents a really high degree
of utility. Thus, if I am on my way to an appointment, and
if the bus on which I am travelling breaks down, it may be
of crucial importance to me to be able to hire a taxi; and I
shall suffer quite unnecessarily if I am not able to offer the
taxi-driver an acceptable form of payment for conveying me
to my destination. To provide for emergencies such as these,
as well as, more generally, to make it possible for me to buy
things when and where I want them, I shall do well to make a
habit of carrying with me a supply of ready money. Money
has purchasing power, and the possession of a store of pur-
chasing power in liquid form is an essential part of the equip-
ment whereby I am enabled to make the most of the wealth
at my disposal.

These two functions are, of course, intimately connected.

' The reason why coins and notes are useful as stores of liquid

purchasing power is precisely that they are ‘“‘generally ac-
ceptable”, and the fact that they are generally acceptable
is both the effect and the cause of their being able to act as
media of exchange. It is not surprising, therefore, that the
same commodity units which are regularly employed for the

I Economists have not always paid sufficient attention to this aspect of the
usefulness of money. See, however, p. 158 n. below, and the authors there cited.
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3. In what has been said so far the word “‘money’ has been
understood as denoting a series of concrete things. Its refer-
ence has been “substantial”—it has stood for a particular
kind of objects—coins, notes, etc.—which are distinguishable
from other things by certain fairly clearly defined physical
characteristics of shape, material, and design. But the argu-
ment has shewn that the importance of these objects rests in
their fulfilling certain functions. A half-crown, or a five-pound
note, is regarded as constituting money because it is capable
of acting as a medium of exchange and a store of value, and
because it is regularly used, and valued, in these ways. This
beingso, it is almost inevitable that we shall associate ‘“‘money”
specifically with the functions which such things serve rather
than with their purely physical attributes and properties.
We shall want to use the word, that is to say, not of coins and
notes as such, but of these commodities only in so far as they
are used as media of exchange and stores of value; and at the
same time we shall tend to include under the denotation of
the term any other commodity which is so used, whatever its
physical characteristics may be. On this view sovereigns will
not be regarded as constituting units of money, so far as the
post-war period is concerned; for they no longer remain in
active circulation, surviving only as curios or mascots. On
the other hand, a bank deposit which can be transferred by
cheque is now money; for it is regularly used as a medium of
exchange and as a store of value. This is true as a matter of
definition; we are defining as a unit of money anything which
fulfils the monetary functions, whether or not it possesses the
physical qualities which are antecedently associated with
money in its everyday sense. The word has discarded its
substantial reference, and has become ‘‘functional’.?

| This shift in reference is what differentiates students of
monetary theory from numismatists. The latter are interested
in coins and notes as pieces of money—as having certain
specific physical qualities, and as being minted or stamped in
a particular way. The economist, on the contrary, is concerned
with them as pieces of mongy—i.e. as exercising monetary
functions. The physical characteristics of the various com-
modities which may be employed as money are of interest to
him only in so far as they bear upon the ability of such things

I On these terms see Chapter I, pp. 17-18.
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any rate as money; though of course he might still find them
serviceable in non-monetary ways—e.g. for playing board
games, or for papering his walls. If they are to constitute
money and to be esteemed as such they must have purchasing
power over other goods. In this respect money differs from
most things. For whereas, as we know, it is a general rule
that commodities derive their exchange value from being
useful and scarce, but can be useful without having an ex-
change value (viz. when they are “free goods’), money cannot
have a value in use unless it also has a value in exchange.
This is so because it is the purchasing power of money over
other goods which (among other things) qualifies it to exercise
its monetary functions. It is, in fact, of the essence of money
to possess, and indeed to represent, purchasing power in a
highly liquid form.?

And this fact has an important bearing on the meaning of
the word ‘‘money”. For if we are in the habit of thinking of
the coinsfand notes in our pockets and the deposits standing
to our credit in the bank as constituting money because and
in so far as they represent stores of liquid purchasing power,
then it will be an easy transference to use the word as a
synonym for purchasing power itself.2 When I lend some
“money” to a friend, what is it that is lent? No doubt what
actually happens is that I hand over to him a certain number
of coins or notes, or transfer a claim against a bank from my
name to his. But I am not really lending him these; for I do
not expect him to return the identical units of money with

I The distinction here drawn between money and other things is not so
fundamental as is sometimes supposed. On the one hand there is a consider-
able range of commodities whose value, if not ultimately dependent on, is yet
greatly enhanced by, their having an exchange value and being scarce—e.g.
antiques, precious stones, etc. (cf. Chapter VII above, p. 112). And on the
other hand, to say that the utility of money depends on its having an exchange
value does not in the least mean that the former is unreal—cf. p. 136 above—
or that the latter can be explained without reference to it. All we are entitled
to assert is that having an exchange value is one of the conditions which are
essential to money’s having a utility. There are others; and when these are
included it becomes perfectly possible to treat the utility of money as an ultimate
factor determining (along with its supply) the ratios at which it exchanges with
other goods. But we cannot do justice to this topic in the present work,

2 In much the same way the word ‘‘book’, which starts by standing for an
aggregation of paper, printers’ ink, covers, etc., which have the outstanding
property of conveying to readers the results of an author’s ratiocinations or
1maginings, comes to be used of these results themselves; so that we talk about
“writing a book” as a short way of saying ‘“‘writing something which is to be
published in book form?”.
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value of a commodity by saying that it ‘‘possessed money”.
But we might easily say that its value amounis o such and such
a sum of money. “Money”’, in short, cannot mean purchasing
power in the strict qualitative sense; but it may be used of
an amount of purchasing power.

This usage, it may be added, is also to be found in the
terms denoting specific monetary units. The word “‘shilling™
applies primarily to a particular coin possessing purchasing
power. But it is also liable to be used of the amount of that
purchasing power itself. When I am told that a packet of
cigarettes will cost me a shilling I do not take that as mean-
ing that I must necessarily hand over a shilling piece to the
tobacconist; for I know perfectly well that he will accept two
sixpenny pieces, or even twelve pennies, if it is more con-
venient to me to make the payment in either of these forms.
His interest, and mine, is in purchasing power, not in coins.
So, too, with pounds and pence, dollars and cents, marks and
pfennigs. All these terms in the first instance denote pieces
of money, metal or paper. But they are also regularly em-
ployed as the names of specific amounts of purchasing
power.!

Here, then, we have a third main meaning which “moncy”
may bear. It may stand for the purchasing power (conceived
of as a quantity) which changes hands when loans are con-
tracted or goods are bought and sold. The nature of the con-
nection between this and the earlier senses of the word is
obvious. Much the most important attribute of pieces of
money or media of exchange is their possession of purchasing
power in a liquid form. From the first, therefore, the word
implies purchasing power. And all that has happened is that
what was formerly a part of its “connotation’’ has come to be
its ““denotation’.

5.  But this is not all. For as the last few paragraphs have
shewn us, purchasing power itself is a somewhat elusive and
unstable concept. On the one hand it is a quality of all valu-

I Cf, on this Walras, Eléments, p- 170. Not all the names of monetary units, of
course, are subject to this ambiguity. Some stand exclusively for pieces of money
(e.g. half-crowns, dimes, sous), others exclusively for amounts of purchasing
power (e.g. guineas, “bits”). Moreover, it is common to mark the ambiguity,
when it exists, either by slight changes in the term forms—contrast, for example,
“two pennies” with “twopence”’, and “a five-pound note” with “five pounds”

—or else by employing numerical symbols for amounts of purchasing power
(1/-, 81, etc.).
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In this way we arrive at what may be called the “financial®
meaning of the word. By the “money’ market is meant the
short-term capital market—the market in early maturing
loans. If the interest on these loans is high, “money” is said
to be dear; if it is low, “money’ is cheap. This usage is
completely harmless, so long as it is recognised as involving
a new and further sense of “money’. We must not suppose,
as practically everybody in this country supposed up till the
time of Hume and Adam Smith, that the rate of interest on
short-term loans represents the cost, or value, of media of
exchange.

(2) Secondly, since the usefulness of a store of liquid pur-
chasing power rests in its being spent on commodities and
services, we need not be surprised if the word is sometimes
employed with specific reference to these objects of expendi-
ture themselves. This transference is particularly likely to
take place when what we are interested in is the amount of
wealth which an individual possesses, or the quantitative
{changes to which that wealth is subject. If a man’s possessions
are large we shall be tempted to say that he has “a great deal
of money”’; if by ill-advised speculation or the impact of
industrial depression the value of his property falls to zero
we shall describe him as having “lost all his money”. In
such phrases as these the word refers not to media of exchange
or their purchasing power, but to what they will buy. It is,
in fact, almost a synonym for wealth in general.

This fifth sense of the word is constantly encountered in
ordinary life. But the confusions to which a careless use of
it may give rise are so notorious that it is rarely allowed any
place in serious economic writings: indeed even those eco-
nomists who are as a rule least willing to allow economics a
special vocabulary of its own have no hesitation in refusing
to follow popular usage in this particular case. There is,
therefore, no need to illustrate or dwell upon its dangers in
the present discussion.!

(3) The third shift in the meaning of “money” is at once
more subtle and of greater theoretical importance than the

! Tt is perhaps unfortunate that economists are still prepared to give the word
its popular meaning in the phrase “the diminishing utility of money”—not
merely because this represents a breach of their own professions and promises,

but also because it helps to conceal the importance of diminishing utility in the
explanation of the value of media of exchange. (See on this below, pp. 157-8.)
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in terms of the goods actually produced or bought and sold.
The whole point of such estimates is that they are concerned
with the values of these goods, as opposed to their physical
characteristics. No direct reference is intended to media of
exchange, much less to liquid resources or short-term capital:
“in money terms’ is simply a short way of saying “with
reference to value and in terms of the monetary units by
which value is quantitatively measured”.?

6. We have now seen how from the use of “money”
denoting purchasing power three further meanings of the word
are derived. In its “financial” sense it is practically equiva-
lent to “‘short-term capital’’; in what we may call its “‘popular”
sense it stands for wealth or resources in general; and in its
“abstract” sense it is a ‘“‘standard of value”. We must not
suppose, however, that these various uses are at all completely
separable from one another; on the contrary they are related
to one another and to the parent definition from which they
spring in the most intricate ways. It will be worth while to
consider a few illustrations of their interdependence.

(1) The financial definition differs from the parent defini-
tion only by a change in emphasis. Compare the two state-
ments: “‘installing this machine will cost a lot of money” and
“I shall have to borrow a lot of money if I am to install this
machine’’. One is tempted to say that there is here no genuine
difference in the meaning of the word. And yet its implications
are not the same in the two cases. In the first it still carries
some suggestion of the coins, notes, or bank deposits which
must change hands if the machine is to be bought; though the
main stress is undoubtedly upon the purchasing power which
they possess. In the second the reference to pieces of money
is much fainter: purchasing power is still in the foreground
but it is now associated rather with the uses to which it
can be put than with the vehicle by which it is transferred.
Hence we can substitute “‘capital” for “money” in the second

I It has been proposed, I cannot recall by whom, to distinguish the phrases
“in terms of money” and “in terms of value”, the latter being used only of
rates of exchange, while the former refers to amounts actually exchanged (against
media of exchange). Thus if a2 man earns a larger income by working longer
hours per day or more days per week, his wages, it is suggested, should be
regarded as havmg gone up in money terms, but not in value terms. In this
way the use of “‘money” would be brought back once more into association with
pieces of money. But it is doubt{ul whether economists would really be much better
off by departing from what is not, on the face of it, a serious source of confusion. ;
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“abstract” meaning. Once we have acquired the habit of
expressing amounts of wealth “in money terms”, it will not
be a difficult transition to use the word of the wealth itself, as
so expressed. This represents another route by which “money”
arrives at its association with resources in general. It is,
however, a route which our thought will not naturally adopt
/ unless it is the value of the wealth in question, not its physical
characteristics, in which we are primarily interested. That is
to say, once more wealth will only be given the name “money”
when it has some degree of exchangeability—i.e. is reasonably
“liquid”—and when its exchangeability is particularly rele-
vant for the purposes which we have in hand.

These examples are perhaps sufficient to shew that so far
as the last four definitions of the word “money” are concerned
we are dealing not with four clearly contrasted concepts but
with a complex of interrelated ideas and associations, different
elements in which are brought into prominence according to
the exact circumstances of its employment. This is why it is
so extraordinarily difficult to give a satisfactory account of
what the word really means. As a matter of logical analysis
we have found it necessary to distinguish “purchasing power”
from “control over resources”; and to contrast quantities of
wealth with units of value. But in actual use the four are fused
together and we can pass from one to another without any
full consciousness of a shift in our thought. The word, in fact,
hovers uncertainly between and over all of them. At times it
is wide and vague, at times narrow and precise; in some cases
our meaning is relatively concrete, in others relatively ab-
stract; here the emphasis is on liquidity, there liquidity is
allowed to retire into the middle distance or even the remote
background. Into this psychological chaos it will probably
never be possible to bring complete order. But we must at
least be aware of its existence if we wish to minimise the risk
of confusion in our thought,

7. One further problem remains, It is a commonplace of
economic textbooks that money acts not merely as a medium
of exchange (and a store of value) but also as a standard. of
value. The case in favour of this proposition is too familiar
to need elaboration here. Whenever we express the values of
commodities in quantitative terms—when we put a price on






IR5C ECONOMIC THOUGHT AND LANGUAGE

8. In order to answer this question it will be necessary to
examine with some care the concept of a standard of value.
We shall find before we are finished that it is neither so simple
nor so important for monetary theory as is usually supposed.

We already know that in order to make possible the com-
parison of commodities with one another in respect of their
value it is necessary to express their values in quantitative
terms: there must be some means of saying, with reasonable
precision, how much value a given thing has, and by what amount,
or proportion, its value exceeds or falls short of that of other
things with which we wish to compare it. Now where only
two commodities are concerned this presents no particular
difficulty. All we have to do is to express the value of one
in terms of the other as an “exchange equivalent”. Thus, if
three pounds of coffee exchange for four pounds of tea we
can say that the value of a pound of coffce is 1} pounds of
tea, and it will follow at once that the purchasing power of
the latter is three-quarters that of the former. But in real life
cases so simple as this are rarely to be found. What is norm-
ally required is to be able to compare the value of a given
commodity with reference not to one other commodity but
to wealth in general. Neither the merchant who sells tea nor
the housewife who buys it will be exclusively interested in its
value relative to coffee; on the contrary, the former will want
to know how much of any commodity he will be able to obtain
if he parts with a particular quantity of tea, and the latter
will be concerned with the effect of her purchase upon her
ability to secure any of the other goods which she would like
to be able to buy with her limited resources. The value of tea
is now not one relationship but a long series of relationships,
each expressible in terms of its own ‘‘exchange equivalent”.
But it would be intolerably cumbersome to have to carry in
one’s mind all the exchange equivalents of the particular
commodity one wished to buy or sell. What is wanted, there-
fore, is some way of reducing the values of all commodities
to the same denominator—some method whereby the value

to the contracting and repayment of debts; and the point which is in economists’
minds when they speak of “‘money”’ as providing such a standard is, accordingly,
the tendency for debts to run “‘in money terms’’—i.e. to be expressed in amounts
of purchasing power. The association, that is to say, is now with the third
rather than the sixth of the main senses of ‘“‘money’. But this complication
need not concern us further.
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terms of an abstract system or scale of units. The position for
practical purposes, as we shall find, is not greatly different
from that just considered. But theoretically it is much more
complicated. What we are now doing is to treat the value of
a thing as though it were a quality of it, like length or weight,
and as though it were capable, like them, of numerical assess-
ment. Thus, just as I may express the length of a thing in
feet and inches or in metres and centimetres—all of these
terms standing for pure and abstract units of length—so I
may express its value in pure units of purchasing power.
So far as one commodity in isolation is concerned, indeed,
this procedure will be quite meaningless: both because (as
we know) purchasing power is not a quality of things except
in so far as they enter into exchange relations with other
things, and also because to say that the value of anything
amounts to so many pure units of value tells us nothing unless
we know by what criterion a pure unit of value is defined.
But if the same unit or scale of units is employed for asscssing
the value of two or more different commodities, the case is
completely altered. From the statements—empty in them-
selves—that A possesses g units of pure value, B 200 units,
and C a % of a unit, we can discover the purchasing power
of any one of these things over either or both of the others,
wholly without reference to any knowledge of how a ‘“‘pure
unit’’ of value is determined. So, too, with all the commo-
dities in which we are interested: once we have given their
values a numerical expression in terms of one and the same
scale of value units—whatever its origin and antecedents—
we have provided ourselves with a simple and precise means
of comparing them with one another and of assessing their
exchange relationships—a means which is theoretically quite
independent of the medium of exchange or any other “repre-
sentative exchange equivalent”,

But how is such a system of value units to come into exist-
ence and general use? In principle, it has been argued, this
is a matter of indifference. If we wish we can construct a
unit specially for the purpose, giving it any name we think
appropriate and either defining it with reference to a par-
ticular commodity or set of commodities, or else leaving it to
define itself in the course of being used. Any unit, in fact, will
do, provided that it is applied to all the things whosc values
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Chippendale chair *““is worth £80”, we do not mean—though
we may imply—that we can buy or sell it, or one like it, in
exchange for eighty pound notes.! £80 is not a set of ex-
change media but a quantity of value. It represents the
expression of the chair’s value in terms of a scale or system
of pure value units. Nor need these units necessarily have an
assignable connection with pieces of money in the concrete
sense. It might still be important to know that a thing “is
worth £80”, even if money disappeared from circulation and
all trade were carried on by direct barter. And the history
of the post-war world has provided examples of value units
which, though bearing monetary names, have yet had no
more to do with the value of media of exchange than with
that of any other exchangeable good.2

There are, then, two main methods of comparing and
measuring commodity values. Either we may proceed con-
cretely by means of a “‘representative exchange equivalent”
or abstractly by devising a scale of pure value units. Both of
them are likely to involve the use, in some sense, of money.
For on the one hand it is natural, as we have seen, to choose
money—the medium of exchange—as the ‘‘representative
exchange equivalent”; and on the other hand our “pure
value units”’ are likely to be given monetary names and to
be determined with reference to the value of the pieces of
money after which they are called. This being so, the distinc-
tion between them is in practice easily blurred and forgotten.
It is improbable that many of the people who in the course
of their everyday life compare commodity values in terms of
pounds, shillings, and pence are completely clear whether
they mean by these terms media of exchange, or pure units
of value, or both. Nor does this matter, as a general rule.
Under normal economic circumstances a/pound note has the
purchasing power denoted by £1, and ‘a shilling piece the

I The truth of this latter statement will, of course, depend on how far the
value of the commodity in question is /iguid. See on this Chapter IV above,

. 67 ff.
PE; H7¢rc again the German inflation period is instructive. While the value of
money was changing violently from day to day it became common, as an
alternative to using margarine, or some other such commodity, as a “represen-
tative exchange equivalent” (see note on p. 151), to express prices in terms of
an imagined pre-inflation or ‘“gold’’ mark, the amount of exchange media to
be handed over in any particular transaction being calculated therefrom by
means of a multiplier representing the current degree of inflation. Thus, a
cigar might be priced at 15 (gold) pfennigs: if, then, the value of a mark-note
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similarity in large part arises—so, at least, it can be argued—
from the failure fully to disentangle the medium of exchange
from the standard of value. Once we realise that the latter is
in principle quite distinct from the former, being associated
with it only by the accident of history and language, we shall
find no insuperable obstacles to bringing money fully within
‘the purview of ordinary value theory.!

(2) And this in its turn has interferred with a proper
understanding of the standard of value itself. For it has given
rise to the idea, prevalent among amateur economists at the
present time, that by pursuing an appropriate monetary
policy the currency authorities can so regulate the value of
money as to ensure a ‘‘constant’ standard of value. Just as it
would be seriously inconvenient if the length indicated by a
“metre” or a ‘“foot” were to change arbitrarily from time
to time or place to place, so, it is held, it is seriously incon-
venient to have an arbitrarily changing unit of value. And to
avoid thisevil various methods have been proposed for ““stabil-
ising” the pound (or the dollar, or whatever the relevant
currency unit may be). Into the merits of such proposals we
need not enter. In principle it is no doubt possible—whether
or not it is desirable—to secure that a given quantity of money
shall always have the same purchasing power over a selected
group or ‘“‘basket” of commodities; and if this is done, then
the prices of the commodities so chosen must on the average
remain constant—i.e. we shall have achieved a stable price
level. But all this concerns the value of mongy—the medium
of exchange. What has it to do with the standard of value?

Let us once more—and for the last time—make use of the
analogy of the measurement of spatial dimensions. A “con-
stant” standard of length is desirable for two main reasons.
First, it enables us to compare things in respect of their size

! In recent years much has been done to clarify the status of money as a
commodity. As early as 1911, Mises in his Theorie des Geldes und der Umlaufsmittel
embarked on what he called a ‘‘subjective”, or “subjectivistic’’, account of the
demand for money and its exchange value. And more recently Greidanus (Value
of Money) has made a spirited attempt to treat the medium of exchange as simply
a particular kind of production good, useful because of the “yield” or profit
derived from its possession. Compare also Carver, “The Demand for Money”’,
and Hicks “Simplifying the Theory of Money”. But I am not convinced that
even now all has been done that can be done to bring money into harmony
with commodities in general for the purposes of value theory. And 1 hope that
thi%chapter may have helped to clear the ground for the final steps which have
to be taken.
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which cannot enter into exchange relationships with one
another, and also that there can never be an ‘“‘absolute”
exchange value. Thus, on the one hand, no standard of value,
whether “constant’ or variable, will enable us to work out
a ratio of exchange between (let us say) a gallon of mead in
1340 and a gallon of whisky now, or to compare the value of
the modern bridge over Sydney Harbour with that of Xerxes’
bridge over the Hellespont. And on the other 'hand, if of two
commodities which formerly had the same value one is now
dearer than the other, then to say that the first has risen in
value is the same thing as to say that the second has fallen in
value, quite irrespective of whether the former now possesses
more nominal units of purchasing power or the second less.
Relating commodity values to the standard of value let us
insist once more, is merely a device for relating them to one
another. It cannot help us to compare incomparables or to
set up a norm of “absolute’ exchange value behind the
shifting exchange relationships of the actual world.!

For these reasons the quest for a “constant’ standard of
value is both less important and more hopeless than its
advocates suppose. In so far as values do not change then there
is a certain convenience in their retaining the same numerical
expression. And in a completely static state it would be
possible and sensible (though of no great moment) to ensure
that ““prices” as well as values remained constant. But where
conditions are in perpetual flux, and the purchasing power of
commodity over commodity is now rising, now falling, there
is not merely no point, but no meaning in trying to achieve
an invariable norm by which to measure value changes.?

(3) It may be worth noticing, thirdly, that a unit of value
is sometimes known as a ‘“‘unit of account”. If the latter
phrase is merely a synonym for the former, then the usage
raises no new problems and need not be objected to. But it
may mean rather more than this. For the word “account”
is associated in ordinary language, not so much with the
abstract comparison and measurement of values as with the
contracting of a particular kind of short-term debt; as when
we speak of having an ‘“‘account” with a tailor or a bookseller,

I On this subject the observations of Mill (Principles, Book 111, chap. xv) are
still well worth study, as also is the magnificent analysis in Bailey’s Nature and
Causes of Value, chap. v.

2 See further Supplementary Note 7, p. 380.
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determine value we do not mean that they are independent
of cost, utility, and esteem; we mean merely that they are the
channels through which these ultimate factors operate. What-
ever in the last analysis fixes the value of things does so via
its effect upon the quantities of them supplied and demanded.

(2) Both the demand for a thing and its supply are in the
first instance to be conceived of subjectively. My demand for
a thing is my willingness to buy it—i.e. to give up other things
for it—and my offer or supply of it is my willingness to part
with it in exchange for other things. But if any use is to be
made of the concepts it is generally necessary to express them
in quantitative terms. The demand for a thing then becomes
the amount demanded, and the supply of it the amount supplied. Or
alternatively the demand for a thing may be measured by
the amount of other things given up for it, and its supply by
the amount of other things received for it. In this way the
supply of one thing becomes the demand for another, and
vice versa.®

This objectification of demand and supply, however, has
its dangers. For if we are not careful we shall tend to think
that the amounts demanded and supplied are identical with
the amounts bought and sold. Now, the latter amounts mus¢
be equal, at whatever price the commodity is exchanged; for
nobody can buy a thing unless someone else sells it, nor can
anybody sell a thing unless someone will buy it from him.
But the amounts of a thing demanded and supplied are only
equal at the equilibrium price. If the actual price is higher than
this, then according to ordinary theory the amount supplied
will be more than the amount demanded; and therefore either
(a) the supply must be greater than the amount sold (i.e.
sellers must part with less than they would like to part with at
that}price); or (b) the demand must be less than the amount
bought (i.e. buyers must acquire more than they are anxious
to acquire at that price).2 Conversely, if the price is lower than
the equilibrium level, then either the demand will be more
than the amount bought or the supply less than the amount

t The latter alternative is never adopted (so far as I know) except when the
commodity demanded is money. On the demand for money cf. Supplementary
Note g, p. 382 below.

2 Or, of course, the amount bought and sold may lie between these limits,
being more than buyers are willing to buy and less than sellers are willing to
sell.
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tion. It atonceresolves the apparent paradox that while (by the
ordinary laws of supply and demand) a decrease in demand
tends to lower price, a fall in price tends to increase demand.
For the “decrease in demand” which lowers price is a decrease
in the conditions of demand, whereas the ‘“‘increase in de-
mand’ which results from a fall in price is an increase in the
actual amount demanded. So, too, with supply. A fall in the
supply schedule will be a force tending to raise prices; but a
rise in prices may be expected to increase the actual amount
supplied. Or we can put the same point in another way by
distinguishing between changes in actual demand or supply
which are, and changes which are not, brought about by
changes in the corresponding schedules. The former type of
change is the expression of alterations in the general desire
people have either to gain possession of a thing or to exchange
it for something else; the latter simply reflects alterations in
the extent to which people find it worth while to satisfy that
desire.!

There is one complication, however, which must be noticed
at this point. Suppose that the conditions of supply of a
particular commodity fall, in the sense that its sellers are
generally prepared to accept less for any given quantity of it.
Then in the first instance its value will fall and we may
assume that the amount demanded will increase. But the
story may not end there. For the fall in value may affect not
merely the actual demand but also the conditions of demand
themselves. Thus it may induce in the buyers the habit of
consuming the commodity and so make them more dependent
upon it and more anxious than they were before to obtain
possession of it in adequate quantities. Alternatively, if the
commodity is one which is desired primarily by reason of its
scarcity and of the prestige which it confers upon its owners,
then an increase in its supply and a fall in its value may
reduce its attractiveness as a possession and make people less

I On all this see Henderson, Supply and Demand, pp. 24 ff. Sidgwick, we may
note, proposed to express the distinction by speaking of demand (or supply) as
“rising”’ and “‘falling”’ when the schedule—called by him, for some reason, the
““law’” of the demand (or supply) in question—changes, and as being “‘extended”’
and “reduced” when the amounts demanded (or supplied) change without
alteration in the ‘‘law’ (Principles, pp. 189-90). Most economists, however,
have preferred to indicate it in the substantive phrase, rather than in the verb.
As a rule, indeed, the context makes it perfectly clear which of the two senses
is intended, even if they are not formally distinguished.
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3. In what has been said so far it has been implied that
the two concepts under discussion can be treated symmetri-
cally—that whatever is true of the one is also true, mutatis
mutandis, of the other. The idea of a symmetry between the
forces of supply and the forces of demand is, indeed, im-
portant and valuable, and has played a considerable part in
the development of economic theory. But we have no right
to take it for granted. And in what follows some attempt will
be made to examine its validity and its limitations. At the
same)time we shall be concerned with the exact scope of the
two ¢oncepts themselves and with the various forms which
they assume under different economic conditions.

In the first place it is to be observed that supply and
demand are properly market phenomena. They lose their
meaning when there is no buying and selling. For example,
we cannot analyse the problem of value as it presents itself to
a Robinson Crusoe in demand and supply terms. For as we
already know, that problem rests in equating esteem ratios,
not with exchange ratios but with cost ratios. He neither
buys nor sells, but merely decides how to distribute his avail-
able resources among different possible ends. And while it is
often possible to distinguish two contrasting moments in his
choices, a utility moment and a disutility moment—as when
he weighs the attractiveness of cocoanuts against the fatigue
of searching for them—it would be unnatural to express this
contrast in terms of demand and supply.!

Moreover, even in an economy in which commodities
and services are regularly bought and sold it is by no means

for the cases under consideration, and to represent them graphically in more or
less oddly shaped demand and/or supply curves. But these cannot have more
than a merely statistical significance. They are useless for the'theoretical analysis
of the forces determining the value of the commodity in question, in that they
do not represent channels through which these forces operate, being in part
determined by the value itself. That is to say, we cannot in these cases exhibit
the process of value determination by the familiar diagram of intersecting
supply and demand curves, since the shape of one (or both) of the curves is
affected by the various possible positions of the other, and the two are not,
therefore, genuinely independent.

(2) It is not certain in the case of factors of production that the supply will
vary in the opposite sense as the value. For the “‘extension” (or *‘reduction”) in
the actual amount supplied under given conditions of supply may be more
than enough to offset the fall (or rise) in the conditions themselves. See on this
Robbins’ “Demand for Income”, especially pp. 126 fl.—in opposition to
Knight, Risk, Uncertainty and Profit, p. 117.

! Tt may well be described in terms of consumption and production. See
below, Chapter XI, pp. 180-81.
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one year is fixed within narrow limits by technical considera-
tions (the number of nut-bearing trees, the weather, etc.)then
the only effective choice before nut-growers is between the
utility of nuts and the utility of oranges. Under these circum-
stances the value of nuts is really determined, not by the inter-
actions of a demand schedule with a supply schedule, but by
two unsymmetrical factors: (1) the total available stock of nuts;
and (2) the fotal demand schedule for nuts (including the
demand of the nut-growers themselves).r

4. The situation is even worse in those cases in which the
same person may be either a buyer or a seller. Suppose that I
have been living in a hotel and now decide to rent or buy a
house of my own. I come into the house market on the side
of demand, and it is reasonable to say that my decision has
increased the total demand for houses and will bring with it
(so far as it goes) a tendency for the value of houses to rise.
But it may be that after a year or two I tire of the loneliness
of living by myself and wish to return to a hotel. I now come
on to the house market on the selling side. And my action
will lead to an increase in the number of houses for sale or to
let—and will tend, pro tanto, to reduce their value. Does it then
constitute an increase in the supply of houses? We shall have
to agree that it does if we mean by the “supply” of houses
the number of houses which people possess and are anxious
to dispose of. But if we choose we can take a broader view
and say that my ceasing to have a house of my own represents
not an increase in the supply of houses but a decrease in the
demand for them. The supply, we shall then say, has remained
constant—for we are assuming that no builder has stepped
in and built an extra house in consequence of my temporary
abandonment of hotel life.z All that has happened is that the
demand for houses has first risen and then fallen back to its
original level. The “demand for houses’” now means, not
people’s willingness to rent or buy them, but their willing-
ness to occupy or own them. And from this point of view
everybody who wants a house must be included on the de-
mand side, irrespective of whether he already possesses one
or not.

1 See for an exhaustive discussion of this point Wicksteed, Commonsense,
Book II, chap. iv. . 1 .

2 The consequences of abandoning this assumption are examined in § 5
below.
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of the word) but merely someone who has ceased to be a
“consumer’’.?

5. But suppose that the total stock of a commodity is
variable: suppose that (to continue the last illustration) my
buying a house makes it just worth somebody’s while to build
an extra house, and/or that when I give my house up the
consequent drop in house values makes it just worth while to
demolish one of those now in existence: are we not then back
again to the old dichotomy between demand and supply? Is
not the supply of houses the willingness of builders to con-
struct them; and is it not possible to envisage a supply
schedule which is independent of, and symmetrical with, the
demand schedule of those who wish to occupy houses? In
order to answer these questions we must distinguish between
two possible cases, in practice differing from one another only
in degree, but theoretically quite separate.

First, there is the case of those commodities the stocks of
which can be increased or decreased, but for which an upper
limit is in practice set by the productive capacity which is
available for its manufacture. This is the situation with regard
to many of the products ofmodern industry. Plant is available
for considerable additions to the existing output at compara-
tively low cost. But increases beyond the existing capacity
can only be secured by large overhead expenditures, which
will not be worth while unless demand rises to a very large
degree. Under these circumstances the determinants of value
are, first, the total demand schedule, and, secondly, the
existing productive capacity. Here, therefore, as before, there is
no symmetry between demand and supply. The position is
fundamentally the same as if the stocks of the commodity
were absolutely fixed. Indeed, it will be precisely the same if
market conditions are such as to make it worth the while of
each firm to produce up to the limits of its productive equip-
ment; for in that case actual production and potential pro-
duction will coincide and the available stocks of the product
will be for practical purposes fixed.

Secondly, however, an increase in the available stocks of
the commodity may only be possible by the use of a corre-

! On the relevance of this discussion for the case of money see Supplementary
Note g, p. 382.
2 On this case cf. J. M. Clark, Overhead Costs, p. 464.
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So, too, ‘“‘consumption” in the first instance means the
process or activity of consuming; but it may also refer to the
amount of that activity, as when we say that between 1933
and 1936 the consumption of beer in Germany rose by 23
per cent.

This distinction is precisely the same as that noticed in the

last chapter between the qualitative and quantitative refer-
ences of “supply” and ‘“‘demand”.! There need be no more
danger here than there of its giving rise to confusion.
2.  Secondly, it must be noted that “‘consuming” and “pro-
ducing” very commonly—though by no means always—have
a rather different sense in economics from that which they
bear in ordinary language. Let us start with “‘consumption”.
If we are asked what it is that is consumed—what is the
“object” of consumption in the grammatical sense—we shall
almost certainly reply, if we are not economists, that it is
some kind of thing: not necessarily a physical or material
thing, but a thing which has an existence and status inde-
pendent of the act of consuming it. The obvious example is
food and drink. Both of these are “objective” in the sense
that we can conceive of them apart from their being con-
sumed. So, too, with all the other things which would
ordinarily be described as consumable or consumed; they
are essentially external to the act of consumption and inde-
pendent of it.

But the economist is not so much interested in the fact of
consumption, so understood, as in the economic reason for
it. Why, he asks, are food and drink consumed? And his
answer is clear: because they are capable of affording satis-
factions to their consumers: because, in other words, they
have (absolute) utility, and contribute to welfare. Moreover,
as we know, it is a fundamental postulate of value theory that
people choose rationally; that they do not make mistakes or
consume things which fail to yield the satisfactions fexpected.
This being so, we may lay it down as a universally true pro-
position that a/l consumption is directed towards the utilities
which it involves.

It is, then, an easy transference to regard the grammatical
object of the verb “to consume” as being not things but their
utility. And this transference is regularly made in economics.

! Above, p. 164.
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turn to the more troublesome word, “production”. If “con-
suming’” means “extracting utility from’ then we may
expect, by symmetry, that “producing’” means ‘“‘putting
utility into”. That is to say, production for economic pur-
poses must on the face of it consist, not in making or creating
things (which is perhaps the meaning usually attached to the
word in ordinary language) but in creating utility.! Pro-
duction in this sense may, of course, involve creating “things”
—as when a manufacturer converts cotton thread into shirts,
or gold ingots into pen nibs and wedding rings. But the
making of things is as such irrelevant to economic production.
For the economist all activities must be included which yield
useful results, whether they are embodied in material objects
or not. The boot-black who cleans my shoes is as much a
“producer” as the cobbler who mends them or the manu-
facturer who makes them; the man who works in my garden
is “producing’ when he mows the lawn or weeds the borders
no less than when he grows strawberries for my tea. In one
way or another all these forms of labour create u#:/ity.

5.  This brings us to the threshold of a problem which has
bulked large in the history of economic theory—the problem
of distinguishing between “productive’ and “unproductive”
labour.3 The earlier economists believed it to be both possible
and desirable to make a sharp division between those forms
of labour which contributed to production, and those which

1 On the meaning of “production” in ordinary language, however, see
Supplementary Note 10, p. 383.

2 Clark distinguishes four main types of (economic) production (Philosophy
of Wealth, pp. 25 ff; Essentials, pp. 11 fl.); the creation of (a) ‘‘elementary”
utility—e.g. the work of a farmer who has something material to show for his
pains; (b) “form” utility—e.g. industrial manufacture, which changes the
physical qualities of things so as to make them more useful; (c) ‘“place’” utility—
e.g. transport, or the conveyance of things to a place where they will be more
useful; and (d) ““time’’ utility—e.g. the storing of crops, etc., so that they may
be available at a time when they will be more useful. Only the first two of these
types fall within ‘“‘production” in the technical sense. (Perhaps a fifth type
should be added, namely ‘“‘exchange utility”’—the transference of a good to a
person in whose possession it will be more useful. See on this below, Chapter X1V,
p. 254 n.) Adam Smith, we may note, had suggested practically the same
quadripartite classification as Clark, though with reference to capital rather than
to labour, and with the substitution of what we may call “division and op-
portunity’ utility (the function of the retailer) for Clark’s “time utility” (Wealth
of Nations, Book II, chap. v. init.).

3 Perhaps the best readily available account of this controversy is to be found
in Gide, Cours (or Principes), Book I, Part I, chap. ii, § 3. Cf. also Cannan,
Production and Distribution, chap. iii, § 2; Davenport, Economics of Enterprise,
chap. ix, etc.
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product or service which possesses no utility. In other words,
labour can only be unproductive if someone—either the
labourer himself or his employer—has made a mistake. From
which it would seem to follow that the distinction between
productive and unproductive labour is of no theoretical
importance at all. As we know, value theory must abstract
from mistakes and irrationalities. Therefore labour must
either be productive, i.e. must issue in some utility, or else
must fall outside the province of the economic theorist.

6. This conclusion is perfectly consistent with what has so
far been said as to the nature of economic consumption and
production. And it would probably be accepted in principle
by the great majority of living economists. It is, indeed, a
satisfying conclusion, in that it relegates into past history a
controversy which has been prolonged and troublesome.
Unfortunately it has to be qualified in three ways before it
can be finally accepted.

(1) In the first place, to define productive labour with
reference to the demand for it, or its product, implies that
economic production can only take place in an exchange
economy; for as we have already agreed, it is only in an
exchange economy that the concept of demand is properly
applicable. On this definition, then, labour is only productive
if it creates a utility which somebody other than the labourer
is to consume. [There is, however, no good reason for limiting
the concept in this way. When Robinson Crusoe builds a
house, or weeds his garden, he is a “producer”, for he is
creating a utility which he subsequently consumes. So, too, a
cook is ‘“‘productive’, not merely when she prepares her
employer’s lunch, but also when she prepares her own. The
distinction between production and consumption is not
destroyed by the coincidence that in such cases as these the
producer and consumer are the same person. And any
activity must be regarded as productive which yields a useful
result, whether or not it arouses demand from someone else.

(2) On the other hand, there are many activities which
create a utility in a sense, but which yet would not naturally
be regarded as constituting forms of economic production.
An artist may draw a picture, not because he thinks it will
give pleasure when drawn even to himself—still less because
he hopes to find a buyer—but simply from an urge to self-
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But this means that there are two ways in which “pro-
ductive’ labour may be defined. Either we may think in
terms of the community as a whole, in which case we shall
define production as the yielding of a useful product or
service; or else we may think in terms of the individuals
within the community, in which case we must say that all
labour is productive which yields an income to the labourer.

At first sight it might seem as though these two definitions
were interchangeable. So they would be if it could be
assumed that all work which brings in an income to the
worker is necessarily a source of utility—mistakes apart—to
the persons paying the income. Unfortunately there is no
warrant for this assumption.

Suppose that I am sitting in my study revising the manu-
script of my book. And suppose that an organ-grinder comes
under my window and plays a selection from an Italian opera.
It may be that I find the music restful or even enjoyable.
But it is also possible that I shall be so seriously distracted
by it as to be unable to work effectively while it continues. If
so, I shall probably give him sixpence or a shilling in order
to induce him to leave me in peace. On receipt of my money
he removes his organ to the next street and repeats his
selection there—until again he is persuaded, for the same
reason and by the same means, to take up a stance somewhere
else. By passing from street to street, always playing his opera
until he is paid to move on, he may collect a fairly substantial
daily income. Can we say, then, that his is “productive”
labour?

From his own point of view it clearly is, for it yields him a
revenue. And the labour of pushing the organ through the
streets and turning its handle at appropriate places is the
essential condition of acquiring that revenue. If, therefore,
we define production in individualistic terms we must call
him a producer in the economic sense.

On the other hand it is not true to say that there is a
“demand” for his labour—that that is what he is paid for.
The people who pay him do so, we have assumed, not because
they enjoy the music he is playing, nor because they feel
charitably disposed towards him, but because they want him
to desist. The utility for which they are looking is negative,
not positive: it rests not in anything pleasing which he is
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concept of disproductive activities gives rise. They belong to
the theory of economic welfare. And perhaps for that reason
they have not received as full attention as they deserve. One
point, however, may be noted here. To describe any activity
as disproductive in the above sense does not as such involve
any moral judgment. All that it implies is that the activity in
question involves the destruction, rather than the creation,
of utility to those who pay for it. And this is a proposition
which is strictly economic, both in form and in content.!

So far as value theory is concerned, however, these matters
are irrelevant. And we are perfectly entitled, if we choose, to
by-pass the concept of disproduction by defining as productive
all activities which yield a balance of utility fo the agent,
irrespective of whether they are a source of utility to other
people. With this conclusion we may take our leave of the
problem.
7. We mean by a “producer”, then, a person who creates
utilities. Broadly speaking, and with the exceptions noted in
previous sections, he does this by putting his resources at the
disposal of someone to whom they are serviceable, whether
directly—as when an employer hires the services of a labourer
—or in the form of a product, {or useful thing. In the latter
case, but not in the former, economic production involves
production in the ordinary sense. And on the understanding
that we are using the word in this wider sense we can say
that it lies behind, and is correlated with, supply in the same
way in which consumption lies behind and is correlated with
demand. For people will not “produce’ unless they have the
prospect of selling what they produce for an adequate reward.
That is to say, the immediate stimulus to production is
supply—the willingness of people to sell things. The symmetry
with the opposite side of the exchange relationship is com-
plete. We “demand” with a view to ‘“‘consuming”: we
“produce” with a view to “‘supplying”.

From this point of view, therefore, the difference between

I Normative implications are, of course, present. For disproductive activities
involve a loss of welfare to the community as a whole. And if we believe that
economic welfare “ought” to be maximised we shall conclude that disproduction
is undesirable—which is a normative judgment. But as we already know, that
is no reason for regarding the concept as belonging to ethics rather than eco-
nomics—or even to applied economics rather than to pure economics (see
above, Chapter II, pp. 39-41).
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sometimes been supposed that a distinction should be drawn
between, for example, landlords and labourers on the ground
that labour is an ““active’ participant in production whereas
land is purely “passive”.! And this corresponds with the
popular doctrine that labourers are productive in a sense in
which landlords are not. It involves, however, a gross con-
fusion between the ordinary and the economic senses of
“production”. If the word is used in the sense in which it has
so far been understood, then, as we have just seen, both
labourers and landlords are equally “producers”. If; on the
other hand, it is used in reference to the actual processes of
industry and agriculture, then though landlords may be
unproductive, yet land is not; for it, like labour, is one of the
indispensable elements for the carrying on of production in
this sense. From the second point of view, even labourers are
not strictly speaking productive; since it is their labour—their
efforts and energies—which co-operates in the process where-
by goods are made. And if it be rejoined that this involves
their taking part in this process, then by the same token it
must also be admitted that landowners are taking part in
the production of wheat or manufactured goods when they
allow their property to be used for farms or factory buildings.
No doubt the part played by the landowner is less exacting
and tiresome than that played by the labourer. But this is
quite irrelevant for the purposes of value theory, interesting
and important as it obviously is for various questions of social
policy. And in the present context we must understand by the
word “producer” a person who has resources—of whatever
kind—and who is willing to supply them to some ‘“‘consumer”
in return for an adequate reward.?

9. We have now arrived at a clear conception of what is
meant by “production”, and of its relation to consumption
on the one hand and to supply on the other. Our definition
turns upon distinguishing sharply between the creation of
utilities, which is an economic phenomenon, and the technical
processes to which “production” in ordinary language usually
refers. And if the word were always used by economists in
this special sense our difficulties would now be over. Un-

! See (for example) Gide, Cours, Book I, Part I, Introduction.
2 See further Supplementary Note 11, p. 384.
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these processes. That is to say, consumption consists in the
using of “finished” goods.

But the term “finished goods™ is itself ambiguous. It may
refer broadly to all products which are wholly manufactured
and have reached their final physical form; or more narrowly
to those products only which, once completed, pass finally
out of the world of industry. Thus, machines and tools are
finished goods in the first sense, but not in the second; since
though the process of manufacturing them is completed, they
remain a part of the productive process, being used solely to
assist in the production of goods of other kinds. Now if when
we speak of “production” we are thinking of the whole series
of activities whereby goods are made and manufactured we
shall naturally tend to adopt the second, rather than the
first, of these two standpoints. We shall regard machines, etc.,
as representing agents in the productive process, but not as
belonging to its ends or results. And “consumption” will
come to be confined to the use and enjoyment of those goods
only which represent the final goods which are desired for
their own sake, and not merely as a means to further pro-
duction. By “consumers’”; in fact, we shall mean those who
consume final goods, so understood, and by “producers’’ those
who are concerned, directly or indirectly, in the making of
such goods.

Economists have been accustomed to mark the distinction
between products which are useful in their own right and
products which are useful solely as a means to further pro-
duction by calling the former f‘consumption goods” and the
latter “‘production goods”.! The problems to which the
distinction gives rise will be dealt with later on.2 For the
moment two points only need to be noticed.

(1) “Consumption” in the present context does nof bear
the meaning which is attached to it in ordinary language.
The essence of “consuming’ a thing in the usual sense rests,
as we know, in so using it as to destroy its physical identity.
We consume food and drink when we absorb it into our
bodies so that it becomes part of our tissues; a fire or furnace

! Production goods are sometimes also called “capital” or *“investment”
goods. At times, also, the term is used not merely of finished goods useful in
production but also of goods in process of production. But these points need not

detain us for the moment.
2 See below, pp. 194-5; Chapter XIV, pp. 251-4.
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people producing any commodity is likely to be very small in
comparison with the number of people consuming it. And
each producer will be far more important as a producer than
he is as a consumer of his own product; that is to say, the fact
that he is a consumer can be neglected when we wish to
divide the community into those who make, and those
who use, the commodity in question. Thus, when we say
that the imposition of a tariff on foreign fruit will as a rule
benefit fruit-growers and hurt consumers of fruit we are
perfectly entitled to take that as meaning that it will benefit
one group in the community and hurt another, different
group.

The difficulties arise when we try to generalise this result.
Every producer of one commodity is a consumer of other
commodities, and most consumers are producers of some
commodity. And if we wish to divide the community into
two groups with reference to the production and consumption
not of this or that particular product, but of consumable
goods in general, we can no longer disregard the fact that each
producer is also a consumer. For the producers as a whole
constitute a very large proportion of the consumers, and our
classification will be useless and misleading, at any rate for
most purposes, if we confine the scope of the latter to that
minority of persons who play no part whatever in the pro-
ductive process.

This being so, we must now interpret the distinction as
being first and foremost one between fwo ways of looking at
people—not between two different sets of people. The same
person is now at once a producer, in so far as he assists in the
making of one or more types of commodity, and a consumer,
in so far as he uses these and other commodities. ‘“‘Consumers’’,
then, are people in their capacity as consumers, and “‘producers”
are people in their capacity as producers. The words have dis-
carded their substantial reference and have become func-
tional.’

In this form, indeed, the distinction, though analytically
interesting, is of no great practical value. But under certain
circumstances it may be modified still further in such a way
as to make it really important. Take the case of a rise in prices
which is not confined to one commodity but affects all con-

t See Chapter I, pp. 17-18.
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versely, a fall in the prices of consumption goods will tend to
hurt the former and benefit the latter.!

It is clear, then, that we can attach a practically useful

significance to the consumer-producer relationship, even with
reference to production in general, if we first “functionalise”
it into a distinction between two aspects of the same indi-
viduals, and then ‘‘substantialise” it again by dividing the
individuals into two groups according as the one aspect or
the other is dominant.
13.  Two further points remain. (1) The contrast between
the production and consumption of consumption goods is unlike
that between the production and consumption of utilities in
being wholly unsymmetrical. Production is now a matter of
industrial and manufacturing technique, while consumption
is the final use which is made of the results of that technique.
Both, indeed, have their economic aspects; but neither are
| essentially economic in interest. We shall expect the former to
be studied at least as closely by the technologist, and the
latter by the sociologist or the psychologist, as by the student
of economics. And there is no ground whatever for supposing
that in so far as they do come within the province of the
economist there is any analogy or parallel between them.

This has not always been remembered. Thus, many econo-
mists have believed that because one of the traditional sections
of books on economic theory is devoted to the exposition of
the “theory of Production” there ought also to be a section of
equal status entitled “the theory of Consumption”. This
might be a legitimate conclusion if the Theory of Production
were concerned with the production of utilities; for if one
aspect of economic choices and of exchange transactions is
worth treating separately, then so presumably is the other.
But in fact the subjects dealt with under this head are con-
nected by their all having to do with economic aspects of

I The subject-matter of this paragraph is thoroughly familiar to all students
of economic problems, and most post-war textbooks discuss its significance. (See,
for example, Taussig, Principles, chap. xxii, Gide, Cours, Book II, chap. iv. § 3.)

It may perhaps be worth while adding that the conclusion reached in the
text sheds as it stands no light whatever on the question whether a rise or a fall
in the prices of consumable goods will benefit the community as a whole, or will
hurt it. We cannot draw from it arguments in favour of, or against, either infla-
tion or deflation—any more than we can show the desirability or undesirability of
Protection for home-grown fruit merely by drawing attention to its advantages

for fruit-growers on the one hand, or to its disadvantages for fruit-consumers on
the other.
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the same broad lines: whether or not it is desirable, in the
interests of the persons concerned—the ‘“‘consumers” or the
“producers’’; that is to say, the buyers or the sellers—to act
as their own entrepreneurs. The case in favour of so doing
rests on the likelihood of inefliciency or exploitation on
the part of independent entrepreneurs or middlemen; that
against rests on the argument that enterprise has a function
of its own in the economic system, and that specialisation as
between it and other forms of economic activity is likely, here
as always, to be in the interests of all concerned. This issue
is a clear one, so stated; but it is concealed and lost if we
assume that the essential distinction among co-operative
enterprises turns on the contrast between workers, farmers,
and small business men, on the one hand, and the consumers
of consumption goods on the other.

(2) The distinction between production goods and con-
sumption goods, we have seen, is fundamentally one between
means and end. Production goods, that is to say, include all
those goods which are not useful in their own right, but which
may help towards the making of goods which are so useful.
This is a negative definition, however. It amounts simply to
saying that a production good is a non-consumption good.
And among non-consumption goods must be included all
the things desired and purchased by manufacturers and
dealers—their raw materials, their factories and machines,
the services of their employees, and so on. Not merely that,
but if we are consistent we must count as non-consumption
goods much that lies outside the productive process in the
narrow sense. Thus, finished articles in the hands of a whole-
saler br a speculator are still “production™ goods, since they
are not by the present definition “consumed” by their owner,
being useful to him simply because he hopes to be able to
pass them on, at a suitable time or place, to some other
person.

So heterogeneous an assortment of goods and services
cannot be regarded as forming a satisfactory “class™; and it
is only natural that we should subject the concept of a non-
consumption good to further analysis. It can be seen to
comprise two main commodity groups: first, what may be
called the “original elements® in the productive process, and
secondly, such commodities as emerge during the course of
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two groups represent the extreme poles of the productive
process.!

Here, once more, there is a close parallel with the contrast
between supply and demand. We saw in the last chapter that
a measure of symmetry could be discovered between these
concepts if supply were understood of the willingness of
people to part with “original resources” and demand of the
willingness of people to acquire the finished goods which these
resources could yield. But just as the ‘“‘demanders” in this
sense are the final consumers, so the “suppliers” are the
initial producers. The one contrast lies behind the other, as
before; and as before the difference between them is simply
that the first is concerned with selling and buying in the
market-place, whereas the second is concerned with the
creation and absorption of utilities. In the first the emphasis
is on exchange, in the second upon the reasons why exchange
and production are worth while.

14. Let us now summarise the main results which this
chapter has yielded.

(1) We start with the production and consumption of
utilities (the “economic” sense of the words). On this basis the
contrast can be interpreted in fwo ways:

(a) When it refers to one individual who is working for his
own personal consumption it is a way of expressing the
distinction {between those activities which create utility (to be
enjoyed subsequently) and those activities which represent
the enjoyment or absorption of utility.

(b) In an exchange economy people are producers when
they provide useful commodities, and consumers when they
receive them. This distinction applies to a// exchange trans-
actions, regardless of whether the commodity exchanged is a
consumption good or anything else.

(2) When production is used in its technical or industrial

' To speak of “original” elements and of “initial” producers does not, of
course, mean that all the prerequisites of production have to be in existence
before the productive process begins. On the contrary, original resources are
regularly employed throughout its whole course—in the form, e.g. of the
labour of factory workers, transport agents, shop assistants, and possibly
domestic servants. The distinction between them and intermediate goods is
analytical, not temporal. It is that between the resources which have to be
available (at whatever time) for production to be carried through to its end,

and the resources (or goods) which emerge during its course.
The distinction is not an absolute one, however; see below, Chapter XIII,

p- 230.
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that are not used for productive purposes without being in
any natural sense valued as consumption goods.! If we are
strictly functional we must exclude these from our catalogue of
factor units; and we shall then refuse to discriminate, so far
as the definition of productive resources is concerned, between
the labour power of an unemployed worker and that of a
gentleman of leisure, or between a piece of waste land in the
centre of a city and a country estate or a deer forest. Under
some circumstances this is perhaps a legitimate point of view.
But for discussions of economic progress and policy it is
obviously inappropriate. “Unemployed” resources are im-
portant as being potentially productive. And if we are interested,
not simply in the situation as regards production and con-
sumption at a given moment but also in the possibility
of expanding production and of overcoming unemployment,
then we shall naturally revert to a “substantial’’ interpreta-
tion of factors of production; “land” and ‘“labour” will
include the human and natural resources which are available
for production, as well as those which are actually engaged in
productive employment.

3.  These preliminaries being completed, let us turn to a
more concrete examination of factor units and factor classes.
It will be convenient to start with the units. How are we to
fix on a unit for measuring and computing amounts of factors
of production? This is really a double problem; since it in-
volves the questions, first, what system of measurement is to be
adopted, and secondly, what is to be the actual unit within
the system chosen.

(1) The former question is not so simple as it looks. In the
case of consumption commodities it was obvious and natural,
we saw, to think in terms of physical quantities—bushels of
wheat, tons of coal, braces of partridge, and so on.? Cor-
respondingly we may try to think in terms of “amounts’ of
the factors ofjproduction—acres of land, numbers of labourers,
etc.? But there are two grounds on which these “natural”

I “Unemployment”, as the word is ordinarily understood, is simply in-
voluntary and wasteful leisure.

2 Chapter VIII, p. 127.

3 We must confine ourselves for the time being to the two factor classes, land
and labour, since nothing can be said specifically about the others until we have
discovered more precisely in what sense they are factor classes. Most of what is

said in this chapter, however, about any one factor class applies also, mutalis
mulandis, to the others,






2017 ECONOMIC THOUGHT AND LANGUAGE

think in terms of square miles or acres or square yards, and in
terms of months or years or even centuries, according to the
purpose in hand. Broadly speaking, the unit for factors, as
for consumption goods, will tend to be the smallest amount
that is regularly bought and sold in the market under con-
sideration.!

4. Let us turn now to the concept of a factor class. It is
obviously an aggregate of factor units; and the units com-
prising it must be like one another, and unlike the members
of other classes in having a common property or “class
differentia’. Thus, if labour and land form two distinct factor
classes, that is because every unit of labour is in a more or
less clearly definable sense like every other unit of labour and
unlike every unit of land. Moreover, if our classification of
factor units is to be satisfactory it must be both exhaustive
and non-overlapping; that is to say, every factor unit must
fall into one, and no unit into more than one, of the classes
distinguished.2

What, then, are the specific attributes with reference to
which the classification is to be constructed? What, in other
words, is to be the fundamentum divisionis of the genus “pro-
ductive element’ into the various species of factors of pro-
duction?

The answer to this question on the face of it follows immedi-
ately from what has already been said. If factors of production
are kinds of commodities, and if our interest in them turns
upon the forces determining their value, then the same
principle offclassification must apply as is economically rele-
vant in the case of consumption goods. That principle, as
we know, is substitutability. A true factor class, like a true
commodity class, must be composed of members which are
for practical purposes interchangeable or “‘substitutable”—
which are, in fact, identical in all relevant respects. And the
members of any class will possess a relatively low degree of
substitutability with the members of every other class. This
must be the criterion of the extent to which any scheme of

I Cf. above, Chapter VIII, p. 127.

2 This last condition, of course, must be understood functionally, not sub-
stantially (in the light of what was said in § 2); that is to say, we do not mean
that a given unit must be incapable of falling into more than one class at the
same time, but merely that in so far as it belongs to one class it is to that extent
excluded from all others.
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indeed inevitable, that we should found our theory of factor
values on the postulate that productive resources fall into
groups, or classes, each with a “perfect” market and a single
price. This, of course, will not solve the whole problem,
however accurately it corresponds with facts; for we shall
still have to explain the differences in the values of different
factor classes, and to show how, for example, a rise in rents
will affect the value of labour, or a rise in wages that of land.
But at least it will give us a starting-point. We shall have suc-
ceeded in dividing the problem into stages. And once so
divided it need not be unconquerable.

For the purposes of value theory, then, a factor class must
be a group of mutually substitutable units. This provides us
with a double criterion whereby to judge the economic fit-
ness of any scheme of factor classification which is actually
adopted or proposed. On the one hand the classes in which
it issues must each have a single price; and on the other hand
the units of different classes must be substantially different
from one another and their values must be capable of
diverging. Or in other words, each factor class must be
characterised by a high degree of internal substitutability and
a relatively low degree of external substitutability.

5. How far is the orthodox classification adequate, judged
by these tests? The answer is obvious: it is not adequate at
all. None of the four traditional classes (with the possible
exception of capital) remotely resembles a “group of mutu-
ally substitutable units”. Not merely are their members
heterogeneous in nature and divergent in value; but it is also
not uncommon for units belonging to one class to be more
readily interchangeable with units belonging to another than
with its own fellows. Alike in respect of “internal” and of
“‘external” substitutability the analysis of productive resources
into land, labour, capital, and enterprise is unsatisfactory
and misleading.

| Itis not necessary to labour these points, both because they
are sufficiently familiar to all students of economics, and also
because any discussion of them must follow closely the line of
argument already developed in connection with consumption
goods.! Thus, if it is difficult to regard “‘cigarettes” as forming
in the strict sense a commodity class, it is not less difficult to

t Chapter VIII, pp. 128-31.
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receive? And secondly, is any alternative scheme of classifica-
tion available which would be more successful in satisfying
the needs of value theory?

7. To the first question no finally adequate answer can be
given—except perhaps by a psychologist. To some extent, no
doubt, it can be explained in terms of inertia or conservatism:
the grouping of factors of production dates from the birth of
economics as a science, and its abandonment would entail a
radical reorganisation of the vast body of material which
economic theory now comprises. To some extent, also, it is
due to considerations of exposition: the concepts of labour
and land are easily grasped by the student, whereas that
of a class of perfectly substitutable units is not, and it is a
matter of obvious common sense to start with simple concepts,
modifying them progressively as the exposition proceeds.!
Moreover, it may be felt that though defective the traditional
classification provides at least as close an approximation to
the ideal as any other equally intelligible one that might be
devised. This last point we have promised to consider in due
course. Meanwhile let us merely note that if it is true, it
provides a complete justification for allowing considerations
of conservatism and expository convenience to be decisive.

In addition, however, there are at least two grounds on
which economists may feel inclined to defend the traditional
classification, altogether independent of its status in respect
of substitutability. In the first place, it seems to correspond
reasonably well with the technical facts of the case; and
secondly, it issues in aiclassification of incomes which has every
appearance of being important and illuminating. Let us
examine these two lines of defence.

(1) We saw at the beginning of this chapter that the concept
of a factor of production arises from the contemplation of the
productive process; that in the first instance it refers to the
“original elements” which make production in the technical
sense possible. This being so, it may be argued that we are
distorting and abusing it when we press it into the service
of value theory and treat a factor class as though it were
simply a particular kind of commodity class. Ought we not to

! Cf. Wicksell, Lectures, vol. i, p. 124: “ ‘Land’ and ‘labour’ are only to be taken
as ¢ypes [my italics] of two independent factors of production”. Cf. also Knight,
Risk, Uncertainty, and Profit, p. 105.
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therefore be felt in accepting the tripartite classification of
the earlier economists on its ¢echnical merits; though we are of
course still entitled to doubt whether it is not confusing and
dangerous for the purposes of value theory.

Since that time, however, two significant changes have
taken place in the general treatment of the problem. In the
first place, “capital” as a factor of production has come to be
associated, not with tools and machinery but with the function
of “waiting” or accumulating; and secondly, “‘enterprise”,
the function of initiating production and/or of bearing the
risks and uncertainties connected therewith, has acquired
the status of a fourth factor, independent of the other three,
at least in theory, and co-equal with them. And these
corrections have altered the scope and meaning of the con-
cept of a factor of production to an extent which has not
always been fully realised. For neither ‘“‘waiting’”” nor
“uncertainty-bearing’ are in any natural sense active par-
ticipants in the productive process. They are important—and
indeed indispensable—conditions of that process; for little if
any production could take place without them. But they are
not parts of it, nor elements in it.!

It may be held, however, that if our analysis of the factors
which co-operate in production is to be complete it must
include passive as well as active factors; that we have no
right to refuse to waiting or uncertainty-bearing the name
“factor of production’ merely because they happen not to be
so intimately bound up with the actual technical processes
whereby goods are made as are labour and natural resources.
And we do not need to quarrel with this contention; indeed,
the distinction between active and passive factors, between
‘‘conditions” and |*‘participating agents’” is at best one of
degree, and would hardly stand up before a rigid logical
analysis. But what happens if we adopt this wider point of
view? Everything is now to be regarded as a factor of pro-
duction the presence of which is indispensable if production
in the industrial sense is to be carried on. Capital (in the
sense of ‘“‘waiting”) and enterprise are therefore factors no
less than land and labour; for without them no production

! Pigou therefore describes them as “‘sources’” of factors of production
(Stationary States, p. 26). On this matter see further below, Chapters X1V, pp.
236-7, XV, p. 319 n.
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from the first two, in that it is so completely distinct from all
other factors of production, being, in fact, the end, or “final
cause”’, of production, and not in any sense its means.
Even this, however, is not quite correct; for we are perfectly
at liberty, if we choose, to treat expenditure on advertising
as a way of purchasing the factor-class “‘consumption’; or to
say that if with increasing sales the efficiency of the pro-
ductive process rises that represents a ‘“‘substitution’’, of this
factor class for one or more of the others.! In any case, how-
ever, there can be no doubt that on the definition at present
under consideration, consumption is no less a factor of pro-
duction than is technique or law and order. All three must be
included in any list which claims to be a complete account of
the agencies whose co-operation make the productive process
possible.

Why, then, do economists as a rule refuse to recognise these
further elements as constituting “factors of production’’? The
answer is obvious; because they are not interested in analysing
technical processes as such. The investigations into pro-
duction in the industrial sense occupy a strictly subordinate
place in the corpus of economic theory. Factors of production
are examined and classified not for their own sake but simply
and solely for the light they may throw on the problems of
value and distribution. And from this latter point of view
the three extra factors seemito be of little importance. Tech-
nical knowledge is either a “free good” (viz. when it is part
of the general heritage of the community), or else its cost
falls under those of either labour or capital (viz. when it is
the private equipment of specially trained and highly paid
workers, or when it has to be acquired by the buying up of
patents or the institution of research laboratories). So, too,
law and order is in general a free good, in the sense that any
payment which must be made for it will presumably come
out of general taxation and will not be counted as a specific
expense of production at all.2 Finally, consumers are treated

I This point of view was in effect adopted by Wicksteed in his Co-ordination of
the Laws of Distribution. As regards the treatment of advertising there is still much
divergence of opinion among economists. For our present purpose all that is
necessary is to note that it can be regarded as the cost of the factor-class “con-
sumption”. In the same way tax payments can—and perhaps should—be
regarded as the cost of the factor-class “law and order” (see next note).

2 This is only true on the assumption that the entrepreneur will not be able
to vary the amount of “law and order’’, or security, by variations in the taxes he
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which they yield, they ought to be called factors of distribution,
rather than of production.! But this is merely a question of
terminology. Provided it is clearly realised that we are not
analysing the productive process and that our results have no
place in the theory of production, it does not in the least
matter what name we apply to the classes we distinguish.
But there are at least three dangers against which we must
be on our guard, if we decide to retain the orthodox factor
classes for their distributional relevance.

In the first place, the factor classification is now being
defended because it issues in a useful classification of incomes.
And we cannot therefore justify the latter on the ground that
it follows from the former. If it is true that the analysis of
incomes into rent, wages, interest, and profit contributes to
an understanding of the economic world in which we live,
then that is something which must be capable of being
established on its own merits. We must be able to shew, for
example, that it corresponds broadly with the main economic
classes into which society is divided—that it has a social or
political reality of its own which entitles it to be treated as a
“significant generalisation” for economic purposes. Or we
must be satisfied that, for example, the receivers of “wages”
have economic interests in common, distinct from, and per-
haps in conflict with, the economic interests of those who
recetve ‘“‘rent” or “profit”’. How far a convincing case can in
fact be made out along these lines for the conventional
classification of incomes is a question which need not be dis-
cussed here. The point is simply that its economic importance
must not be taken as self-evident, or as flowing directly from
the accepted classification of factors of production.2

T Plgou describes them as “factors of production of income” (Stationary States,

. 23).
P 2 ?i)n Ricardo’s day the then current tripartite division of incomes—into rent,
wages, and profit—seems to have corresponded closely with a genuine cleavage
of economic interests as between landowners, labourers, and manufacturers.
At the present time the situation is by no means so clear. For some purposes
(e.g. in particular, the issue of capitalism versus socialism) the division seems to
fall between small labour incomes on the one hand, and large labour incomes plus
all non-labour incomes on the other. For the most part, however, conflicts of
interest tend to cut across the accepted income groups, running as they do in
terms of sheltered versus unsheltered trades, fixed incomes versus variable
incomes, skilled work versus unskilled work, town dwellers versus country
dwellers, and so on.

In any case it should be noted that the most important cleavages among
income receivers will almost certainly change from decade to decade, and that
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of factors of production, judged by this latter test—short-
comings of which, as we also know, economists are in general
fully aware. And yet it is common to talk of a “rate” of
interest, of wages, and even (as we have just noted) of profit
—concepts which can only have validity if labour, capital,
and enterprise represent homogeneous groups, all the units
in which have the same market value. For purposes of ele-
mentary exposition these concepts may have some usefulness;
they may even be capable of playing some part in the service
of abstract analysis.! But if the argument of the last few pages
is substantially correct, they are not entitled to any significant
place in the completed structure of economic theory.2

8.  This brings us to the second of the two questions which
were raised on pp. 205-6. We have seen the inadequacies and
limitations of the orthodox analysis of factors of production:
can we put anything better in its place? If we cannot, then
either the traditional classes will have to do, or else we must
abandon the concept of a factor class altogether and talk
simply in terms of factor units or “productive resources”, at
any rate when we are trying to arrive at a precise solution of
the problem of value.

Now there are two main reasons why it is difficult, if not
impossible to formulate a satisfactory series of factor classes.
First of all, such a series would be very long indeed; for the
argument has shewn us that judged by the test of substitut-
ability the number of factor classes which play their part in the
making of consumption goods is far larger than at first sight
1t appeared; in that of the four traditional groups two at any
rate—land and labour—contain a huge variety of “non-

I In particular, it is often quite legitimate to talk of “a” rate of interest—
since capital comes much more nearly to satisfying the test of substitutability
than any of the other three factor groups.

2 This paragraph raises issues to which we cannot do justice within the limits
of the present work. It is my belief, indeed, that to postulate a “‘general rate of
wages” is both unnecessary and misleading, even in elementary expositions of
the problems of distribution. It is unnecessary, because preciscly the same
principles determine the value of any one type of labour as of any other—pro-
vided always that the “‘types’ in question constitute, or approximate to, true
commodity classes. And it is misleading because it suggests that the incomes of
(for example) professional or executive workers are fixed in two stages—first by
the influences determining the wages paid to unskilled manual workers (the
““general” rate of wages) and then by special factors associated with the differ-
ences between the two types of work. Moreover, while there may be a tendency
towards uniformity of incomes among unskilled manual workers, it is so far
from being realised, at any rate in post-war Britain, as to make it very doubtful
whether postulating its full realisation is a really useful expositional device.
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developed in connection with commodities in general. We
saw that substitutability as between one commodity unit and
another is a matter of degree; that we cannot hope to divide
up the immense variety of valuable goods into a series of
watertight compartments, and that if we wish to talk of
commodity classes we must do so in the full consciousness that
our classification is provisional and variable. This conclusion
applies even more forcibly to factors of production than to
consumption goods. The possibilities of confusion here are
greater, and their consequences more serious, because of the
tendency to think of factor classes not merely as commodity
classes of a particular kind, but also and at the same time as
throwing light upon the technical processes of production and
the analysis of incomes. But-these confusions are avoidable;
and if we can keep clear of them no harm nced come from
the concept of a factor of production.?

10. We are now almost at the end of this somewhat in-
volved discussion. We have seen that the elements contri-
buting to production may be arranged in classes on any one
of three main principles. If we are interested in studying
their value as commodities we shall try to distinguish classes
according to the test of substitutability; if our concern is with
the productive process as such we shall classify factor units in
terms of the kind of function which they fulfil in that process,
contrasting them in respect of their physical properties and
powers; if, finally, our object is to throw light on the problems
connected with the distribution of wealth, then we shall make
them correspond with the main types of income which flow
to producers. We have found, furthermore, that the accepted

I The fact that substitutability is a matter of degree has in recent years come
to play an important part in economic analysis. In particular it has given birth
to the concept of “elasticity of substitution’’—the proportional relationship
between a change in the value of one commodity or factor and the consequential
change in the amount of some other commodity or factor demanded. This
concept is not merely useful in the theory of imperfect or monopolistic competi-
tion with regard to consumption goods; it also opens the way to the application
of that theory to factors of production themselves. And it is conceivable that
ultimately we may be able to abandon the hypothesis of perfect competition
altogether, except as an interesting limiting case (viz. of infinite substitution
elasticity) and possibly as a suitable illustration for the initiation of students.
By the time we have reached that stage, however—if we ever do—most of the
material in this book will be hopelessly out of date. On elasticity of substitution,
see (for example) Hicks, Wages, pp. 117 ff., 242 fI.; ‘“‘Notes on Elasticity of
Substitution’ in the Review of Economic Studies, vol. i, Nos. 1 and 2. We return
to this matter in Chapter XVII below, pp. 358-9.
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investigation—i.e. by “labour” of a high degree ofiskill. So,
too, the industrial entrepreneur—the manufacturer or busi-
ness man—can rarely hope to make his business profitable
except at the expense of considerable personal exertions.
These points, however, need not concern us here.! For the
time being let us take it for granted that in economics a
labourer is a person who contributes his personal energies
and time to the production of useful things, no matter what
specific form this contribution may take.

Secondly, “labour” and “labourer’” are apt to be under-
stood functionally rather than substantially in economic
analysis. In ordinary language it is rare for the words to have
any other than a substantial reference. ‘“‘Labourers”, that is
to say, are particular individuals; they form a fairly clearly
defined social and economic group in the community; and
anybody who belongs to that group is by definition excluded
from all other groups—as a labourer he cannot be a landlord
or a capitalist or an entrepreneur. Correspondingly, “‘labour®
would generally be thought of as standing simply for the
activities of “labourers”, so understood. For economic pur-
poses, on the contrary, the fundamental concept is the factor-
class labour; and ‘“labourers’ denotes people in their capacity
as contributing this factor class to production. From this
point of view the same individual may be a capitalist or land-
lord as well as a labourer—if, namely, the part he plays
in the productive process includes the supplying of “capital”
or “land” as well as of his personal energies.?

2.  The concept of land is more troublesome. Like labour it
is a “factor of production”. But as we saw in the last chapter
this term is by no means unambiguous; and the interpretation
of “land” as a particular factor class is liable to vary accord-
ing to the precise point of view from which factors of pro-

I See Chapters XV, p. 320, XVII, pp. 363-4, Supplementary Note 23, p. 304.

2 See on this (for example) Mill, Principles, Book 11, chap. xv, § 5. Mill’s dis-
cussion of the case in which a person works upon his own land with his own
tools aroused great indignation in Marx (Capital, vol. i, chap. xiv fin. (pp. 561-2).
But the latter’s strictures are ill-founded; for all that Mill wished to shew was
that labour would still differ from capital and land, even when the same individual
was at once labourer, capitalist, and landlord. For Marx’s purposes this point
was no doubt unimportant; but it is nevertheless true, and may be of great
interest for pure value theory.

For another sense in which “labour’> may have to be understood functionally,
see Chapter XII above, p. 1g99.
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term other forms of natural resources if and when they too
have exchange value; for instance such parts of the sea as are
controlled by a country or local community, which levies
a toll for their use.

(3) Secondly, however, not all the territory and mineral
wealth of the earth has a value. Many tracts of land are for
various reasons not worth cultivating; many seams of coal or
ore are too poor or too inaccessible to be worth working. Such
resources as these are not strictly speaking commodities, and
it might seem that they should be excluded from “land” as a
factor of production. Ifi we adopt this view we shall then
define the word functionally as covering natural resources in
so far as they are both useful and scarce. Such a definition,
however, though in principle unexceptionable, is likely under
certain circumstances to be seriously misleading. As economic
conditions change the dividing line between resources which
are and resources which are not worth using may shift in one
direction or the other. Hitherto uncultivated territory may be
brought within the productive process, formerly profitable
mines may have to be shut down, and so on. And if we are
interested in the problems of economic development and
change we cannot afford to ignore the existence of natural
resources which though valueless at the present moment may
yet have played a part in production during past years or
may come to do so in the future. We must, in fact, take into
account potential as well as actual sources of wealth. And so we
arrive at a still further definition of land as a factor of pro-
duction. It now represents those natural resources which are
useful and scarce, actually or potentially.*

3.  Most economists would probably prefer this last inter-
pretation of the concept to any of the others we have noted
so far. It has the advantage of combining /usefulness for
economic analysis with some degree of approximation to the
usages of ordinary speech. For clearly by far the most part
of the resources to which it refers consist of “land” in the
everyday sense of the word; and on the other hand little
or no land in the everyday sense is so obviously barren or
inaccessible as to have no potentialities ofi utility in the eco-
nomic sense. To a large extent, then, the word seems to
denote the same set of things whether we use it as economists

! See also on this point Chapter XII above, pp. 199-200.
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the product of past labour and capital. It is in fact not an
original productive element at all, but a form of ‘‘inter-
mediate good”; not a prerequisite of production so much as
a stage in the productive process.

4. This being so, we have to choose between two alternative
ways of interpreting land as a factor of production.

(1) We may accept and embrace the conclusions of the
foregoing argument. Fields in their present form, we may
admit, are no more ‘‘land” than are machines. But both contain
land; for both are the result of applying capital and labour
to ‘“‘given natural resources”. And it is these “‘given natural
resources” which constitute the factor of production, land.
They comprise the surface of the earth, with its covering of
trees and shrubs and the mineral deposits below it, as all these
things were before men started to alter and adapt them.

This is approximately the conception of land which found
favour with the classical economists and their followers. It is
well known that Ricardo defined rent as the payment for
the “original and indestructible powers of the soil”’; and both
he and the writers of his school were accustomed to lay great
stress on the distinction between pure rent, representing pay-
ments for land as such, and the interest chargeable on such
capital as had been invested therein. In more recent times,
however, the usefulness of this distinction has come to be
questioned. If we are to be consistent we must include as part
of the capital invested in a given piece of land all the work
which has been done upon it since the prehistoric days when
first men started to cultivate it. And not merely is it quite
impossible for us to know in detail what that work has been
or how great @ part of the land’s present value is due to it;
but as economists we should not be in the least interested in
such knowledge could we obtain it. For the value of the land
and the income which its owner derives from it depend upon
what it is like now; upon the willingness of people to pay for
its use or acquisition, on its ability to serve different pro-
ductive ends, on the sacrifices involved in allowing it to be
used by farmers or manufacturers, and on the availability of
other pieces of land which may be substituted for it. And
none of these factors are on the face of it affected by how it

T On the distinction between original productive elements and intermediate
goods see Chapter XI, p. 194-5; below, p. 230.
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Whether such a concept is of any great use for an under-
standing of economic theory need not concern us here. It
evidently relates rather to the production of things than to
the production of utilities, and is therefore technical rather
than strictly economic in scope. But it is at least clear and
unambiguous and there can be no logical objection to its
employment by any economist who finds it helpful—provided
always that he does not suppose it to be in some way peculi-
arly associated with agricultural and territorial resources as
compared with other forms of material wealth.

(2) The alternative is to reinterpret the phrase “gift of
Nature”. Suppose we admit that most if not all of the material
resources at our disposal are themselves the product of past
labour and capital as well as of “land” in the narrower sense;
it may nevertheless be true to say that for us they are “given”.
They are what we start with when we decide to initiate any
productive activity. And precisely because we cannot ascer-
tain the extent to which they were themselves produced by
former generations we shall tend to think of them as con-
stituting “‘free gifts of Nature” so far as we are concerned.
They represent the heritage of equipment with which past
generations have provided us, and we must take them as they
are, with their existing rproperties and potentialities. More-
over, it is natural to regard these “‘given natural resources”
as forming one distinct group of productive elements; they
represent, in fact, a “factor of production”—the factor known
ordinarily, after its leading constituent part, as “‘land”.

This second interpretation of land escapes the suspicion of
futility and irrelevance which clings to the first. Land is now
concrete, not abstract; it denotes a group of “‘things”, whereas
in the view just considered it referred merely to elements in
things or aspects of them. And while we cannot assert that it
is in the ideal sense a “‘factor class”—for the commodities
comprising it are enormously different from one another both
physically and in their abilities to satisfy men’s desires—yet

I We might of course argue that in some sense the “land’ element is more
important, compared with the other prerequisites of production, in agriculture
than in industry. But it is difficult to see how such a comparison could be
quantitatively verified. The only obvious test would be if it could be shewn that
rent payments bulked larger in the expenses of a farmer than in those of a
representative manufacturer. And this will not do; for as we know rent is in fact

paid for land as it is, with all the capital and labour that have been invested in it
throughout the ages.
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enunciated by Jevons) that in economics the past is for ever
past—a principle of inestimable importance for the whole
structure of value theory. Nevertheless, it is difficult, if not
impossible for economists to ignore altogether the past pro-
cesses whereby existing material wealth has been made or
produced. For in the first place, provided they are sufficiently
recent to be within the memory of living consumers and pro-
ducers they may still retain some power of affecting the atti-
tude of these people to their products.! And secondly, the
process of production is something which continues from the
past into the present and future, advancing without a break, or
turning back and repeating itself; so that a discussion of how
existing wealth has come into being may be an essential step
towards the understanding of how new wealth may be pro-
duced in the future. For these and other reasons economists
have never finterpreted the principle that the past is for ever
past as precluding them from taking an interest in the origin
and causes of the commodities whose value they are concerned
to explain. On the other hand, they have not felt it necessary,
at any rate in their capacity as exponents of value theory, to
trace the productive process from its first beginnings—indeed
such a study, as we have seen, belongs to ancient history, not
to economics. All that has been done is to take into account
the recent past—to regard as being relevant for the study of
present values only such time, perhaps, as has fallen within
the lifetime of their own generation. Within this somewhat
vague period production has proceeded in all sorts of ways;
commodities have been made and consumed, new equipment
has been constructed, previously existing equipment has been
improved and repaired. And since these changes have been
recent it is not unnatural to regard them as being worthy of
special treatment. Hence there arises the tendency to separate
off, at least provisionally, that part of the total material
resources now available which came into existence during

I Thus, a landlord will certainly tend to distinguish in his mind between his
property as it was when it came into his possession and any improvements in it
for which he has himself been responsible. The former he will regard as “land”,
the latter as capital invested or “‘sunk’ in it. And the price at which he will be
willing to sell or lease it may be decisively affected—whether rationally or
irrationally—by the desire to get a fair return on his capital expenditure (cf.
Chapter IV above, p. 68 n. sub fin.). Once the property passes into other hands,
however, the distinction will lose its importance—at best a matter of psychology
rather than of economics—and in due course it will be forgotten.
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resources which we shall treat as “given”; and in the limit
it will come to stand for all the material equipment which
is available at the present moment. In this latter sense it is
hardly distinguishable (as we shall see) from “capital” in one
of the main senses of that word. In general, however, we may
expect to find that “land” conveys some suggestion, even if
of an uncertain and shifting content, of equipment which is
of a reasonable age or antiquity. Land, in fact, represents
material resources which are given ‘to the present genera-
tion”’.

Secondly, however, the foregoing discussion raises a serious
doubt as to the validity of the distinction between original
productive elements and “‘intermediate goods” on which the
whole discussion of factors of production has so far been based.
For as we now learn, the question whether a given unit of
material equipment is to be treated as falling into the category
of land and as constituting a ‘“factor’ unit, or whether, on
the contrary, it is itself to be analysed into the productive
elements which have gone to make it, can only be given a
definite answer when we know at what point our researches
into bast production are to stop. And as we have also seen,
this ‘latter matter is not one on which definite knowledge is
possible. If we are prepared to go sufficiently far back, then
practically all our wealth—our fields and meadows no less
than our machines and semi-manufactured goods—fall into
the category of intermediate products, and land as a factor of
production becomes something of which we can have no
direct knowledge; it is either a mere abstract ‘“‘element” in
things or else it is something which belongs to the remote and
prehistoric past. On the other hand the further forward we
bring the zero line of our historical interests, the larger will
be the concrete resources which count as factor units, and
the smaller correspondingly will be the scope of intermediate
products. Everything turns, in fact, upon the period of time
with which our investigations are concerned. If, then, we
continue to contrast “‘original factors” with ‘“‘intermediate
goods”—and it is obviously convenient for many purposes
that we should—we must always remember that there is no
hard and fast line between them. Pieces of productive equip-
ment are land ¢n so far as we are not interested in the manner
whereby they came to be what they are, and are intermediate
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“Land” in economic terminology, we have discovered, may
bear any one of four meanings, all of them distinct from what
would be understood by the word in everyday language. It
may denote (1) the resources of Nature as they were before
any human agencies altered or adapted them: (2) the “natu-
ral” as opposed to the human elements in existing resources:
(3) the material resources which are available to a particular
group or generation of people and which may be regarded by
these as “given’”; and (4) resources which are not merely
given but are also in some sense inexhaustible. Of these four
senses only the third and fourth seem to be of any specifically
economic usefulness. But neither of them are clear-cut. Not
merely do they depend upon somewhat arbitrary decisions as
to what is, and what is not, to be taken as “‘given’ and as
“inexhaustible, but they shed no direct light on the prob-
lems generally associated with land in its everyday meaning.
Economists have not always treated the word with thecaution
which it demands. The connection of land with agriculture
has been a constantly recurring theme in their writings: they
have found it almost impossible to avoid thinking of the
factor of production land as composed of a particular group
of productive instruments—namely, those especially associ-
ated with the earth’s surface; and they have contrasted land
so regarded with “capital goods”—viz.: machines, buildings,
etc.—which they have thought of as representing a different
factor of production, capital. Such a view is not merely
disastrous for the understanding of the problem of “‘rent”’—
the income derived from the ownership of land: it also raises
desperate difficulties to a proper understanding of ““capital”’.
With these latter difficulties we shall be concerned in the next
chapter. For the moment we are left with the conclusion that
it might have saved much time and trouble if the word ‘‘land’
had never come to be used as the name of a factor of pro-
duction in economic theory.*

! See Supplementary Note 13, p. 386.
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other commodities; or it may be the source of a particular
kind of income. Correspondingly, capital as a factor class has
acquired at different times a technical, a commodity, and a
distributional significance.

(1) From the first point of view it has been usually thought
of in terms of equipment. The processes of production depend
not merely upon labour and Nature, but also upon the
existence of material aids to production such as machines and
tools. These are different in kind from both “labour” and
“land”’; from the former in that they are dead, not living,
and from the latter in that they are not ‘“‘given by Nature”’
but are themselves the product of past labour. In these
respects they are similar to consumption goods; but unlike
consumption goods they are useful merely because they assist
in the productive process. They are, in short, “produced
means of production”.

(2) But “produced means of production’, though they may
constitute an important element in the productive process,
are yet not a factor of production in the sense of the phrase
which is primarily relevant for economic theory. Not merely
are they multiform and heterogeneous in themselves—
including as they do instruments of production of all kinds
and in addition (as we shall find) raw materials, semi-manu-
factured goods, and even a good deal that is usually thought
of as “land”—but they are also essentially derivative. They
are, in fact, the result of past labour and land—and (we may
add) of past capital—and as such represent what we have
learnt to call “intermediate goods”, rather than original
productive elements.?-Wherein, then, does capital as a factor
class (or group of factor classes) consist?

In order to answer this question it will be necessary to
make a brief excursion into elementary capital theory. The
reason why we make tools and machines is that we hope by
their means to make production more efficient; that we

! See above, pp. 194-5. The line between capital goods and ‘““land’ depends
on what resources may, and what resources may not, be taken as “‘given”. This
distinction is not an easy one (as we saw in the last chapter, pp. 227-31), and
the fact that it cannot be made hard and fast throws doubt on the contrast
between original productive elements and intermediate goods (p. 230). But the
point is that if and in so far as a particular piece of equipment is “‘given” then
1t belongs to the factor group ““land”; while if and in so far as it is not ‘‘given”
it is not a factor unit of production at all, at any rate in the sense which is here
relevant.
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performing an important productive service, in that they
are making possible a higher degree of ‘“‘roundaboutness™ in
productive technique than he could have introduced on his
own account. And we may conclude that “waiting” repre-
sents one of the essential conditions which must be fulfilled if
efficient and “roundabout” production is to be undertaken,
and that the payment for waiting-—viz. the interest which the
entrepreneur will have to pay on his loans—is a charge which
may be worth incurring for the sake of the increased pro-
duction which these loans will initiate.!

But though ‘“‘waiting’ is a prerequisite of eflicient pro-
duction, and has therefore some claim to be regarded as a
factor of production in the technical sense, it is yet not a factor
class from the point of view of value theory.2 Nor is it itself
“capital”’—unless, of course, we feel disposed to define the
latter word in this way. In economics, as we know, a factor
of production is first and foremost a commodity, or a group of
commodities; it is something which is either supplied by the
entrepreneur himself or else is bought by him from a “pro-
ducer”.3 And it would be unnatural and misleading to
describe anyone as buying or selling a quantity of ““waiting”’.
What the entrepreneur buys from the lender is not “‘waiting™
but its result or product—the use of the resources lent. He
temporarily acquires the right to consume and control wealth
which does not belong to him. And it is in this “‘control over
resources’ that the economic factor of production consists.
It is a type of commodity in the widest sense of that term;*
it is different in kind from both land and labour; and while
it would not naturally be thought of as an element in the
technical processes of production themselves, it yet plays
an essential part in making complicated and roundabout
production possible. Moreover, it is something to which the

I The above paragraphs are not of course intended to give a complete account,
however summary, of the problems connected with “waiting’’. But they may
perhaps be sufficient to indicate its relevance for the theory of value.

Some writers prefer to use other terms instead of “waiting”’—itself due, I
believe, to Marshall—e.g. *“abstinence’, “lacking’’, ‘‘doing without”’. All these
may be taken as synonyms for it. On the other hand, “saving” and “accumula-
tion”’, which have also been employed in similar contexts, have an essentially
different connotation (see below, Chapter XVI, pp. 340-43).

2 See Chapter XIT above, p. 208.

3 “Producer’ here simply means the owner of original productive clements
(cf. above, pp. 195, 198 n.).

4 See Chapter VIII, p. 125.
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that kind of income which goes by the name of “interest”.
Each of these three senses (or groups of senses) will require
detailed examination. But before we proceed to this, it will
be well to add a few observations on the significance of the
tripartite classification as a whole.

In the first place, it is a classification not of kinds of capital
but of senses of “capital”. There is no generic concept capital
an sich of which capital equipment, capital purchasing power,
and capital claims are the constituent species. We may find,
it is true, that certain characteristics are common to all three
—for example, that they are all in one way or another forms
of wealth, or that they are capable of being contrasted in
similar ways with the correlative concepts of income and
expenditure. Indeed, the fact that they have all acquired the
name ‘‘capital” is largely to be explained by the belief of
some economists that a fairly close quantitative and causal
relationship between them can be shewn to exist. But though
considerations of this kind are relevant if our task is merely
to estimate the danger of being led into error by using the
same term for all three concepts, they do not in the least shew
that the concepts are co-ordinate with one another in the
sense in which, for example, skilled labour and unskilled
labour, or arable land and pasture land, are co-ordinate as
types of labour and land. We are concerned here, not with an
entity which may take various forms, but with a word which
may bear various meanings.

Nevertheless it is worth while emphasising that the relation
between the three things denoted by ‘“‘capital”’ may, under
certain circumstances, be very close indeed. I “‘save” some
of my income; that is to say, I postpone a part of the con-
sumption I might have enjoyed at once, and so accumulate
a quantity of capital purchasing power. This I use to buy
the bonds of a newly started manufacturing concern; in other
words, I transfer it to the control of an entrepreneur, re-
ceiving in return claims upon the.enterprise for interest pay-

{ ments, and possibly also the right to the restoration of my
capital purchasing power after a certain period of time. The
entrepreneur then proceeds to invest the purchasing power
in machines or factory buildings; i.e. he converts it into
capital equipment. Here we have an original decision to
“wait” giving rise to capital in all three senses— first, to






240 ECONOMIC THOUGHT AND LANGUAGE

those with capital purchasing power at their disposal will
supply it to entrepreneurs in exchange for capital claims On
the contrary, they are in principle just as likely to invest it in
real property, or even in long-lived consumption goods, such
as a dwelling-house or furniture and pictures. And secondly,
the borrower may not wish to use such purchasing power as
he is able to acquire for buying or constructing new equip-
ment. He may not be an entrepreneur at all, but merely a
private person who wishes to live temporarily above his
income. And even entrepreneurs and manufacturers may
borrow, not in order to add to their machinery or plant but
for all sorts of other purposes—for buying up a new patent,
for conducting an advertising campaign, for financing the
organisation of a monopoly, for bribing government officials
so as to secure the benefits of a tariff, for building up an
adequate bank balance, and so on. Thus the using of capital
purchasing power does not always give rise to capital claims
(at any rate as ordinarily understood), and even when it does
it need not bring about the construction of an equivalent
amount of capital equipment. It is, in fact, a complete
delusion to suppose that there can ever be any close quantita-
tive correspondence between them.
3. These considerations have, of course, for long been the
common property of students of economic theory. And in the
light of them many economists have been careful to insist
upon at least one or other of the distinctions indicated above.
Thus, Professor Cannan has urged the importance of using
language which will differentiate between accumulated
material equipment (or what he calls the “heritage of im-
provement’’) on the one hand, and claims to future income
(in the form of bonds, stocks, IOU’s etc.) on the other.!
Again, Professor Cassel distinguishes between “capital” (in
the sense of the value of capital goods) and “‘capital dis-
posal”; or the purchasing power which is available for new
investment,? and Professor J. B. Clark between ‘“‘capital”,
which is a permanent stock or “fund” of productive wealth,
and the concrete “capital goods’’ in which it is embodied.? But

I Review, chap. vi; “Capital and the Heritage of Improvement”, etc.

2 Social Economy, pp- 28 f., 51 fI., 197 ff.; cf. Menger, who speaks of ‘“‘capital-
using”’ (Capitalnutzung)—see his Grundsatze, pp. 132-3, etc.

3 Essentials, chap. ii, especially pp. 28 f. Professor Irving Fisher goes further
and admits four senses of the word: (a) ‘‘wealth capital”, the community’s
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understanding of its content will be of great assistance for
the examination of the other two.

We have already reached a provisional idea of how capital

as an element in the processes of production is distinguished
from land and labour. On the one hand it is itself produced;
it embodies the results of past labour and land-—and, we
may add, of past capital. On the other hand it is material,
not human: dead, not living. How far does this information
carry us?
5. In the first place, we saw in the last chapter that if by
“land” we are to mean what is “‘given by Nature” in any
ultimate sense of that phrase, then a very large part of our
existing territorial resources is not “land” at all. A field which
has been drained, cleared, and manured is in its present form
as much the product of past labour as is a machine or factory
building. We can, of course, as we already know, still identify
a “land” element in territorial resources, in that they all have
a “given’’ physical basis. But in that too they are in the same
position as machines and tools, whose existence depends no
less than theirs upon materials provided by Nature. It follows
that we can only exclude them from the scope of capital if we
are prepared to define the latter, not as “‘produced means of
production”, but as “portable” or “non-territorial produced
means of production”—a modification of the concept which
does not seem to be of any value for economic theory, however
significant it may be for the purposes of the Law,! and even of
social policy.

Secondly, what precisely do we mean by ‘“means of pro-
duction”? We have so far discussed capital equipment in
terms of such things as machines and factory buildings (to
which have now been added land and other natural re-
sources, except in so far as they have been wholly untouched
by man). But obviously an important part of the resources of
any manufacturing establishment is its stock of raw materials
awaiting, or in process of, manufacture. How can we refuse
these the title of capital equipment? They are indispensable
elements in the productive process, they are themselves “pro-
duced” in the sense of being the result of past labour on
natural resources, and they are useful not in their own right
but merely as a means for the making of consumption goods.

! Cf. Supplementary Note 12, on pp. 385-6, sub fin.
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functions in detail, are at any rate material. But have we any
right to make this assumption? What, for example, of technical
knowledge? Not merely is this an essential element in the
productive process (as we have already had occasion to point
out?) and as such a “‘means of production” in the wide sense;
but it is also itself “produced”. Knowledge is not given freely
by Nature. It has to be won by observation and experiment,
its acquisition requires time, labour, and the using up of
material resources. In advanced communities enormous im-
portance is likely to be attached by entrepreneurs to technical
progress—to the invention of methods and processes which
will improve the efficiency of production of commodities
already known or will open up the way to new forms of
wealth. And the knowledge of how to make things—of how
best to apply the available labour and machinery to the
available raw materials—is a wholly indispensable part of
the community’s productive equipment.? ‘Unless, then, we
are prepared once more to alter our definition and say that
capital equipment means ‘‘material produced means of pro-
duction”—an emendation which, like that designed to ex-
clude territorial resources, does not seem to have any great
merits from a purely economic point of view—we must admit
the knowledge of technique as forming a part of ““capital’ 1

the sense here under discussion.3 Nor is this all. If knowledge
of technique is a part of capital equipment, so also, we shall
expect to find, is the skill and experience of the labourer who
has to fashion useful commodities out of the resources at his

! Chapter XII, above, p. 209.

2 It can be argued, indeed, that technical knowledge is as a matter of fact
relatively less important in advanced communities than it is among primitive
peoples whose material possessions are few and who rely for their survival
primarily upon their inherited knowledge of how to make use of the natural
resources with which Nature has provided them. See on this Veblen, “Capital”,
pp 324 ff., especially p. 330.

Probably the main reason why economists have as a rule excluded technical
knowledge from the domain of capital is to be found in the fact that it tends to
be the heritage of the community as a whole, instead of passing into the hands
of private owners who can derive a revenue from its possession. In an age of
specialised knowledge, patent rights, and secret processes this is not so plausible
a ground for exclusion as might at first sight appear. And even in primitive
commumtlcs it 1s common for technical knowledge to reside in the minds of a
few “‘wise men”, who owe much of their social position, and indeed of their
income, to its possession. But in any case the question of whether or not a thing
can be appropriated, and made to yield a revenue, has nothing to do with
whether or not it is a form of equipment. We must not allow our conception of
what constitutes capital in the technical sense to be twisted by considerations
which properly belong to the analysis of capital claims.
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commodities which are not means of production; (3) com-
modities which are both produced and means of production.*
6. But is even this classification satisfactory? How far can
we maintain the ultimate validity of the distinctions between
capital on the one hand and these two classes of non-capital
goods on the other?

So far as the contrast between capital and “original pro-
ductive elements’ is concerned little need be said. We saw in
the last chapter fthat if land is thought of as the free gifts of
Nature—as material resources in so far as they have never
been touched by man—then it is a concept which is of
no great importance for the purposes of economic analysis.?
And if we once agree to include all intermediate products
within capital equipment, there seems little point in refusing
to include the negligible category of “pure land” as well;
though it must be remarked that this addition prevents us
now from defining capital as produced means of production.
The position as regards labour is slightly more complicated.
But here, too, there is little room for controversy. For it
would be generally agreed that though we are no doubt
entitled to say that a nation’s labour power is part of its capital
equipment—and language of this kind does not sound at all
absurd when, for example, we are considering the possibility
of international rivalry or war—yet the efforts and energies
of living men are so different from resources of all other kinds
that only a pedant would insist on their being described as a
form of capital.?

! In strictness, as we can now see, there should be a fourth category, con-
sisting of commodities which are neither produced nor means of production—viz.
pure land which is enjoyed for its own sake, time spent in idleness, energies
devoted to leisure pursuits. But “‘commodities’ of this class lie right outside the
field of production, even in the economic sense of that word. (Cf. Chapter XI,
above, pp. 180-81).

2 Pp. 224-5 above.

3 Notice, however, that the exclusion of labour power from the domain of
capital equipment—as also its exclusion from that of wealth (see Chapter 11, pp.
23, 26)—1s simply a concession to non-economic ways of thought; a concession,
moreover, which under circumstances we must be prepared to withdraw. We
may disapprove of the entrepreneur who thinks of his employees as merely means
of production, or of the general who regards soldiers as merely cannon-fodder.
Nevertheless, labourers are instruments in the productive process, and armies
are instruments of war; and they are properly regarded as such by the entre-
preneur qua entrepreneur, and by the general qua general, even though both
these individuals as men ought to have a wider vision than this implies.(Cf. on
this Chapter VIII, p. 125 n. The relevance of this point for the problems of
incomes and distribution is examined in Chapters XVI and XVII below, pp.

337-8, 344-9 et seq.)
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For a consumption good is a good which is consumed for its
own sake, and for the direct utility which it yields. And in so
far as anyone buys books or golf clubs because of the immedi-
ate enjoyment which these things afford him—in so far, that
is to say, as he would not be deflected from their ‘purchase
even if he knew that they would add nothing to his efficiency
as a worker—then these commodities are quite clearly con-
sumption goods. But the point is that they may also and at
the same time be means of production. And to the extent
L that they fall into the latter. category they are as much a form
of capital equipment as any machine or field or industrial
raw material.’

A second line of argument is as follows. Suppose I buy
and furnish a house; and suppose also—what is, of course,
extremely unlikely—that my purchases do not in any way
affect my productive efficiency and are therefore purely con-
sumption goods. I may nevertheless tend to regard them as
part of my capital. For such commodities as these are con-
sumed over a long period of years. And in spending money
on them now, I am purchasing not an immediate utility but
the prospect of a series ofi utilities extending into the distant
future. I have, therefore, to “wait” in order to get the full
return on my expenditure. Nor is the situation altered for
the present purpose if instead of buying outright I rent the
house and hire the furniture. For in that case I am merely
getting somebody else—the owner of the house and furniture,
or a third person from whom he has borrowed—to ‘“‘wait”
for me. It is only because someone is prepared to wait that the
house is built and the furniture manufactured at all. Since,
therefore, as we know, the notion of capital is closely con-
nected with that of waiting, it is plausible to regard these
commodities as capital goods—as coming under the general
head of capital equipment.

Hence arises the concept of “‘consumers’” or “‘consump-
tion” capital. During the last fifty years it has acquired an
assured place among the tools of economic analysis. The
essential characteristic of a consumption capital good is that
while it is valued (primarily, at least) for its own sake, rather
than as means to further consumption, it is yet ‘“long-lived”,

1 See further on this below, p. 252, and also Chapter XVI, pp. 336-7,
Supplementary Note 28, p. 397.






25/C ECONOMIC THOUGHT AND LANGUAGE

Thus we are driven to conclude that capital equipment
must include all the wealth of the community, whatever
physical form it takes, and for whatever reason it is valued.

7. At first sight this result seems to make nonsense of the
whole concept. And it may be felt that since capital equip-
ment is coterminous with wealth in general it can have no
independent significance for economic analysis, and that we
can without loss refuse to use the word ¥capital’’ in the sense
now under discussion. But this would be a mistake. Though
“wealth” and “capital (equipment)’’ have the same range of
denotation, they yet do not mean the same thing. For capital
is wealth looked at from a particular point of view. It stands for
the resources of a community—its land and machines, its
consumption goods, at whatever stage of production (or con-
sumption) they may be, and the knowledge, skill, and abilities
of its labourers—as all these things are at a given moment of time.
It represents, so to speak, a cross-section of the whole flow of
production and consumption. Now if we change our stand-
point and consider a community’s wealth over a period of
time, then we shall include within our view not merely the
amount of resources available at a given moment, but also the
changes which take place in these resources as time passes.
We shall observe how new goods are created and existing
goods are used up and consumed, how instruments of pro-
duction decline in efficiency through physical deterioration
and are repaired or replaced, how technical knowledge ad-
vances and craftsmanship rises or falls—in a word, we shall
take into account the community’s income and its consump-
tion or outgo. And the concept of capital thus falls into its
place as the correlative of income and outgo. It is the fund of
wealth which is available at a given moment, as opposed to
the flow of wealth produced and consumed during a given
period.!

But important as the concept of a “fund of wealth” may be
for various purposes, it may yet be felt that to define capital
equipment in this broad and all-inclusive way involves on
the whole more loss than gain. Capital is now no longer a

! The concepts of income and outgo present certain problems of their own;
and these will be examined in Chapter XVI. On the general notion of capital
as a “‘fund” of wealth and its relation to income see in particular Fisher, Capital
and Income, especially pp. 51 fI.; Cannan, Review, p. 150.
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the ordinary economic sense of the phrase. The latter are
(capital or) production goods; they are valued merely because
they assist in the process whereby consumption goods are
brought into being.

Note the following points about this classification:

First, it is “functional” rather than substantial. We have
already seen that a great many goods which are primarily
valued for their own sake may yet make important contri-
butions to further production.! Conversely, many things
which are usually thought of as production goods may yet be
capable of yielding a direct utility to some of those who come
into contact with them—for example, a beautiful piece of
machinery, or a stretch of farming land which affords an
opportunity of exercise and enjoyment to walkers. The dis-
tinction between production and consumption commodities,
then, is not between two mutually exclusive sets of material
things, but between two elements in, or ways of looking at, the
same material things. Goods belong to the former category
in so far as they yield a direct, and to the latter category in so
far as they yield a derived utility.2

This does not mean, indeed, that the distinction has no
“substantial” importance. For we can still say that those
things are production goods the main importance of which rests
in their power of assisting in the production of other goods,
while those things are consumption goods the main importance
of which rests in the direct utilities they provide. Machinery,
then, falls into the former category because even though it
may be beautiful it would never have been constructed for
that reason alone; whereas such things as, for example, cigar-
ettes fall into the former category, because even if they happen
in some cases to contribute to the productive efficiency of
their consumers, yet it is not for that reason but because they
yield a direct enjoyment that they are in fact consumed. But
the point is that the distinction in this form is essentially one
of degree. And it may be a matter of some doubt where pre-
cisely to draw the line between the two groups.3

1 P. 247 above. .

2 Tt may be added that just as some consumption goods have a negative derived
utility (cf. above, p. 247 n.), so some production goods—e.g. a steam drill—have
a negative direct utility, being from the latter point of view consumption
discommodities.

3 Cf. above, Chapter II, p. 27, and also the similar situation with regard to
the terms “producers” and “consumers” examined in Chapter XI, pp. 190-g2. It
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before the economic production of it is completed. And it is
only when a commodity has been produced in time and place,
as well as in form, that it can be said to be a consumption
good from the strictly economic point of view. We have
therefore to distinguish between a “technical” and an “‘eco-
) nomic” way of interpreting the distinction between the two
categories, according as we mean by ‘“production” the
making of goods or the creation of utilities.!

Finally, it should perhaps be noted that some doubt may
exist as to the point at which utility ceases to be derived and
becomes direct. We should naturally think of, for example,
lettuce and vinegar as consumption goods. But if they are
never consumed by themselves, being always used as in-
gredients in a salad, then we are entitled to argue that the
salad is the 7eal consumption good, the utility of the lettuce
and vinegar being essentially derived therefrom. This point
is probably of no practical consequence, however, so far as
economic theory is concerned. And we need not quarrel with
the current convention of regarding a commodity as a con-
sumption good once it has reached the form in which it
is bought by its ultimate consumer or some member of his
household.

Production goods, then, are sometimes known as capital
goods.

(2) We may classify goods according as their consumption
does,ordoes not, require any considerable degree of “‘waiting™.
The former may be thought of as “capital” goods, the latter
being by contrast “immediately consumable’ goods.

This distinction, it will be observed, cuts across the one just
discussed. Some ‘‘consumption’ goods are in this second
sense capital goods—e.g. dwelling-houses and furniture—
whereas others are immediately consumable. So, too, some
“production’ goods—e.g. machines—are capital goods in the

I See on this Chapter XI above, especially p. 178 n. The “economic™ interpre-
tation of the contrast is more difficult than at first sight appears. In strictness
economic production must include exchange—which 1s one way of “creating
utility”—and a commodity is not a final product so long as it is in the hands of
someone other than its final consumer, even although nothing remains to be done
to it except selling it (or lending it). But there is a real convenience, as we shall
see shortly (pp. 261-3), in excluding exchange from the denotation of ‘‘pro-
duction”. And if we adopt this standpoint, then commodities are “consump-
tion goods’ so soon as production in form, place, and time are completed,

whether or not they are yet in the possession of the person who is to consume
them.
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will always be some margin of doubt as to whether some
particular commodity class is to fall into the one category or
theother. With this qualification in mind we may safely define
a durable good asone the consumption of which is capable of
involving an appreciable degree of “waiting”.

(b) Secondly, however, we may be interested not in the
passage of time as such, but in the relationship between
actual utilisation and complete consumption. Some goods
lose all utility after being used once; whereas others are
capable of being used indefinitely often. The former may be
called “single-use” goods. They are characterised by the fact
that using them is equivalent to using them up. The most
obvious illustration of this type of commodity is food; since
nothing can be eaten more than once, and food whichis once
used is (at any rate in the economic sense) completely con-
sumed. So, too, coal is a single-use commodity: once it has
been burned it cannot be burned again. Contrast with these
the case of] for example, furniture. A chair is as a rule used a
large number of times before it has to be thrown away: eating
a meal from a table does not incapacitate the table from being
employed for the same purpose in the future. Furniture then
provides an example of “multiple-use’” commodities—com-
modities which are not wholly consumed as soon as they are
used.

Two things are to be observed about this second form of
the distinction.

First, it is in principle much less provisional than the other
classifications with which we have so far been concerned. For
there is a clear and absolute line of demarcation between
being usable once and being usable more than once. For most
purposes, however, it 1s convenient to include in the category
of single-use commodities things which though capable of
more than one use yet tend to be fully consumed in a relatively
small number of acts of utilisation.! And from this broader
standpoint the distinction becomes once more one of degree,
leaving room for doubt in the case of particular commodity

types.

T Thus, safety-razor blades and gramophone needles can in fact be used more
than once, but would certainly tend to be classed with food and fuel rather
than with chairs and tables. So, too, as regards goods which, though techni-
cally capable of a large number of uses, are yet so easily destructible as to be
likely to be in fact used up rapidly—e.g. kitchen china.
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use goods, and short-lived single-use goods. We have already
sufficiently indicated the type of consumption commodities
which fall into each class. Let us now observe that all four of
them are to be found also among production goods. Machines
are as a rule long-lived multiple-use goods. Not merely are
they capable of surviving through time, but during their
period of life they may be used an indefinitely large num-
ber of times. Many raw materials, and industrial fuels, on
the contrary, are no less durable than machines; but in
general they are used up when they are used; that is to say,
they are long-lived single-use goods. Examples of short-lived
multiple-use goods are not so easy to find in industry proper,
though there is no reason to doubt that they exist in one form
or another; thus one can well imagine a tool which is highly
perishable on physical grounds, but which within its short
period of life is capable of a very large number of uses.!
Finally, such raw materials and fuels as are subject to de-
terioration or are liable to become out of date may be taken
as representative of the short-lived single-use category. The
important thing here, as also in the case of consumption
goods, is not to discuss in detail the contents of the four
classes demarcated—much less to estimate their relative size
and importance—but to identify and demarcate the principles
of classification on which they are based. For some purposes
the contrast in terms of durability is the important one; for
others—and in particular for the discussion of the pheno-
menon of “‘overhead costs”—what matters is not so much how
long a means of production will survive as whether or not its
utilisation will bring about or hasten its destruction as a
commodity. And as we shall see shortly, some part of the
difficulties which have sprung up round the concept of
‘“circulating” capital are due to the failure to notice with
sufficient care the difference between classifying commodities
'in terms of their ability to survive through time and classi-
fying them in terms of the number of uses of which they are
capable.

(¢) Not merely, however, is the distinction between long-
lived and short-lived goods sometimes confused with that
between single-use and multiple-use goods; but they are both

! On the “business” side they are reasonably prominent; e.g. topical advertise-
ment posters.
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' Tt is perhaps hardly necessary to add that all of the classifi-

cations here under consideration, like that in terms of pro-
duction and consumption goods, may cut across particular
commodity classes. Many things are long-lived or short-lived
according to the purposes for which they are used and the
treatment which they receive; things may be capable of
multiple utilisation in one type of employment and only of
single utilisation in another; some productive processes may
destroy things which would have survived (whether in their
own right or as the material basis of a product) in others.
Thus the classifications are to be understood functionally,
not substantially. They relate not to things or classes of things
as such, but to the uses to which they may be put in the course
of production and consumption.

Finally let us note that for the understanding of the concept
of capital it is only the first of these three classifications which
is of immediate significance. There seems to be no reason for
regarding a single-use good as being any less a capital good
than a multiple-use good, nor a physically destroyed good
than one which survives after full utilisation. But long-lived
goods have a right to be regarded as capital goods in contrast
with short-lived goods, in that, as we have seen, they are by
definition capable, as short-lived goods are not, of involving
some degree of ‘‘waiting” before they are fully consumed.
From this point of view any durable good is a capital good,
whether it is a multiple-use good or a single-use good which
is being stored for future consumption.?

(3) We may, however, envisage the contrast between

the commodity, or between either of these and the natural resources which are
used as instruments of production and therefore survive, as things, in their own
right; except, indeed, in so far as the first and third of these groups when they
have been fully utilised may come to represent waste products (ashes, scrap iron,
etc.) with either a negative utility or else with the possibility of being recon-
structed into something else. (And even this contrast 1s from the economic point
of view largely illusory; for the second group of natural resources may also come
to be a “waste product” in a sense—viz. when the consumption good into which
it has been made has itself outrun its usefulness as a commodity.)

! If a single-use good is in fact consumed immediately after its production is
complete it is of course not a capital good—except in the wide sense in which all
resources are capital goods at any given moment during which they exist; but
then it is also not a long-lived good under these conditions. But if it is capable
of surviving through time, then 1t is at least potentially a long-lived—and therefore
a capital-—good. The fact that single-use goods are sometimes in fact short-lived
which could have been long-lived must not lead us to identify the two classifica-
tions, or to suppose that all multiple-use goods are, and all single-use goods are
not, to be accounted forms of *‘capital’’ in the sense here under discussion.
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from that of personal-use goods. But in scope and content the
two are fundamentally different. The earlier classification
can be applied wherever things are (in the economic sense)
produced; wherever, that is to say, people do things to the
resources at their disposal so as to make them more useful
than they are in their natural form. The one with which we
are now concerned, on the contrary, is only valid in com-
munities in which goods are privately owned and may be
exchanged: it is not relevant either to a Robinson Crusoe or to
economies of a socialist or communist type, in which the in-
dividual, whether or not he is left free to buy goods for him-
self; is not in a position to sell, at any rate on his own account.!
Furthermore, even when the two distinctions are both
present—as, of course, they are in all modern capitalist eco-
nomies—they overlap and cut across one another. The things
which I sell, and which for me constitute exchange-use goods,
may be either production goods (e.g. if I am a machine
manufacturer) or consumption goods (e.g. if I am an artist
or a flower grower). Conversely the plane or the saw of a car-
penterlis a production good whose utility is yet “personal” to
its owner—in that he values it for what he can do with it
himself, and not for its purchasing power over other things.2

! Notice, however, that the distinction does not necessarily imply the existence
of money; though we shall naturally expect it to be particularly prominent in any
community in which money is in regular use and has brought with it a sub-
stantial degree of economic specialisation and division of labour. In such com-
munities the immediate significance of an exchange-use good is to be found in
its ability to be sold for money.

It may perhaps be added that if we interpret the production-consumption-
good contrast “‘technically”, rather than in its economic reference, cases are to
be found in which it is not present, while the personal-exchange-use contrast is
present—e.g. the community sometimes imagined by economic theorists in
which goods are provided by Nature in a consumable form, and in which people
gather them and exchange them among each other (cf. chapter X, above, p. 169
etc.). For the sense in which the words “socialist’” and ‘“‘communist” are used
here, see Chapter IT, p. 42.

2 [t is necessary to insist upon this last point. One is tempted to think of a
workman’s tools as being “‘indirectly’’ useful in both possible senses of that word.
But this is a serious error. That they are production goods is obvious. And as
such they have a utility only because in the last analysis they contribute to the
making of directly useful consumption goods. Nevertheless their utility is direct
in the sense of being “‘personal’ to their owner. So far as they are concerned he
is a consumer, not a producer; he does not sell or supply them but demands
and buys them. Nor is the situation altered even if the reason for his demand for
tools is his intention of making consumption goods which he will be able to sell
and which represent for him exchange-use goods. In this case a personal-use
production good is employed in making—and is valued because it can help in
making—an exchange-use consumption good. It may be felt that a system of
distinctions cannot be satisfactory which yields so paradoxical a result. But para-
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rent, then it is for me a source of income; I have a claim on
the lessee of my property so long as it remains in his possession.
And according to ordinary linguistic usage my property is
now a form of capital. It is, in fact, the basis of a capital claim.

We shall be concerned to see exactly what this implies in

the next part of the present chapter. Meanwhile, let us ob-
serve that if we call a commodity a form of capital because it
yields a money revenue to its owner we are using the word in
a different sense from any that we have so far encountered.
The commodity which I hire out is not necessarily a “‘capital
good” in the sense of being a production good; it may be a
dwelling-house or an electric stove no less than a farm or a
piece of industrial building land. Again, though in the nature
of the case it is likely to be a long-lived commodity,’ yet it
is not qua long-lived commodity but gua exchange-use com-
modity that it is the source of a money income. Houses and
electric stoves are capital in the sense of goods whose con-
sumption involves ““waiting”’, even when they are owned by
their users: they are only the basis of capital c/aims in so far as
they are useful as a source of money income.
9. We have now at last completed the task of analysing
the ways in which capital equipment may be divided up and
classified. In the light of the appalling complexity which our
investigation has revealed it is not to be wondered at that
many economists, among them some of the most distinguished
in the history of the science, have fallen into confusions in
their treatment of capital goods. By this time, indeed, the
more flagrant errors of the classical writers have been eradi-
cated from the corpus of economic doctrine—largely (so far
as this country is concerned) as a result of the labours of
Jevons and Professor Cannan.? But the tendency to confusion
still remains. And its main sources emerge fairly clearly from
our discussion.

For we have distinguished three main ways in which it is
possible to distinguish “capital” from ‘‘non-capital” goods.
And we have seen also that while each of them yields two
classes, the line of demarcation between these is different in
all three cases. It follows that the superimposition of any one

I See, however, note on next page sub fin.

2 See in particular Jevons, Theory, chap. vii, Principles, especially chap. xxiv;
Cannan, T!;zeorie:, chap. iv, Review, chap. vi; and cf. also Sidgwick, Principles,
Book I, chap. v.
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exchange-use goods. Surely it is clear that these three possi-
bilities represent simply three different ways of defining a
capital good. They are not co-ordinate species of any one
genus; nor are they different aspects of a common whole.
What they represent is simply a variety of essentially unrelated
ways in which the term “‘capital good’’ may be understood.
If we are to avoid confusion, then, we must be careful not
to say that there are three species of capital, “production”
capital, “‘consumption’ capital, and ‘“‘revenue’ capital.r We
are, of course, perfectly entitled to adopt any one of these to
the exclusion of the others. Or we may broaden out our
definition so as to include the whole of what has here been
called “‘capital equipment”. But what we must not do is to
try to make the word ‘““capital” apply at one and the same
moment to an assortment of heterogeneous commodity
groups, connected only by the fact that they are either not
immediately consumable, or not long-lived, or not personally
consumed by their owners.2
10. This, then, is one source of the trouble; economists
have been too ready to treat as a distinction between different
kinds of capital good what is really a distinction between
different senses of “‘capital good”. The other main cause of
difficulty is very similar. Of the three ways of classifying
material goods which are principally relevant for a discussion
of capital; two derive their interest from considerations which
in strictness belong to a different plane of analysis. Why is a
long-lived consumption good regarded as a “‘capital’’ good?

! This is actually stated by Nicholson in his Principles, vol. i. p. g1 (cf. also his
Elements, pp. 41 fI.). In his article, “Capital’’, on the other hand, the same
writer adopts an essentially different but equally erroneous standpoint: for he
asserts, in effect, that being a means of production, being a form of good the
consumption of which involves waiting, and being a source of revenue are
simply three ‘“‘aspects” of the same thing; this “thing” being, apparently,
capital. This sort of statement is not so much absurd as meaningless.

2 Economists have, of course, varied enormously in their definitions of a capital
good. Itis on the whole common nowadays to distinguish two categories of capital
goods: ‘“‘consumption capital goods’” = long-lived multiple-use consumption
goods; and ‘‘production capital goods” = all production goods. But Gide
(for example) explicitly excludes long-lived consumption goods, putting in their
place what he calls “lucrative’ capital—i.e. anything which brings in a revenue
to its owner. Neither of these positions yields a positive definition of a capital
good as such. And the result of this and of the general lack of unanimity on
what a capital good is to mean has tended more and more to drive those people
who shrink from Fisher’s bold solution of the problem to abandon the use of
capital as a goods concept altogether and to content themselves with thinking
of it in terms of claims and/or purchasing power.
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enormous importance both in itself and for the understanding
of the nature and problems of capital. Suppose we examine
the resources at the disposal of a man living by himself on a
desert island. They will be of various kinds, including, pre-
sumably, consumption goods and production goods, short-
lived goods and long-lived goods, single-use goods and
multiple-use goods. And for some purposes it may be of
interest to distinguish ‘“‘capital” from “‘non-capital” goods in
one or more of the waysin which we have found this legiti-
mate. But it is also possible to classify them on a quite
different principle. For we may wish to contrast those pieces
of equipment which are from the economic point of view
““specific”’ to a given purpose with those others which in one
way or another can be adapted to various ends according to
the needs and desires of the user. Of two tools in Crusoe’s
possession one may be highly specialised; it may only be
capable of fulfilling one particular function, and its useful-
ness may therefore depend exclusively upon the urgency and
frequency of his demand for that function. The other, on the
contrary, a hammer, perhaps, or a penknife, may be useful in
all sorts of different ways; it may be pressed into service for
building, for raising and tending crops, for preparing food
and so on. The former i1s then what we may call a “‘specific”
good; the latter is “general” or (perhaps better) ‘“‘non-
specific”.!

This contrast is once more a matter of degree. Some things
are almost completely specific, being utterly useless except in
one narrowly defined way, others are highly non-specific and
versatile, still others are capable of being used for a variety of
purposes but only within certain limits and at the expense of
greater or less difficulty and inconvenience. But we can still
recognise it as the basis of a broad and provisional classifica-
tion between goods which are valued because of one or two
particular functions to which they are accurately and closely
adapted and goods which are valued because of their general
potential usefulness. Or if we prefer we may express the dis-
tinction functionally and say that things are “‘specific’’ in so
Jar as they are thought of as serving one particular purpose

I I owe these terms to Professor Hayek (Prices and Production, p. 67). I have
n}?t read the work of Wieser from which Professor Hayek states thathe “adapted”
them.
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are capable of doing one kind of work only, so that the value
of their contributions to the productive process depends
entirely upon the demand for work of that particular kind.
Labour, therefore, no less than material resources, may be
either “‘specific’ or “‘non-specific”.

Again, it is clear that both specific and non-specific goods

may be either long-lived or short-lived, and capable either of
multiple or of single utilisation. None of these combinations
requires illustration. We may observe, however, that non-
specific goods which are also long-lived multiple-use goods are
in general such as can be transferred from one use to another—
like a factory building which may house a series of different
fproductive undertakings in succession: whereas if a com-
modity is either short-lived or capable of only a single use,
its being non-specific can only take the form of its being
available for any one of a number of alternative uses—like
industrial fuels, each unit of which may be used in one, but
not in more than one, of various different employments.
13. When we come to examine the connection between the
distinction now under consideration and that between per-
sonal-use and exchange-use goods an important new point
emerges. We have so far been treating the question with
exclusive reference to the processes of production and con-
sumption. And what has been said applies in principle as
much to the equipment of a Robinson Crusoe as to that
of a modern exchange economy. But we cannot confine the
question to this plane of analysis. Suppose a man, a member
of a community in which goods are regularly bought and sold
and in which the rights of private property are fully recog-
nised, to possess a tool which is highly specialised to one
narrowly restricted form of production: and suppose that, for
whatever reason, he comes to be unable or unwilling to use
it for the purposes for which alone it is fitted. So far as he
personally is concerned, then, it is completely useless. But it
may still have a substantial value in exchange. For there may
be other persons who are anxious to employ it, and who will
be willing to buy it from him, paying a price which will be
determined with reference to its utility Zo them. If so, it will
have an indirect, or reflected, use even to its present owner.
Though of no further importance to him as a personal-use
good, it will yet be a valuable exchange-use good.
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—even the most completely non-specific goods may lose
their markets and become ‘““frozen” in their present owners’
hands.!

14. We cannot investigate in detail the part played in
economic analysis by the distinctions between specific and
non-specific, and between liquid and illiquid resources. But
it will be worth while to review some at least of the main
issues into which they enter.

(1) They are of importance in the theory of Production,
because in general ‘“‘specificity” and technical efliciency go
hand in hand with one another. The more highly specialised
a tool is, the greater (as a rule) will be its ability to perform
its particular function well.z And one of the problems which
most frequently confronts the industrial entrepreneur is
whether it is better to employ an instrument which is highly
efficient in one particular way but is valueless outside its own
narrow field, or whether, on the contrary, he should prefer
to use tools which are less productive in any one direction
but are more versatile. So, too, with labour. The more skilled
an individual becomes at any one type of work the less well-
fitted is he likely to be for changing his job and taking over
tasks to which he has hitherto been unused. And a community
may well feel some doubts, in a world in which the channels
of demand are liable to fluctuate and in which new inventions
mayrender large portions of human skill and craft superfluous,
whether it might not be better to sacrifice some of the cheap-
ness which a high degree of labour specialisation brings with
it for the sake of avoiding the danger of permanent unemploy-
ment among its skilled workers.3

! On this point see further below, pp. 283-7. It will be observed that the con-
cepts of liquidity and illiquidity lose their meaning when we are concerned with
the community as a whole—except, of course, with reference to goods which it
is in a position to sell to other communities.

We may add here that a “liquid”’ commodity is in the nature of the case at
least potentially an exchange-use commodity. But liquidity is a characteristic of
many goods which are in fact valued for the uses to which their owners can put
them personally. And the question of liquidity will be of great importance in
the case of such things as are valued for ot/ personal and exchange reasons. Or
putting the same point the other way round, the more illiguid a thing is as a
form of wealth (other than in times of temporary market dislocation) the less
chance is there of its being valued except for its purely “personal’ use.

2 This is, of course, a commonplace of economic theory, going back at least
as far as Book I, chap. i, of the Wealth of Nations.

3 To some extent, indeed, education and the right use of leisure may reduce

the conflict between specialisation and adaptability; just as (on the material
side) an advance in technical knowledge may make it possible to produce
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income derived from possessions which are thought of as, if
not non-specific, at any rate liguid.!

{ (4) In the theory of Exchange the second distinction is of
importance because in any money economy money itselfis the
outstanding example of liquid resources. We have already had
occasion to see in some detail the significance of liquidity for
the understanding of money, and the subject will occupy us
further when we come to deal with the meaning of “capital
purchasing power’’. Here all that need be said is that just as
the medium of exchange is par excellence the exchange-use good,
so it is the one commodity the utility of which depends
absolutely on its being a “liquid” form of wealth.2

(5) Finally, let us observe that the distinction between
specific and non-specific goods is one which falls entirely
within the field of capital equipment. Nobody would dispute
that a non-specific good has as much right as a specific good
to be regarded as a “‘capital” good in any of the senses which
the first main part of this chapter was concerned to dis-
tinguish. The immediate relevance for the understanding of

Icapital of the discussion of the last few pages rests first and

I It would, I believe, be possible to exhibit the changes which have come over
the theory of rent during the last century as being the consequences of increasing
knowledge as to what forms of property are, and what forms are not, ‘““specific”.
Thus, the concept of “quasi-rent” as used by Marshall is derived from the
realisation that in the short period machines once made tend to be specific,
whereas the capital purchasing power which was originally used to buy them
was not merely non-specific but highly liguid. Land, on the other hand, is now
universally recognised to be in many cases a comparatively non-specific type of
commodity; and the income derived from its possession has pro tante come to be
regarded as the same in kind as that from other forms of capital equipment. So
far as the relation between rent and interest is concerned, however, the situation
is complicated by the fact that it is usually explained in terms not of equipment
but of claims or purchasing power. This is the main seat of the horrible difficul-
ties with which this latter problem is surrounded. See further on this below,
pp- 279-80, 308-10.

z See on this Chapter IX, pp. 135 ff., 147 etc., and also pp. 294, 302-3 below.
In so far as we use “money” functionally of the medium of exchange “‘as such”
then we can invert the last proposition in the text, and say that anything which
is valued solely for the sake of its liquidity s money, almost by definition.

A further point which may be noticed here is that in strictness the distinction
between specific and non-specific goods has no meaning so far as money is
concerned. For, as we know, that distinction applies in the field of production
and consumption; and unless exchange is treated as a form of production and
consumption it follows that money can fulfil no purpose which is relevant to the
question of specificity. In the same way, and for the same reason, it is not really
possible to say that money is either a production good or a consumption good;
it is neither of these, but an exchange good; or else it is both a production guod
and a consumption good. Cf. on this extremely complicated matter above,
PP. 254 n., 261-2; below, p. 340n.
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solitary man on a desert island at the one extreme, and a
thorough-going communist economy at the other. Capital
claims, on the contrary, are the result of borrowing and
lending; and they can only exist among people who enter
into exchange relationships with one another as independent
economic agents.

(2) They imply also the existence of private property in a
capitalist or quasi-capitalist sense. No claim will be of any
value as a source of income unless its holder has the assurance
that the income due in respect of it will in fact be paid. And
this means that the law must recognise the legitimacy of such
claims and must be prepared to enforce the contracts which
give rise to them. If this condition is fulfilled then claims to
future income based on past loans become themselves a form
of property (in the broadest sense of the word); they are
legally recognised rights to acquire and hold wealth in the
form of periodical income payments.

But a right to receive income implies the existence of a
corresponding obligation on somebody else to pay the income.
So a capital claim, which is an “asset” from the point of view
of its holder, is also a “liability” from the point of view of
the person against whom it is valid. This double reference is
given verbal expression in the ordinary usages of finance
and accountancy; for a company’s obligations to its share-
holders and long-term creditors are regularly described as
its ““capital”’—though they also represent “capital (claims)”
from the point of view of these persons themselves. That is
to say, the word may be applied not merely to claims as a
source of income to their holders, but also to claims as an
obligation on the persons or institutions claimed against. If
we choose, we can remove this ambiguity by distinguishing
between ‘“‘asset claims” and “liability claims”. But the con-
cept of a liability claim is of no particular importance for the
present purpose and may safely be ignored in what follows.!
For us, [then, capital claims are simply a form of property,
characterised by the fact that it yields an income—known as
“interest”’—to its owners.

(3) The existence of capital claims does not necessarily pre-
suppose a developed monetary system. I may lend a tool to a

! See, however, below, p. 291-2 n., where liability claims appear as “‘negative
property capital.”
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which he has lent, but its salue; his claim is calculated as
amounting to so many units of purchasing power.!

Secondly, in a money economy loans may be not merely
expressed in money terms: they may be made (and repaid)
in money form. In this case too the lender acquires a claim
against the borrower. But it arises from the transference not
of a particular piece of concrete property but of a quantity
of cash or bank deposits. So, too, the repayments of loans,
and the settlement of the interest due on them, may be
effected by the handing over of money, rather than of goods.
Under these circumstances the creation of capital claims is
connected with the passage from one person to another of
capital purchasing power.

There are thus three main ways whereby in a moncy
economy loans may be effected. They may take the form of
the leasing of a concrete piece of property; or of the transfer
of the effective ownership of such property in return for an
undertaking on the part of the recipient to pay interest on its
monetary value and to restore to the former owner its equiva-
lent in value terms when the “loan” falls due; or finally, of
the handing over of money in return for a promise to pay
money back in the future. /The distinction between them is
a matter of degree rather than of kind; the second being
essentially an intermediate or border-line case between the
other two.2 But all are alike in that they involve the creation
of a claim to future income in favour of the lessor or lender
and against the lessee or borrower—a claim which lasts until
such time (if ever) as the latter returns to the former what he
originally borrowed, or its value equivalent.

17. We are now in a position to define fairly clearly the
scope and range of the concept of capital claims. As a matter
of ordinary usage a person’s capital tends to be thought of as
including those rights to income only which are expressed in

1 Transactions of this type are more important for their logical implications
than for the urgency of the practical economic problems to which they give rise.
The main way in which they differ from the hiring out or leasing of specifict
pieces of property rests in the fact that the “borrower” receives not merely
control but also ownership of the property in question. I shall certainly tend to
regard myself as the owner of a suit of clothes which I have had from my tailor
even if I have not yet paid for it; whereas I shall not regard myself as the owner
of a costume which I have hired for a particular evening from a firm of fancy-
dress outfitters. Whether the feeling of ownership corresponds with the legal

facts s, of course, another matter. See further Supplementary Note 18, on p. 3g0.
2 See on this Supplementary Note 18, p. 390.
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income, and the forces which determine its amount, are pre-
cisely the same for the former as for the latter.

We may put the point in another way, so as to bring out
its implications for value and distribution theory, as follows.
Suppose I have £10,000 to invest and am faced with the
alternatives of putting it into industrial securities or agricul-
tural land. If we assume that the one form of investment is as
safe as the other and that there are no particular advantages,
social or otherwise, and no special tax liabilities, in being a
landowner rather than a bondholder, then I shall expect to
get the same income whichever of the two I choose. Let that
income be £500 a year. That means two things: first, that the
current interest rate on industrial bonds of this type is 5 per
cent, and secondly, that the “capitalisation rate’” on agricul-
tural land of the relevant kind is the reciprocal of this—i.e.
that it can be bought ‘““at twenty years’ purchase”. Since,
however, the income from the land is probably fixed by long-
standing lease agreements and can be taken as given, it follows
that the value of the land itself, like that of irredecmable
fixed-interest securities, is simply the quotient of the rent
receipts obtainable from it upon the current rate of interest,
Interest rates, that is to say, determine—And, we must add,
are in part determined by—the value of real property. And
the rent on land falls into its place as a form of interest on
capital; or if we prefer it, interest becomes a form of rent. The
one is typically the income from a given guantity of property
(the rents from the estate total £500); the other is the income
from property to a given value (£500 =5 per cent on the
£ 10,000 which is the estate’s “capital’ value).!

If, therefore, our purpose in using the concept of capital
claims is economic rather than legal—if what interests us is
the group of incomes to which they give rise and the rclations
between the value of each claim and the amount of the income
it yields—then we must include within its scope not merely
claims which take the form of the holding of securities and
other evidences of debt, but also claims which are based on
the possession of leased property.

The preceding argument assumes, indeed, that the value of

I This is not, of course, to say that no distinction can be drawn between rent
and interest; merely that it must be provisional and uncertain, depending as it
does on whether the “amount” or the “value” of the capital claim in question is
the more prominent. Cf. Chapter XVII below, p. 360.
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bought up by it with borrowed resources. Secondly, however
—and this is much more important—claims may exist without
having any counterpart whatever in the form of capital equip-
ment, even in the widest possible sense of that term. Thus in
the example already cited of the tailor who is not paid for his
suit of clothes until several years after he has actually supplied
it, the claim may well be outstanding even after the clothes
themselves have ceased to exist. And it is of course well known
that loans of the third type are often devoted to the purposes
of immediate consumption—both on a very small scale, as
when I run an overdraft in my household banking account,
and on a very large scale, as when a country floats a loan
in order to carry on a war. If we wish, then, we may introduce
a second classification among ‘“‘claims to future income”,
contrasting those which are with those which are not based
upon and ‘‘backed by’ capital equipment. This distinction
cuts right across the earlier one. Moreover, it is a distinction
within the field of “‘capital” claims./We have clearly no ground
for refusing to treat a money-lender’s rights against his clients
as constituting his capital; they are for him a source of
income of essentially the same kind as are the claims of a
landlord against his tenants, or of a capitalist against the
company whose bonds he holds.!

19. A third possible distinction among ‘“claims to future
income® gives perhaps rather more ground for supposing
that not all such claims are properly to be regarded as con-
stituting forms of “capital” in the sense of the word now under
discussion. It is common to contrast ‘“‘short term” loans,
running for three to twelve months or less, with “long term”’
loans, which mature (if at all) only after a period of years.2
And we may be inclined to take the view that it is only the
latter group to which the word ‘“‘capital” may properly be
applied. Thus in the financial world a more or less clear line
of demarcation is to be found between the “capital’”” market

1 Tt is not so easy to find clear examples of *‘claims without equipment’ in the
first type of loans as it is in the other two. But a case in point is perhaps to be
observed in speculative markets, when a piece of property is borrowed (or
“hired’’) with a view to being sold short. Being ‘“‘short’’ of a commodity implies
under these circumstances having a claim outstanding against one without
possessing the equipment from the transference of which the claim originally
came into being.

2 For some purposes a third group is distinguished, consisting of “‘medium-
dated” securities, with a length of life of from one to, perhaps, five years.
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short-term loan, on the contrary, is ‘‘self-liquidating”. The
morney invested in it returns after a month or two to the
lender. And while he can immediately reinvest the latter in
a similar sort of claim if he chooses, yet there is no obligation
on him to do so; he can equally use it for current consumption
purposes or for investment in long-term loans or productive
equipment. In this way short-term loans are not merely more
convenient and (in general) less risky than long-term loans,
but it involves a smaller degree of compulsory ‘“waiting”. In
short, they seem to have less title to be treated as a form of
capital claim.?
Considerations of this sort have enormously affected the
Istructure and development of the British Banking System. It
is well known that the banks in this country, unlike those in
some other parts of the world, have kept steadily before their
eyes the ideal of “liquidity’; that they would in general
rather invest in a bill of exchange carrying 2 per cent interest
or less than in a bond or mortgage of unimpeachable security
which would yield perhaps twice as high a rate of return. It
is no part of our task to question the wisdom of this policy
on practical and financial grounds. But is it in fact true that
long-term loans are substantially less liquid, in the sense
which is here relevant, than short-term loans? In normal
times a short-term loan is admittedly highly liquid (provided
that the borrower is himself solvent when the time comes for
repaying it). But so, too, in normal times, is a long-term loan
(with the same proviso). For while it is not se/f~liquidating—
while, that is to say, it does not automatically turn into cash
after a short period of time—yet it can at any moment be
exchanged for cash. In modern industrial communities the
capital market is highly competitive and no difficulty what-
ever is found in disposing of long-dated claims at prices which
(if general economic conditions have not altered) are not
appreciably less than those which were originally paid for
them. And this means that anybody may safely invest his
resources in bonds and other long-term securities in the full
knowledge that for Aim they are liquid, and can be sold as
easily as they were bought.2

' On the other side, of course, they tend to carry a lower rate of interest—a
fact the full importance of which will emerge shortly.

* For the purposes of this discussion we are entitled to neglect the actual cost
(in the form of brokerage, etc.) of buying and selling bonds and stocks; for our
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And this becomes immediately apparent in times of crisis
or panic. Long-term loans are now illiquid, even from the
point of view of their owners: I cannot dispose of my bonds
except at a heavy loss. But so also are short-term loans.
Credits become frozen, bills cannot be met when they fall
due, and even those banks which have most sedulously
avoided tying up their resources in long-term commitments
find themselves unable to insist upon the g£ash settlement of
their debts. In short, the mechanism of credit under these
circumstances breaks down as a whole, carrying with it the
pretensions to liquidity of even the most short-dated and
reliable of “‘claims to future income”.! Conversely, as con-
ditions return to normality the liquidity of a// claims from
the point of view of their holders is once more and to an
equal degree restored.

The fact is that so far as the community as a whole is con-
cerned the only distinction which is here relevant is that
between ‘“‘specific” and “‘non-specific”’ forms of equipment. It
is true that a long-lived machine is often “‘specific”’ for a
much longer period of time than the raw materials which it
helps to convert into finished goods. And it is also true that
machines are often paid for with resources borrowed on a
long-term basis, whereas the carrying of raw materials and
semi-finished goods is often financed by means of bills and
other short-period forms of debt. There is, then, a prima facie
attractiveness in linking the two distinctions together and
arguing that long-term loans are illiquid, because they are
based on specific forms of equipment. But such a procedure
can only lead to confusion. It is perfectly possible for a com-
pany to “borrow long” in order to cover its short-period
material needs, or to ‘“‘borrow short” for its long-term equip-
ment. And if specific goods happen in fact to be paid for by
long-term loans and non-specific goods by short-term loans,
that is in logic no more than a coincidence. It does not
entitle us to conclude that short-term claims are in principle
less illiquid from the point of view of the community, than
are long-dated and even irredeemable claims. Indeed, if
we are strict we shall hold that from the point of view of the

T In law there may still be some difference between the two groups, in that
the owner of a self-liquidating claim can if he chooses force his debtor into the
bankruptcy court—unless, indeed, the Government declares a moratorium.






288 ECONOMIC THOUGHT AND LANGUAGE

is not in this sense capital.” Now, we have no grounds for
assuming that the distinction in terms of people’s intentions
always coincides with that in terms of the length of life of the
claims. On the one hand it is open to anybody to buy long-
term securities not as a permanent investment but merely as
a way of using temporarily idle funds; for as we know he can
‘normally rely upon being able to sell them whenever he
wishes. And on the other hand a capitalist may prefer the
money market to the long-term capital market as a field of
investment. He may as a regular practice buy up bills, re-
investing the proceeds in other bills as the first ones mature,
and living on the interest which he obtains from them. In
this case bills are for Aim capital claims; since he values them
because of the flow ofiincome which they successively yield
him.?

It is obvious, however, that the desire for a future income
and the desire to hold one’s resources in a liquid form are not
necessarily mutually exclusive. I may value the bills I have
bought, or the bonds I own, both because they yield interest
and alsobecause I can convert them into cash whenever I have
a mind to do so. Indeed, it is quite certain that the former
motive will be present in any decision to invest in an interest-
bearing claim; for if my sole concern were with liquidity I
should naturally tend to keep my funds in the most liquid
form of all—viz. in currency or on demand deposit with my
bank. If, therefore, we wish to construct a classification of
claims according to the part played in the demand for them
by the expectation which they afford of a flow of future
income, we must recognise it as essentially provisional and

! It may, of course, be a form of capital purchasing power: but we are not at the
moment concerned with this possibility.

2 The decision whether to use one’s resources in the long-term or the short-
term market will depend principally, we may assume, upon the view one takes
as to the course of future interest rates. If I think long-term rates are due for a
rise (or more accurately, if I think that the present value of capital securities
does not fully reflect the possibility of such a rise) then I shall tend to buy short;
if for a fall I shall tend to buy long. This fact introduces a complication, in that
the actual amount of my future income will be affected by whether or not my
anticipations are correct. For if they are, then the extra income I make from my
successful prophecy hassome claim to be regarded as profit, rather than as interest.
This point, however, important as it obviously is for an understanding of profit
and of the relationship between speculation and investment, does not affect the
present issue. All we are concerned to stress here is that short-term claims may
be, and constantly are, treated as a field of permanent investment no less than
long-term claims.
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' to future income. (Conversely, in my capacity as a borrower—
e.g. if I am an industrial entrepreneur—my “‘capital’ consists
of the liabilities to other persons in respect of claims to future
income held by them.) The concept is to be understood
functionally; since in so far as I value my property, or the
claims which are based upon it, for other reasons than as a
source of future income then to that extent they are not
capital in this sense. With this qualification, however, the
term covers all claims to future income.

(2) Within the field of capital claims so defined several
distinctions may be drawn, some of them of considerable
economic importance. For—

(a) Some claims arise from the leasing of concrete pieces of
property (material or immaterial), others from the actual
transfer of such property in return for a promise of future
payment, still others from the transference of liquid resources
or money. This classification is essentially legal (or possibly
psychological) rather than economic in status. In particular,
it is not so important for the analysis of types of income as it
is sometimes supposed to be.

(b) Some claims can be correlated with existing capital
equipment, others cannot; that is to say, we have no ground
for supposing that there is any quantitative correspondence
between ‘“‘capital’ in its second and ‘“‘capital® in its first main
sense.

(c) Some claims are long dated, others are short dated.

(d) Some claims are more “‘liquid’ than others from the
point of view of their holders. This distinction does not
coincide with the preceding ones, being really a question of
whether times are normal or abnormal: if they are normal
then all claims which run in value or money terms tend to be
liquid, whereas if they are abnormal all claims tend to be
illiquid.

(¢) Some claims are more “liquid” than others from the
point of view of the community as a whole. This can only
mean, however, that some claims arise in respect of “‘specific”,
and others in respect of “‘non-specific”’, capital equipment;
that is to say it is really a distinction on the ‘‘technical”
rather than on the ‘“‘distributional” level of analysis.

21. We may conclude this part of our discussion with a
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Secondly, the two concepts differ in the nature of their
content. Property capital denotes the concrete things which
a person owns—the fields of a landlord, the buildings of a
house-owner, the machines which have been paid for with
the money of an investor, and so on. And these things are not
capital claims, even though they may become the equipment
basis of such claims. A capital claim is something intangible:
it is not a concrete material thing, nor even a concrete
immaterial thing, but an expectation or a right. And the
essential fact about a right is not in the least that it is connected
with any particular owned good but that it is balanced by a
recognised liability or obligation. If, then, we allow ourselves
to identify capital as a source of income with the ownership
of concrete property we shall not merely make it unnecessarily
difficult to explain and analyse such claims as are not vested
in concrete property—e.g. in particular, that peculiar type of
claim which arises from the ““goodwill” of a business or trade
connection—but we shall run grave danger of misunder-
standing the nature of the relationship between ‘“‘rent”, the
income from claims which do, and ‘‘interest”, the income
from claims which do not, depend upon the legal ownership
by the income receiver of a piece of concrete equipment.
Nothing but harm can come from allowing the desire for a
neat parallelism between the second main meaning,of capital
and the first to obscure the essential difference between the
ownership of equipment and the possession of claims to future
income, closely connected as the two no doubt sometimes are.

III. CariTal PUrRcHASING PowEer

We come now to the third main sense (or group of senses)
in which the word ‘“‘capital”” may be used. It will be possible
to deal with ‘“‘capital purchasing power” (as we have called
it) comparatively briefly: for much has already been said
about it by implication in the earlier parts of this chapter.
22.  Let us note first that ““capital” bears the meaning now
existence of claims in favour of one person and against another upon the incomes
of each taken separately. The net amount of property in existence is only
relevant if we are investigating the wealth of the community as a whole. But
for this latter purpose the fact that it is “property” is of no immediate import-
ance; what matters is that it is equipment. ‘“Property capital” in other words is
merely “capital’’ (equipment) conceived of as owned—but not as owned by anyone
in particular.
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to be warped at the outset by associations with one of the
other two senses in which the word may be used.

23.  Capital purchasing power, then, consists of resources
which are available for the purchase either of capital goods
or of capital claims. It is of the essence of the concept that
these resources should be liguid in form; that they should
consist of commodities (or claims) which are valued by their
holders for their power in exchange. And this means that in
their purest form they will consist of money; indeed, if we
define the latter word functionally as covering everything
which is useful as a medium of exchange and/or a store of
liquid purchasing power iz so far as it is so used and valued,
then capital qua capital in this sense must take the form
of money. Only “exchange-use goods” can be capital pur-
chasing power.

It appears to follow that the term can only be appropriately
used when we are thinking of a money economy. This would
not be wholly accurate, however. Even in a barter economy it
is possible to distinguish between relatively illiquid and rela-
tively liquid resources—the latter consisting, presumably, of
more or less non-specific goods which command a wide and
ready market.! And at least some part of the esteem value
of such goods might be due to their purchasing power over
other goods or services (oritheir ability to be converted, by
lending, into claims). To this extent, then, they would con-
stitute “liquid capital” for their owners and would be entitled
to the name of capital purchasing power. From the present
point of view the difference between monetary and non-
monetary exchange economies is simply that in the former,
but not in the latter, a commodity is in general use which is
valued primarily, and even exclusively, as a means of purchasing
other forms of wealth. That is to say, it is only when there is
money that capital purchasing power can acquire the status
of an independent entity or ‘“‘thing”, as opposed to being
merely an element in or an aspect of things which are in the
first instance something other than capital purchasing power.2

I Cf. Schwarz, ‘“The Risk-liquidity Theory”’, pp. 166-7.

2 If we prefer we may use some vaguer terms such as ‘““capital control” or
(following Cassel) “capital disposal”’ when we are thinking of exchange eco-
nomies in general, confining “capital purchasing power’’ to the specific realisa-
tion of liquid capital in money form.

On capital (in this main sense) as an “‘aspect’’ of things see further below,

pp. 302-3, 306-8.
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lived personal-use consumption goods, if these resources
might have been used for the purposes of investment, or if
they have arisen from the disposal of investments previously
held. What exactly is meant when it is said of a person that
he is “living on his capital”? To do this involves the con-
version by sale of either capital equipment or capital claims
into liquid purchasing power, with a view to applying the
latter to the purchase of ordinary consumption goods. And
the “capital’’ which is “lived on’’, since it obviously is not the
consumption goods themselves, must be thought of as being
either the claims or equipment which have been sold, or the
money which their sale has yielded.! In so far as it is the
latter, then we can no longer insist that it is of the essence of
capital purchasing power (as opposed to money purchasing
power in general) that it should be devoted to the acquisition
of capital in one of its other senses. So, too, with the parallel
phrase, “living on borrowed capital’’. Here again it is no part
of the connotation of the word that the resources borrowed
must necessarily be fdevoted to production rather than to
consumption.z They are called “capital”” because (a) from
the point of view of the lender they represent capital pur-
chasing power, having been used by him to acquire a capital
claim against the borrower; and because (b) they might have
been used for the acquisition or construction of a piece of
capital equipment had not the borrower chosen to live above
his income and apply them to the satisfaction of hisimmediate
consumption needs. In short, by capital in this sense we seem
to mean in ordinary usage monetary resources which have
some connection, whether negative or positive, with capital in
one of its other main meanings.

As it stands this is an obviously unhelpful definition. But
we can give it precision in either of two ways. In the first
place, we may stress the pofentialities of money purchasing
power, rather than the uses to which it is actually put, or from
which it is diverted. That is to say, we may lay it down that
purchasing power is capital which is available for purposes

I In all probability it will be both; since in the contexts in which the phrase
is generally used it is not necessary to distinguish between them, the point being
simply that wealth is diverted from a ‘““capital” use (however vaguely conceived)
to a “‘current consumption’’ use.

2 They may of course be devoted to production in a wide sense; as when a
person ‘‘borrows capital’’ in order to support himself while undergoing training
for a professional career.
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(1) The first usage is on the whole the older so far as eco-
nomic theory is concerned. Ever since the days of Ricardo
(as we saw in the last chapter) economists have been interested
in contrasting that part of (or element in) the community’s
equipment which could be regarded as in some sense “given’
by Nature with the improvements made in it by human
efforts and exertions. The former they have called ‘land”,
the latter has been regarded as capital invested in the land.
And the total present value of the equipment is held to be
due partly to the “land” itself, partly to the capital invest-
ments made in it; correspondingly, too, the revenue it yields
is supposed to be partly pure rent and partly interest. The
status of this distinction has already been fully examined,

' and we have found reason for thinking that it is of little

genuine importance in economic theory.! But it will be worth
while to add a word on the interpretation of ““capital’’ which
it entails. Suppose that I own a house, for which I have paid
£2000. And suppose that I “‘put capital into it” to the amount
of £500. In the first instance the word clearly stands for
liquid resources, presumably in monetary form: it is in fact
“‘capital purchasing power”. But it is now an integral and
inseparable part of the house. I cannot hope by restoring the
latter to its original state to recover the £500 I have spent on
it. So far as the future is concerned I must count it as it now
stands among my ‘‘given’’ material resources. So, too, if I am
a business man or entrepreneur. It is usual to regard as the
“‘capital’ of a company the money resources which were used
to set it going. Much, perhaps most, of these resources are as
such quite irrecoverable. They may have been spent in ad-
vertising campaigns, in the payment of bankers or lawyers,
in preliminary investigations as to the prospects of the com-
pany’s being a success. But once spent they are irretricvably
gone. They represent capital which has been “sunk” in the
company, and which can never be re-extracted from it.
Now, for business and accounting purposes it is important
to know how much capital has been “sunk’ in the construc-
tion or improvement of a piece of equipment, or in the setting
(2) “I have invested my capital in land” (i.e. I have bought some land and value
it as a piece of capital equipment, or as the basis of a capital claim). In the
former case “capital” refers to what is used for production, in the latter to what

is used for acquisition or exchange.
I See above, Chapter XIII, pp. 224-5.
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of purchasing power, some of it in a highly liquid form, the
rest temporarily invested in various forms of equipment or
claims.
26.  The concept of a “fund of capital’” which is embodied
from time to time in concrete goods, and is in due course
released as these goods are used up orsold, is one which has
played an important part in the history of economic theory.
Itis, for example, the basis of the classical economists’ notion
of “circulating” capital; for circulating capital has usually
been held to consist of those goods which yield a revenue to
their owners by being sold—in contrast with “fixed” capital
goods, which play their part in the productive process without
changing hands. That is to say, the former are exchange-use
production goods, while the latter are direct-use production
goods.” And it is an essential characteristic of circulating
capital goods that they embody a quantity of purchasing
power, or fund of value, which is perpetually returned to
their owner as he disposes of them: indeed, this aspect of them
was so important in the eyes of the earlier economists that
they regularly tended to think of circulating capital (but not
of fixed capital) in value or money terms—with disastrous
results for their understanding of the meanings of ““capital”.2
Later on, too, J. B. Clark elevated the distinction into a far-
reaching contrast between capital goods of all kinds on the
one hand and what he called “pure capital’ on the other.
The latter he described as a permanent fund of value, in-
vested or embodied in an ever-changing series of concrete
capital goods, but distinct from them in the same way in
which a waterfall is distinct from the drops of water of which
it is at any given moment composed.?

But can we attach any precise meaning to such phrases as

! This is not, however, the only way in which the distinction between the two
has been understood. Thus, Gide defines circulating capital goods as those
which disappear in the mere act of production, and fixed capital goods as those
which can be used several times. (Cowrs, I, p. 192.) The discussion of pp. 256-
259 above shows that this is by no means unambiguous; but we can probably
say that for Gide the distinction is that between ‘‘single use’’ and “multiple use”
goods.

2 See on this in particular Cannan, Theories, chap. iv.

3 See his Essentials, chap. ii, especially pp. 27-9. So far as I have noticed,
indeed, Clark does not himself call capital a “fund of value”’, defining it rather
as a ‘‘fund of productive goods ** (p. 29), or as a “fund, or sum, of wealth’ (p.
33). But this wealth is conceived of in ‘‘money’ (i.e. in value) terms (p. 31),
and is therefore in fact, whether or not in name, a “fund of value”.
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cept ceases to have any meaning. The value of productive
equipment is nof now constant, either as a whole (for the
community’s wealth may be expanding or contracting) or in
its individual parts (for particular capital goods will become
more or less valuable with changes in demand and supply or
in the technique of production). This being so, it is merely
confusing to use language which suggests that purchasing
power which is invested in a given piece of equipment (or for
that matter in a given claim) will automatically be returned
to the spender unchanged in amount as the good wears out
(or the claim matures). The facts are quite simply that equip-
5 {7 Iment and claims may be bought in exchange for purchasing
power, and that they are also in general converted back by
one means or another into purchasing power—whether to
the same amount, or to an amount that is larger or smaller,
according as they have or have not retained their value
unchanged in the meanwhile. To speak as though the capital
invested in them lives on as a kind of substance or vital spark,
emerging into the outer world once more when they are used
up or disposed of] is pure mysticism.
247.  But though we must deny any literal meaning or con-
tent to ‘‘pure capital” as a fund of value, there is yet some
Jjustification for the feeling that goods or claims which have
been bought with capital purchasing power may themselves
represent a form of, or contain an element of, capital pur-
chasing power. For while they are not themselves liquid in
the sense in which money is liquid, yet they can commonly be
turned into money without serious difficulty. In normal times
no serious loss need attend the sale of most forms of capital
equipment, at any rate if there is a ready market for them
and their products; and loans can be transferred from one
lender to another at any time during the period of their life.
Both equipment and claims, in short, have a value and a
purchasing power; and having these they can in general be
sold for cash.! And this means that to their present owners
they represent, if not actual, at any rate pofential capital pur-
chasing power. I will not regard the capital I have invested
! Alternatively, they can be used as a security on which to borrow. It is not,
of course, denied, that some capital goods or claims may be difficult to
dispose of at short notice; but unless they can be sold irn the long run, then

they can scarcely be said to have an exchange value at all. (Cf. Chapter IV,
pp. 67-9).
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with its aid the relations between capital purchasing power
and capital claims, as also those between capital as a whole
and money, can be precisely and clearly set forth. In the
meantime it will be sufficient if we add a brief note on the
contrast between capital purchasing power as now under-
stood and Fisher’s “capital value”. The exchange value of a
giveniclaim or piece of equipment is from the quantitative
point ‘of view expressible as the amount of other things for
which it can be exchanged. It follows that if it is valued as
capital purchasing power—i.e. as a store of value—its ex-
change equivalents will tell us how much capital purchasing
power it represents. But there is still a clear distinction
between capital purchasing power and the value of capital
equipment or of capital claims. The latter is an objective
amount, fluctuating, no doubt, from time to time—except in
the Static State—but in principle clear and unmistakeable.
The former, on the contrary, is subjective and private; it is a
matter of the intentions and motives of individual persons.
A thing may have a high value in exchange and may repre-
sent an important item in the total of the community’s *“fund
of pure capital”, but unless it is esteemed by its owner for this
reason, and not merely for the personal-use services which it
may yield, it is not capital purchasing power.

29. We have now distinguished no less than six senses of
““capital” in its third and last main reference. It will be worth
while to summarise them. Capital in the sense of purchasing
power or control over resources may stand for—

(1) liquid resources in the form of money;

(2) (more specifically) those money holdings which are
destined for investment in capital equipment or claims (or
which are derived from the sale of capital equipment or
claims);

(3) all resources in so far as they are (actually or potentially)
liquid—i.e. are capable of being exchanged for other things
—and are valued for this reason:

(4) purchasing power which has been “sunk’ in working
on, or improving, existing “‘given’’ property—as distinct from
the unimproved value of the property;

(5) the cost of existing equipment or claims—i.e. the amount
of purchasing power spent in acquiring them by their present
owners;
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exchange-use goods, on the contrary, the connection with
claims and purchasing power is close. For a commodity has
an ‘“‘exchange-use”, we know, either (a) when it is valued by
its owner for the other goods for which it can be exchanged,
or (b) when itislent or leased by him in return for the expecta-
tion offa future income. In the former case (as we can now see)
its utility is derived from its representing capital purchasing
power; it constitutes for its owner so much control over wealth
in general. In the latter case its utility is derived from
its being the basis of a capital claim; it is valued, not as
directly consumable wealth, nor (at any rate in the first
instance) as potentially liquid resources, but as a means to
an income. Thus the concept of an exchange-use good—a
“revenue capital” good, as it is sometimes called—is the
result of attempting to find in the world of equipment a
reflection of the phenomena of claims or purchasing power.
It yields a distinction, not between different physical kinds of
material good, nor between different functions which material
goods may fulfil in the productive process, but between
different ways in which they may be useful to their owners in
a community in which exchange relations are present and
property rights are recognised. In short, it is not really a
classification of goods at all, but of the kinds of utility which
goods may possess.!

But if not all capital goods are the basis of capital claims,
so not all capital claims are based on the ownership of capital
goods. For they may arise from the provision of commodities
or services payment for which is delayed; or from the trans-
ference of purchasing power which may be devoted to im-
mediate consumption needs and so be destroyed long before
the claim is finally redeemed. So, too, with capital purchasing
power. Even in its widest functional reference capital pur-
chasing power need not be embodied in any particular piece
of equipment; for it may take the form of what is technically
a pure claim—as in the case (to which we shall come back
shortly) of money held on deposit in a bank.

It remains, then, to discuss the relationships between
capital claims and capital purchasing power. We know that
fundamentally they are both functional concepts; that pos-
sessions are capital claims in so far as they are valued as

I Cf. the remarks on “subjective exchange value” in Chapter V, p. 77.
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In the light of this result we can understand why it is that
capital in the sense of claims to future income and capital in
the sense of control over resources seem to be at times merely
different species of the same genus and at times direct
opposites.iIf I instruct my banker to purchase an industrial
bond with the funds which I have accumulated on deposit
account with him, it is natural to say that I am exchanging
capital purchasing power for capital claims; and the implica-
tion is clear that a bank deposit is not a form of claim, nor an
industrial bond a form of purchasing power. We are here
concerned to emphasise the confrast between the relative
liquidity of the one and the relative illiquidity of the other.
Yet bank deposits are loans to the bank, and through it to its
debtors. And a complete catalogue of all the claims outstand-
ing against the country’s industrial and financial enterprises
would have to take account of loans to banks and advances
by banks no less than of securities issued in the long-term
capital market; just as, on the creditor side of the picture, it
is not unknown for people to decide to hold all their capital
resources in the form of bank deposits and to rely for their
property incomes entirely upon the low rate of interest which
these afford. What we are now stressing is the fact that every-
thing which bears interest is a claim; it represents a capital
asset to the receiver of the interest and a capital liability to
its payer. In both these cases we are observing one side, and
one side only, of the whole truth. For a deposit account with
a bank is a capital claim as compared with cash, but a form
of capital purchasing power as compared with bills of exchange
or stocks and shares.

31. Moreover, we now reach an important conclusion as
to the nature of capital as a factor of production in the eco-
nomic sense. What is the specific contribution of “‘capital” to
the processes whereby useful goods are created and distri-
buted? Not the provision of the necessary raw materials and
instruments of production; for in so far as these are “given”
when production is undertaken they fall into the factor group
“land”, while if they are not ‘‘given’’, they are themselves a
part of the process of production and cannot be regarded as
original elements in it. Nor the endurance of “waiting” and
the postponement of consumption; for that is not merely at
the best the source of a factor of production rather than a
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seen) the claims can be regarded as being based on the
equipment, and the interest upon them is merely a form of
rent.{ When we speak of interest as the reward for the lending
of capital (or for that matter as the reward of waiting or
abstinence) we are thinking not specifically of capital pur-
chasing power, but of resources in general. Our emphasis is
not on the fact that the wealth lent is liguid, but merely on
the fact that it involves the lender in “waiting”, and yields
him in return a claim on the borrower. And we shall never
understand the function of capital as a factor of production if
we confine ourselves to analysing the reasons which lead
some people to ““wait” and others to pay them for “waiting”;
just as on the other side we shall never understand the rela-
tion between interest and rent if we assume that capital
as the source of interest is a factor of production wholly inde-
pendent of land as the source of rent. It is a remarkable
feature of most present-day economic analysis that it is pre-
pared to tolerate without serious investigation the idea that
rent and interest can be taken as mutually exclusive forms
of income, the one derived from ‘“land”, the other from
““capital”.?
32. Finally let us note the upshot of our discussion as
regards the relation between “capital’ (in its various senses)
and “money”. We have already had several opportunities,
both in the present chapter and in that on money, to observe
how intricate and various these relations are. All that is
necessary here is to summarise the main points at which the
two terms come into immediate contact.

(1) Pieces of money clearly represent a part of the com-
munity’s capital equipment (in the widest sense of that
phrase). For they are forms of material wealth, and they

1 The above paragraphs are both controversial and obscure, and it may be
felt that I have no right to say as much as I have about rent and interest without
saying a great deal more. In self-defence I can only plead once more that my
object in this book is not to discuss economic problems but to clarify the con-
ceptual and terminological foundations on which their discussion must rest. In
the above section I have been trying to demonstrate the importance of distin-
guishing between capital as a factor of production and capital as a source of
income, by drawing attention to the main—though not the only—point at
which the difference between them may be of vital importance for the theory of
value. The relations between rent and interest present a problem which since
Marshall’s time no outstanding economist (so far as I know) has seriously
attempted to solve, much as has been done to explain and analyse each of them
separately. I have not here tried to fill this gap in our theoretical equipment;
merely to emphasise that it exists.
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extend the concept of capital purchasing power to goods
other than money, in so far as, though not themselves money,
they represent a store of at least pofentially liquid resources
and are valued as such.

APPENDIX: CAPITAL AND THE WAGEs Funp

33. Wesaw in § 7 of this chapter two grounds on which it
might be argued that a great many things normally thought
ofi as consumption commodities should be included among
the community’s capital goods or equipment. In the first
place, many things which are in the first instance desired and
consumed for their own sakes may yet contribute to the pro-
ductive efficiency of their consumers, and so contribute to
their, and the community’s, future wealth; and secondly,
many consumption goods, being long-lived and capable of
multiple utilisation, require for their full use a more or less
protracted period of waiting, and as such are entitled to be
regarded as (at the least) “‘consumption® capital goods. What
we have now to consider is a special application, and exten-
sion, of both of these considerations. Production on any com-
plicated scale is likely, we know, to take some time. And during
that time those engaged upon it must be fed, housed, and
clothed. Therefore (it has been held) before any elaborate
productive process can be initiated a stock of consumption
goods must be in existence sufficient to meet the current
needs of these producers. Are not these consumption goods,
then, properly to be regarded as constituting a part of the
community’s capital equipment?

This question was answered in the affirmative by the great
majority of the classical economists up to and including Mill
and his immediate disciples. In their view the capital (equip-
ment) ofi a community consisted of two main parts: (1)
“fixed” capital—i.e. machinery and instruments of pro-
duction; and (2) “circulating” capital—i.e. a fund of con-
sumption commodities available for wage payments.! This
latter came to be known as the “wages fund”; it represented
the source of the labourer’s real income—or-at any rate of the
real income of labourers employed in industry and commerce
-—and was therefore held to constitute the sole ‘‘demand for
labour”. And for many years the orthodox explanation of
the rate of wages rested in asserting that it must equal the

! This classification neglects raw materials and goods in process of manu-
facture.
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produced at comparatively long intervals; if people wish to
consume them at times other than immediately after the
moment of completed production, then they too must be
stored up and made into a “fund” for future consumption.
But in advanced communities goods of this type do not
represent a very large part of total consumable wealth. Many
things can be produced fairly continuously throughout the
year; and of those which cannot, by no means all are ‘“long-
lived” and capable of storage. And it is quite unrealistic to
suppose that the possibility of initiating a protracted and
“roundabout” process of production must depend upon the
pre-existence of stocks of commodities of these latter types.
We have, indeed, to postulate that the labourers employed
upon such a process will have the assurance of getting the
articles they require for current consumption during the
period of their work. But that in general means no more than
that the equipment shall be in existence for producing these
articles as and when they are required; it does not involve
any need for large aggregations of consumption goods in
their final form.!

The above argument, it must be noted, shows merely that
accumulated stocks of consumption commodities are not in
fact likely to be as large, or as theoretically important, as the
proponents of the wages fund theory tended to imply. It
does not in the least weaken the claim of such accumulated
stocks fas do exist to be regarded as constituting a form of
capital equipment. Still less does it invalidate the whole con-
cept of a wages fund. For it is still open to us to argue—
though we need not elaborate the point here—that the
amount payable in wages during any period of production
1s limited, if not by the quantity of wages goods in existence
at the beginning of the period, at any rate by the quantity which
can be made ready during its course; and many of the practi-
cal conclusions to which the theory pointed follow as well
from this new premise as from that of an absolutely limited

* This implies, of course, the presence of some degree of industrial specialisa-
tion; though even a solitary individual can carry out a piece of long-time pro-
ductive work (e.g. building a house for himself) without laying up a supply of
foodstuffs beforehand—if, namely, he is prepared to divide his time each day
between building and obtaining what food he requires for that day. (See on this,
Supplementary Note 29, on p. 398, and also Cannan, Review, pp. 126 ff., Theories,
pp- 81 ff.) Professor Cannan makes much fun of the picture of a fisherman
accumulating ‘““at the rate of one a day a hundred fish, and then knocking off
fishing altogether while he makes a boat and net and lives upon this stinking
putrid mess!”’ It is only fair to point out, however, that the economists who have
made use of this illustration generally specify that the stored-up fish have been
dried.
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the former is a factor of production. The latter is then the
“owner’’ of this factor in the same way in which labourers are
the owners of the factor labour and landlords of the factor
land.! And like the labourer and the landlord the entre-
prencur ‘‘produces” in the economic sense when he supplies
the factor units at his disposal for the creation of wealth or
utility, receiving in return a revenue or income—in his case
the type of income known as “‘profit”.

2.  What, then, is the factor of production enterprise? In
ordinary language the word has two main meanings. In the
first instance it refers to a thing projected or attempted—
particularly if it be of a bold or hazardous nature. But it may
also be used subjectively of the quality or qualities possessed
by those who undertake such projects—that is to say, it may
be in effect a synonym for “boldness” or “initiative’. Both
these meanings are to be found in economic writings: but in
addition the word has come to be used in at least two rather
more specialised ways. On the one hand it has become more
concrete, standing for the result or objective realisation of a
project in the economic field—viz. a firm or business unit.
And on the other hand it has become more abstract, being
used of the activities involved in initiating or running such a
project. This last use of the word is broadly related to the
first, original use as “‘ing” to “ed”.fIn the earlier use it stands
for something done, in the later it stands for the actual doing
of it.2

I Cf, Chapter XI above, pp. 184-6.

2 On the “ing and ed” relationship, see Chapter I, pp. 19-20. The difference
between the first and fourth senses of “enterprise’’ is, indeed, not merely one
between an “ed” and an “ing”. For on the one hand, as we have just seen,
enterprise as an activity is primarily economic in reference; it would not naturally
be used in connection with projects in other than business or industrial fields.
And secondly—what is more important—the activity of enterprise is generally
thought of as something which continues through time, whereas in its first sense
it is (so to speak) ‘“‘done when it is done”. From this point of view the last sense
is more closely associated with the third than with the first: so long as an “enter-
prise’’ (i.e. a business unit) is in existence as a going concern the running of it
tends to be thought of as a form of “enterprise’’ (the activity).

Some writers, however, notably Schumpeter (Wirtschaftliche Entwicklung, chap.
ii, part iii, ad init.),prefer to use the word in its fourth reference strictly of
“once and for all” activities. They would say that not merely is the founding
of a firm an ‘“‘enterprise’” but so also is any decision as to changes or innova-
tions in the firm’s policy once it is founded, and that these latter “‘enterprises”
are in principle independent of the former. We thus have the distinction between
the enterprise of controlling and running a firm, and the enterprise of projecting new

policies, whether in respect of founding a new firm or of introducing any innova-
tions in an existing one. This contrast is connected with that between the
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to the consumers. He is in fact the intermediary between pro-
duction and consumption, between the factor markets and
the commodity markets; and on his decisions depend the
distribution of the community’s resources among the various
uses to which they may be put.?

4. Several points are to be noticed in the concept of an
entrepreneur as so outlined.

In the first place, the word may be understood either sub-
stantially or functionally. The earlier economists thought of
the entrepreneur as an individual—a person. That is to say,
they felt themselves:entitled to assume that anyone who is an
entrepreneur-capitalist is by definition nof a labourer or a
landlord—that belonging to the employing class is incom-
patible with belonging to the labouring or landowning
classes. And this point of view has its adherents at the present
day.? It is obviously appropriate when the problem under
discussion concerns, for example, the economic and social
stratification of the community. But in pure value analysis
the word is regularly given a functional reference. People are
called “‘entrepreneurs’ in so far as they perform the activities
with which enterprise is associated, and the same individual
may be at once an entrepreneur and a labourer, landlord, or
capitalist. The classification then runs in terms not of indi-
viduals but of productive functions. But it still claims to yield
classes which are mutually exclusive. For the presumption is
that in his capacity as an entrepreneur a person cannot belong
to any of the other groups of factor owners, even though in
other capacities—i.e. in respect of other activities—he may be
something other than an entrepreneur. Though, therefore,
entrepreneurs may also be labourers, landlords, or capitalists,
enterprise cannot be either labour, capital, or land.?

! In any advanced economic system, of course, the passage from ‘‘original
productive elements”’ to final consumption goods will involve a more or less
large number of productive stages, each with its own group of entrepreneurs.
Most entrepreneurs, therefore, will be concerned with intermediate goods (cf.
Chapter XI, pp. 194-5), whether as sellers (all except the last stage) or as
buyers (all except the first stage). But this complication can be ignored for the
purposes of the present discussion.

2 See for example, Dobb, Capitalist Enterprise, pp. 47 f. Dobb emphasises the
convenience for social-economic analysis of confining (‘‘entrepreneur’ or)
“undertaker” to reasonably large scale employers (ibid., pp- 49 f.). .

3 Even this, it should be observed, is only a presumption; or rather, it
is in the last analysis a matter of definition. We are perfectly entitled to

use the word in such a way as to dispense with the postulate that enterprise
and labour, etc., are mutually exclusive, For example, we may hold that it is



“ENTERPRISE” 321

Secondly, however, the entrepreneur need not be an indi-
vidual at all. In earlier times the control of and responsibility
for any business unit was regularly vested in one master or
manufacturer-employer, who was quite unambiguously its
entrepreneur (though he was of course much more than this
besides). But nowadays the situation is by no means so clear.
In a modern company control and responsibility generally
rest not with one person but with a group of persons—e.g. a
board of directors; and while the individuals composing this
group may be collectively, they certainly are not singly its
“entrepreneur’’.’ Not merely this, but the function of enter-
prise itself may be split up, by a kind of division of labour,
among different persons or groups. Thus a private business
may be owned and run by two partners, one of whom has
put up the capital while the other is responsible for the actual
direction and control of policy. Between them these two
perform the full entrepreneur function. But the first is the
“Initiator”, while the second is the ‘‘uncertainty-bearer”.
Again in a joint-stock company the function of control (as we
have just seen) is likely to be exercised by a board of managing
directors. But the risks and uncertainties are borne by the
whole body of common shareholders, if not also, to a lesser
extent, by the owners of the company’s preferred stock and its
long-term creditors. No doubt the division of function in this
last case is never in fact absolute; for the directors are sure
to be themselves shareholders, while the shareholders have
in the last resort the right to pass upon policies and even to
appoint and dismiss the directors themselves. But this is a
matter of use and wont, not of theoretical necessity. And it
does not in the least invalidate the conclusion that the
Sunction of bearing risks and uncertainties is in principle
distinct from the function of initiative and control.2

of the essence of enterprise that it involves a particular kind of labour
or a particular use of capital (see for example, Oswalt, Vorirage, pp. 138
fI.). Or alternatively, we may say that under certain circumstances labourers,
capitalists, and landlords, and even consumers themselves, cannot avoid acting in
an entrepreneurial way, even in their own capacities. As we shall see in a later
chapter (pp. 361 f.}, this view of enterprise may prove to be of fundamental
importance for the understanding of profit and its relations to other forms of
income.

I A parallel is to be found in the case of land (or capital) where resources are
owned jointly by a group of persons or by an institution such as a university.

2 Knight argues that the distinction between the functions of control and
uncertainty-bearing is “largely illusory”’—on the ground that control really

21
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All this is extremely familiar to present-day students of
economic theory. But it means that if we are to be strict we
must make up our minds which of the two functions just
distinguished is to be regarded as ““the’’ entrepreneur function
par excellence. Either it is the initiating of innovations and
adjustments, or it is the bearing of risks; but it cannot be both,
for they areneitheridentical inessence nor inseparable infact.!

Economusts as a whole seem to be fairly evenly divided as
between these alternatives. In the view of some enterprise
is essentially active; and they test the entrepreneur by his
willingness to make decisions, to initiate progress, and to con-
trol and direct policy in the light of changing market con-
ditions. Others, on the contrary, prefer to think in terms of
ultimate responsibility, and regard as the entrepreneur the
person or persons who claim profits and bear the risk of
loss, no matter whether they are themselves active or not in
shaping the destinies of the business from which the profits
(or losses) are derived. We do not need to decide between the
two points of view. For our purpose what matters is simply
that they involve an ambiguity in the word “entrepreneur’—
an ambiguity to which we must be fully alive if we are to
avoid confusion and logomachy in our investigations of the
theory of enterprise and profit.2

means getting somebody else to do one’s controlling for one (Risk, Uncertainty,
and Profit, pp. 291 ff.). This seems to me astonishingly perverse. Surely most
economists mean by “control” and “initiative’” what any ordinary person would
suppose them to mean—and that is certainly something quite other than
appointing a deputy. (Cf. Sidgwick, Politics, pp. 626 ff., on the importance of
distinguishing the possession from the exercise of power.)

! We can, indeed, define enterprise as the conjunction, or coexistence, of initiative
with uncertainty-bearing. It will then follow that wherever they are separated
there is no entrepreneur at all. (Cf. the similar possibility in the case of “‘money”
Chapter IX above, p. 137 n.) Butin that case enterprise can no longer be a factor
group of production, nor can it have any particularly close connection with
profit as a form of income; since obviously profits continue to be gained even
when risk-bearers are not initiators. Indeed the possibility of defining the word
in this way would scarcely have been worth mentioning were it not that it had
the approval, if I remember rightly, of Professor Cannan—though I have not
come across any explicit statement to this effect in his published works.

2 Cole proposes to mark the contrast between the policy controller and the
risk-bearer by calling the former the “entrepreneur’ and the latter the ‘“‘under-
taker” (“The Nature of Profit”, p. 245). Similarly Dobb distinguishes between
“undertakers” (=approximately Cole’s “‘entrepreneurs”) and ‘“‘undertaking
associates’” (= Cole’s “undertakers”) (Capitalist Enterprise, p. 54). It should be
noted also that by using “undertakers’ as the name of persons—the substantial
reference—Dobb is able to reserve “entrepreneur” for describing these (or others)
zkr!bsz Sar a): their activities constitute “‘enterprise’’—the functional rcference—

ihid. p. 4).
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a productive function at all. The questions we now ask are:
under what circumstances, and in return for what services
(if any), do persons receive profits? Is profit ofithe nature of
a “‘reward” for a productive function in the same way as are
rent and wages—or is it merely some kind of windfall or
monopoly increment, due to luck, bargaining power, friction
or exploitation? These questions are of fundamental import-
ance for the theory of distribution, as also for the wider
problems of economic policy; but they are obscured and dis-
torted by a system of terminology which identifies the entre-
preneur ab initio with the fulfilling of a specific productive
function and which in effect makes it a matter of mere
definition what that function is to be.!

Nevertheless, to define the entrepreneur in terms of the
income he receives rather than of his productive activities
raises problems of its own. The word profit itself is by no
means unambiguous, and we shall have to be quite certain in
what sense we are using it if we are to escape disaster. Is it to
be treated as an independent income accruing as a whole to
its receivers, or is it simply an element in incomes, rarely if ever
to be found in isolation? This is an issue on which economists
are by no means agreed. Some attach the utmost importance
to differentiating ‘‘gross” from ‘“‘net” or pure profit, while
others consider that such an analysis misrepresents the
essential characteristics of the profit motive, and is simply
the outcome of a mistaken desire to fit enterprise into a
symmetrical schema of factor classification. We need not dis-
cuss this issue here, though it will be impossible to avoid it
wholly at a later stage in our investigations.? Let us note,
however, that it has its repercussions on the meaning of
“enterprise’”. On the “total’” view of profit the entrepreneur
( =the profit-receiver) is a person who is willing to work or
to invest resources whenever this may be necessary for the sake
of gaining his profit, and his labour and capital are thercfore
an integral part of his enterprise: whereas on the analytical
lor “element’’ view in so far as he acts in these ways he is {0
that extent not an entrepreneur but a labourer or a capitalist

! See Supplementary Note 21, p. 393.

2 See Chapter XVII below, pp. 361 fI. It will be shewn there that the choice
between the ‘““total” and the ‘“‘element” views of profit is not exhaustive; that

we may think of profit, neither as a kind of income, nor as ?\fborlion of incomes,
but as a way of looking at incomes. Cf. also Supplementary Note 22, p. 394.
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industrialist—but it is a distinction which is technical rather
than genuinely economic in scope. Production for economic
purposes includes, we know, all operations which increase a
commodity’s utility, whether they change its physical nature
or not. And so far as value theory is concerned no account
of profit can be satisfactory which fails to cover all profit
incomes, whether they are connected with the welding of
land, labour, and capital into material consumption goods or
merely arise from the activity of buying at one price and
selling at another.?

6. We are now in a position to ask whether and in what
sense enterprise, as understood in any of the various ways
distinguished above, is to be regarded as a factor of pro-
duction. Let us first recall the main conclusions of Chapter
XII as to the meaning of “factor of production”. We saw
that it had three main meanings, according to the level of
analysis on which it was interpreted. A factor of production
is either: (1) an active participant in—or else an indispens-
able prerequisite of —the productive process; or (2) a kind of
commodity, possessing value cost and utility, but distinguished
from consumption goods in being demanded primarily or
exclusively as a means to the making of other commodities;
or (3) the source of a particular kind, or class, of income. Each
of these levels of analysis tended, we found, to yield a different
series of actual factor classes, so that there was no ground for
supposing that because a particular class term appeared on
one level it would also be appropriate on either or both of
the other two. Moreover it seemed reasonable to hold that
at any rate for the purposes of pure value theory it was only
the second interpretation of the term which was of funda-
mental importance.z Our question now is, therefore, on which
(if any) of these various levels enterprise can be identified as
fa factor—i.e. a factor class—of production, and in what
senses the word must be understood in order to fit in to a
scheme—on whichever level—of factor classification.

The answer follows directly from the argument of the last
few pages. Technically, enterprise is a factor of production;
since evidently the function of initiating and directing firms
and companies and the function of bearing the uncertainties

I See Supplementary Note 23, p. 394.
2 See on all this Chapter XII above, pp. 202-14.
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they involve are both of them “indispensable prerequisites
of” (even if they are not ‘“‘active participants in’’) the pro-
ductive process. Distributionally, too, enterprise may be treated
as a factor of production; since we can define it in terms of
the receipt of profits, and as such it is “the source of a par-
ticular kind of income”. But from the narrowly economic point
of view and for the purposes of pure value theory, how can
enterprise be a factor of production? Not merely do its various
units conspicuously fail to satisfy the criterion of substitut-
ability: but it is not really a commodity at all. There is no
market in “enterprise’ corresponding with the labour and
capital markets or with the markets in real property and con-
sumption goods. From the market point of view the word is
simply the name given to the activities of the entrepreneur—
the man who buys productive resources and sells their pro-
duct. And while these activities are of the utmost importance
both for the entrepreneur himself and for the community as
a whole—since speculation in the widest sense is under a
capitalist system the mainspring of economic progress—they
are not themselves bought or sold, nor have they an esteem
value or a price. In short, enterprise—however we interpret
the word—is not a factor of production iz the only sense of that
phrase which is immediately relevant to the problem of value deter-
mination.’
7. This conclusion has far-reaching implications for the
1 The thesis here propounded may seem open to attack on two grounds. (1) It
m?' be argued that enterprise /as a price (viz. the profit of the entrepreneur)
and therefore must be a commodity on the definition of that word which was
approved in Chapter VIII (pp. 124-6). (2) It may be held that even if it is
not really a commodity there can be no harm in treating it as though it were one
if so treating it will advance our understanding of the value problem. Various
economists have in recent times developed analyses which rest upon attributing
to enterprise a supply price, a marginal productivity, and so on: why should we
reject the results they yield? I cannot do justice to these points here. With regard
to the nature of profit something is said in Chapter XVII, pp. 361 ff. As for the
second point I can only express (without defending) my personal conviction
that such useful results as can be obtained by pretending that enterprise is a
commodity could have been obtained not less simply without any such fictitious
postulate. But in any case my object here is to clarify the status of the concept
of enterprise, not to pass judgment on its usefulness. And I must insist that the
plausibility of treating it as a factor of production rests upon technical or social-
distributional grounds rather than upon a consideration of the pricing process
itself. In this respect it is on a different footing from the other three factors of
production. For they are identifiable as commodity groups, quite apart from
their status as prerequisites of production or as sources of income, whereas to
treat enterprise as a commodity is no more than an analytical device. Here once

more we must beware of forcing the phenomena of value into a Procrustean
framework of theoretical symmetry.
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and if we prefer we can regard as his “‘income’ the concrete
wealth of which he thus gains possession. Finally, this wealth
is itself desired by him because of the enjoyments it can yield;
so that behind the flow of income goods there lies a flow of
satisfactions or utilities. We can thus distinguish (1) money
incomes; (2) commodity incomes; (3) subjective or ““psychic”’
incomes.*

These three concepts are not quite so simple as they at first
sight seem. Let us look at them more closely.

(1) Money incomes, we have seen, are generally thought of
as representing incomes which are paid to the income
receivers in the form of money—i.e. media of exchange. But
even in a fully developed monetary economy a not incon-
siderable part of some people’s total incomes is paid ‘‘in
kind’—e.g. in the form of free board and lodging or of privi-
leges and perquisites. Are we to say, then, that the ““money”
incomes of such people are lower than their “‘commodity”
incomes? Formally this would no doubt be perfectly accurate.
But for most purposes it is not particularly helpful. For if we
are interested in income from the point of view of the analysis
of value, the contrast between payments in money and pay-
ments in kind cannot be of vital importance. What concerns
us is theftotal wealth or purchasing power which a given income
represents—the amount of commodities which it enables its
receiver to acquire and consume. And this being so we shall
probably want to express ‘‘in money terms’ even those
income goods which come to him without the intervention of
the medium of exchange. Once this has been done we can
describe his whole income as a “money income’; but the
phrase will now refer, not to the actual money payments
he receives, but to the total wealth accruing to him as
measured and expressed in terms of the standard of value. The word
“money’’ has come to denote units of value, not pieces of
exchange media.2

! Tt is common in English to contrast “nominal” (i.e. money) incomes with
“real” incomes. But this is liable to be misleading. For not merely is the term
“‘money income” itself ambiguous (as we shall see in a moment) ; but commodity
income is ‘‘real’”’ as compared with money income, while subjective income 1s
(in a rather different sense) “real” as compared with commodity income. (Cf.
on this Robbins, Nature and Significance, p. 63 n.). The term “psychic income” is
due to Fetter (Principles, p. 27, etc.). )

2 On this abstract meaning of “money” see Chapter IX above, especially

PP- 144-6.












;‘5( ECONOMIC THOUGHT AND LANGUAGE

In principle the concept of “‘pure income” so defined is
perfectly clear and unambiguous; though of course it may be
a matter of considerable difficulty in any given case to decide
upon the precise amount which must be deducted from gross
revenues in order to “keep capital intact’.! Let us note,
however, that it is as such simply a matter of definition. We
are entitled at any time to think of income in “‘gross’ rather
than in “‘net” terms if it suits our purposes better to do so.
Thus an owner of land with valuable mineral deposits may
count the total revenue which he draws from it as freely dis-
posable income, even though it is an income which will come
to an end when the deposits are exhausted. Net property
incomes are, in fact, perpetual while gross property incomes
are evanescent.? But so long as we are aware of the distinction
between them no harm need come from using the word in
whichever sense is more appropriate to the subject under dis-
cussion.

What, then, of incomes other than those derived from the
leasing of material property? So far as interest on loans and
other “‘pure’ capital claims is concerned no problem arises.
When I possess a claim against a person for (say) £1000 the
interest he pays me is evidently a net income; for the duty of
making allowances for depreciation, etc., is one which falls
upon my debtor, not upon me.? In the case of incomes from
labour, on the other hand, a serious difficulty arises. In the
first place, 1t is clear that of the total payments made to a
worker a certain amount may have to be used in covering
the “necessary expenses’ which his work entails. Thus, if he
is an intellectual or professional worker he must buy books
or technical journals in order to keep himself abreast with
current work in his subject; in other cases the nature of his
work may be such as to require special clothes or personal
equipment; he may be burdened with substantial travelling
or entertainment costs; and so on. Expenditure of this
type must evidently be deducted from his total wages
before we can know what is his “net” income.4 But this is

I See on these matters the well-known discussions in Pigou, Economics of
Welfare, part i, chap. iv, Stationary States, chap. v. §§ 5-6. In a progressive com-
munity an allowance for obsolescence will have to be included along with
those for repairs and depreciation. But the principle is in all cases the same;
to accumulate a fund sufficient to maintain the value of the capital intact.

2 Marshall, Principles, p. 81. 3 See Supplementary Note 27, p. 397.

4 Cf.onall thisChapter XIV, p. 247, and alsobelow, Chapter XVII, pp. 360-61.
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concepts which were discussed in Chapter VI*—cost, namely,
in the sense of the payments necessary to make production
physically possible; for these payments are, precisely, the
allowances which have to be made for maintaining intact the
value of the community’s capital and personal resources, and
what is left after they have been covered is a “‘surplus”—i.e.
a net income. Finally, what 1s perhaps of most immediate
relevance here, it draws attention to the fact, which might
otherwise be overlooked, that the normal use of the word
“income” involves a sharp discrimination as between wages
on the one hand and rent and interest on the other. In the
former case it is regularly used of gross returns (except when
deductions are made for the—relatively insignificant—‘‘inci-
dental expenses” of labour); in the latter case it usually if not
invariably stands for net returns after provision has been made
for keeping capital values intact. There is of course excellent
ground for this discrimination so far as value theory is con-
cerned. But we must recognise that it exists if we are to avoid
confusion in the application of economic analysis to the wider
problems of policy and welfare.2

4. Let us turn now to the relations between income and its
opposite, “outgo’’. The conversion of money income (in the
narrower sense) into commodity income involves money outgo,
or expenditure. Correspondingly, the conversion of commodity
income into subjective income involves commodity outgo, or
consumption. If the income receiver spends as much as he
earns, then money income and outgo are equal; if he consumes
at once as much as he buys, then commodity income and com-
modity outgo are equal; and if] in addition, he buys nothing
but consumption goods then his money outgo (and income)
will be equal in value to his commodity income (and outgo).?

allowances in respect of wear and tear of machinery, etc.—namely, that they
represent “necessary expenses’ for the maintenance of the community’s capital
and the production of taxable wealth.

! Above, pp. 99-101. 2 See Supplementary Note 28, p. 397.

3 The uncouth term “outgo’ has been used here in order to emphasisc the
parallelism, such as it is, between the (money) income-expenditure contrast and
the (commodity) income-consumption contrast. (Cf. Fisher, Capital and Income,
chap. viii, etc.) It might be thought that for completeness we should recognise
a third level of outgo, subjective or “psychic’ outgo, as the correlative of sub-
jective income. But this could only mean the real disutilities inherent in con-
tributing to economic production; and its relation to the utilities of consumption
is different in kind from those between the other two pairs of opposites—if only
because, accidents and mistakes apart, the former must be smaller than the latter.






340 ECONOMIC THOUGHT AND LANGUAGE

individual’s money holdings, whether undertaken for good
reasons or bad.!

/6. The words ‘“‘saving” and “‘investment” are much more
controversial. Broadly speaking, we mean by the former the
accumulation of resources for future use and consumption,
and by the latter the conversion of resources from a relatively
“liquid” to a relatively non-liquid form.2 In the first instance
both words have a monetary reference. Thus an individual
is thought of as “saving’ whose income is £500 a year while
his expenditure on immediate consumption goods is only
£400 a year—the presumption being that the remaining
£ 100 is either lent to some other person or else is accumulated
in money form with a view to future use. So understood it is
essentially different from hoarding, which implies the accumu-
lation of money for its own sake. But it may express itself in
hoarding, if it involves a temporary increase in monetary
stocks before these are devoted to the purposes for which they
are intended.? Again, it is not the same as ‘“‘waiting’’ as that
term was understood in Chapter XIV.# For we should regard
our individual as ‘“‘waiting”’—but not as saving—if he devoted
his extra £100 to the purchase of long-lived consumption

! In the old days hoarders tended to be identified with misers, who in their
turn were thought of as monstrosities whose activities fell rather within the scope
of psychopathology than of economics. And this point of view still persists in
some quarters. (See for example Taussig, Principles, vol. 1, pp. 233-4; Robbins,
Nature and Significance, p. 31.) But recent developments in the theory of money,
showing as they do that money has a utility of its own (if of a rather peculiar
kind) and that this utility may differ for different people—or for the same person
at different times—have cleared the way to a less one-sided treatment of hoard-
ing and miserliness. (Cf. p. 295 and n.).

Two further points should be noted here. (1) In so far as money is hoarded
it represents a direct-use consumption good and as such belongs to its owner’s
material income no less than any other long-lived consumption good. (See, how-
ever, p. 274 n.). (2) Where an increase in an individual’s money holdings is due
to a change in his general economic conditions (e.g. to a rise in his total income)
it would probably not be regarded as a case of hoarding. And there may there-
fore be considerable difficulty in defining the amount of hoarding which in any
given case has taken place. But we need not concern ourselves with this com-
plication.

2 On “‘saving” see Cannan, Economic Scares, p. 43. The concept of liquidity
was examined in Chapter XIV, pp. 270-75 above.

3 The distinction here is really twofold. (z) Savings need not be accumulated
in money form, since they may be promptly invested; (6) “Saving” implies that
if an accumulation of money does take place, this is with a view to its expendi-
ture at some more or less definite future date; whereas “hoarding” either carries
no implication whatever as to the purpose of the increase in monetary holdings,
or else it suggests that the intention is simply to enjoy the possession of these
stocks for their own sake.

4 See (in particular) pp. 234-7 above.
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Crusoe may save food for the sake of future idleness—i.e.
without any subsequent investment. And he may construct
his house or boat without saving by dividing his time each
day between building and the supplying of that day’s current
consumption needs.!

It is worth adding that both terms are subject to the ex-
tended form of the “ing and ed” ambiguity which we
encountered in the discussion of production and consump-
tion.2 That is to say, ‘“‘saving’’ may refer to (a) the process of
saving; (b) the result of saving, i.e. the resources saved; and
(¢) the amount of these resources. And “investment’ may refer
to (a) the process of investing; () the result of this process,
i.e. the capital claims or equipment in which it issues; and
(c) the amount of this capital. In the second of these three
references the words are closely associated with the various
meanings of ‘“‘capital”’; for savings are capital purchasing
power and investments are either capital claims or capital
equipment. The third reference is one which has acquired an
enormous importance in recent years, and which has given
rise to various ‘‘special’ definitions of the terms. For the
understanding of the trade cycle what matters is the volume of
funds available as capital purchasing power, and the amounis
of that purchasing power which are in fact used for the acqui-
sition of equipment and/or claims. And it is not surprising
that as economists’ views alter and develop on these matters
they should find themselves readjusting their definitions and
expanding or contracting the scope and content of their terms,
so as to make these as helpful as possible in their discussions.
Nor is it surprising that different writers should adopt
mutually inconsistent definitions, in so far as they take dif-
ferent views of the phenomena with which they are dealing.
We need not discuss these ‘‘special” meanings of savings
and investment here; for an examination of them is of the
stuff of economic analysis itself and has no place in a pre-
liminary work like the present.

8. We are left, then, with “accumulation’. This is a term
which can be dismissed almost without discussion—not, how-
ever, because (like ‘‘hoarding’) it is comparatively un-

I See Supplementary Note 29, p. 398.

2 See Chapters I, pp. 19-20, XI, pp. 175-6. What follows can also be applied,
mutatis mutandis, to “‘hoarding’’ and ‘‘accumulation’~—as also to the opposites of
all four of the terms here under discussion.
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accordance with various considerations of justice and national
welfare, with the result of making it quite other than a pure
analysis of the values of factors of production would lead one
to expect. The two enquiries are distinct, then, in substance
and in fact; and nothing but harm can come from supposing
that because they are closely related they can therefore be
taken as, for practical purposes, identical.!

2.  Now the earlier theories of distribution were essentially
of the ‘“‘personal”, or ‘‘social”, rather than of the “factor”
type. What interested the classical economists was the explana-
tion of the level of incomes. As we have seen, they distinguished
three main economic classes—labourers, landlords, and em-
ployer-capitalists or manufacturers—which between them
were held to cover the whole community, at any rate so far as
economic analysis was concerned. The income of each class
was then examined with a view to discovering the principles
which determined its amount, both absolutely and relatively
to the incomes of the other two. Thus, wages were explained
in terms of a fixed wages fund or of a tendency towards the
subsistence level, rent was held to be a surplus on unusually
fertile or convenient land, and profit was regarded either as
a kind of wages or else more simply as absorbing whatever
was left over after the other incomes had been paid. And it
was believed, not merely that an adequate account of the
distribution of the national dividend might be achieved along
these lines—with, of course, various elaborations and refine-
ments—but that once such an account had been given the
work of distribution theory was complete.

This is not to say, indeed, that the earlier writers entirely
neglected the “value’ side of the problem. Their explanation
of the forces determining the level of incomes was closely
relevant, as they were fully aware, to their analysis of com-
modity values; for the cost of production theory of value is
obviously empty and meaningless if it does not include some
explanation of how the market prices of productive resources
are determined. Not merely this, but the classical economaists
themselves took the view that the best way of solving the
problem ‘of personal distribution was to relate the income a
man received to the amount of the resources he offered for use
in production. And they therefore discussed property incomes

I See Supplementary Note 30, p. 399.
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“supplied” by the labourers themselves and ““demanded’ by
their employers, the entrepreneurs; the demand for labour
was analysed in accordance with the principle of diminishing
utility (the “utility”’ of a unit of labour being its ability to
yield a valuable product); and the principle of substitution
was used to establish that the value of every unit of labour
must be that of the marginal unit.! In short, the earlier
“personal’ approach to the problem of labour incomes was
replaced by a “‘value’ approach. Wages came to be thought
of, not as an income but as a price.

Nor was this by any means all. For it was soon seen that the
usefulness of the marginal productivity analysis extended far
beyond the mere establishment of a law of wages. On the one
hand, it could be applied to factors of production other than
labour; for if wages tend to equal the marginal productivity
of labour, then by parity of reasoning rent and interest must
tend to equal the marginal productivity of the capital re-
sources which yield them.2 And on the other hand, in so far
as units of labour (or of capital or land) are not fully sub-
stitutable for one another, tending tofall into ‘‘non-competing
groups”, then the price of each such group can be ascribed
to its marginal productivity. In this way, the same type of
explanation can be offered of, for example, the professor’s
L1000 and the company director’s £10,000 per annum as of
the agricultural labourer’s 30s. per week. For if there is little
or no free movement between one kind of occupation and
another, then the labour appropriate to each falls into two
separate factor classes; and it is with factor classes, rather
than with factor “‘groups’ in the old sense, that the marginal
productivity theory is now concerned.?

In this way the concept of marginal productivity has trans-
formed the whole scope and spirit of the theory of distribution.
From being semi-political it has become narrowly econo-

t Clark, Distribution, chap. vii (n.b. p. go: “we will adopt the mercantile con-
ception of labour, as a thing to be sold in the market”); Essentials, chap. viii.

2 Cf. Wicksell, Lectures, vol. 1, p. 132: “‘between rent and wages there is a prac-
tically complete parallelism’’.

3 See on this last point the discussions in Chapter XTI, particularly pp. 202-5,
211-14. Thecreditfor this extension of the marginal productivity analysis to cover
all factor classes must be shared between Wicksteed and Wicksell, the former of
whom first made the attempt to work out a systematic theory of distribution
based upon it (in his Essay on Co-ordination, 1894), while the latter was the first to

offer a satisfactory and intelligible solution of the problem of synthesis which
such an attempt involved. See on this Hicks, Wages, pp. 233 fI.
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7. From this it follows, moreover, that the newer theory
of distribution, like the newer theory of commodity value, is
essentially positive, not normative, in its assertions. It makes
no claim to establish that if any factor class is paid according
to its marginal productivity it is therefore getting its “fair
share” of the national dividend, or is drawing out of the pro-
ductive process exactly what it has put into it. On this point
it has been frequently misunderstood-—and that, not merely
by its critics but also by some of its exponents themselves.
The source of trouble here has been twofold. In the first place,
the idea of marginal productivity itself has been supposed
to depend upon the assumption that one can identify and
measure the share of the total product of industry for which
a given factor of production (e.g. labour) has been responsible.
If this were indeed so, then the theory must fall to the ground.
For it is of the essence of modern industrial methods of pro-
duction that they are co-operative—that they owe their
efficiency to the fact that they rest upon the division of labour
and the specialisation which is thereby made possible. And
we are no more in a position to identify that part of the total
product which is due to any one participating agent than, for
example, to decide how much of the beauty of a Beethoven
symphony is due to the violins and how much to the trumpets
or the flutes. Fortunately, however, this objection rests upon
a misunderstanding of what the doctrine states. All we mean
by the marginal product of a given factor class is the difference
made to the total product by the addition {(or subtraction) of
a small quantity of that factor class, the amounts of all other
factor classes in use remaining unchanged. And to say that the
value of the factor in question tends to equal the value of its
marginal product, as so defined, implies nothing whatever as
to the amount which it as a whole has contributed to the pro-

theory of distribution is concerned with matters of social policy. Both parts of
this statement are true if ‘“production’ is used in its technical, and ‘‘distribu-
tion” is used in its personal-social reference. But they are not true as the words
are now to be understood.

Veblen, it may be noted, constantly protested against making the theory of
production into a theory of “acquisition’ as he called it (see, e.g., his “Precon-
ceptions”’, pp. 135 ff., “Marginal Utility”, p. 231, etc.). But this was simply
because he was not himself much interested in value theory, whereas he was
interested in the mutual interactions of technological changes and economic
institutions. His whole work serves as a reminder—if reminder be needed—that
there are matters outside the theory of value which economists may find worthy
of investigation.
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system of immutable laws. It shows how under given con-
ditions the process of attaching value to productive resources
works: it cannot show either that these conditions are inevit-
able, or that they are good or bad.

9. This, then, represents in the broadest possible outline
the present position of distribution theory. But no economist
would claim that that theory is as yet complete, even as a
purely academic structure or framework. It has the defects of
its qualities. Being simple and self-consistent it is abstract and
impersonal. It stops short of those investigations of concrete
economic and social problems with which the name of “dis-
tribution” was formerly associated, without in the least ren-
dering such investigations unimportant or otiose. And the
“purer”” the theory we succeed in building up the more
essential it is that we should not suppose economics to have
done its task when it has enunciated the laws of value.!
Moreover, it can be argued that in the form in which it is
commonly expounded at the present day it is guilty of sins
both of commission and of omission; that its postulates are
unduly rigid and narrow, and that it is still ko some extent
distorted by modes of thought and language which are
appropriate to an earlier, more concrete type of doctrine. We
cannot do justice to these matters here. But it may be worth
while to devote a few pages to noticing some of the main lines
along which there is room for progress.2

10. In the first place, the word “productivity’’ itself is not
without implications which are irrelevant for pure value
theory. The analysis in terms of marginal productivity, we
have seen, is in essence simply the application of marginal
utility to the particular case of productive resources. Now the
utility of productive resources can be regarded in either of
two ways, according as we mean by ‘“utility” the capacity
to yield satisfactions or the capacity to arouse desire or de-

1 See on this the concluding remarks in the next chapter (pp. 374-5 below),
and cf. also Chapter II above, pp. 39-41.

2 The discussion which occupies the remainder of this chapter is necessarily
somewhat controversial. I have felt compelled to incorporate it in this work,
both because it takes up a number of points which have been left outstanding
from previous chapters and also because it may help to indicate some of the
positive conclusions to which the argument of the book as a whole points. But
what I say in it is to be taken merely as the expression of my personal views: I
do not imagine myself to have proved that they are true, or even important.
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distribution would be brought more completely into line with
the accepted treatment of commodity value if factors of pro-
duction were analysed—at any rate in the first instance—
in terms not of their marginal productivity (as that word is
ordinarily understood), but of their marginal utilify to the
entrepreneurs who buy them. The problem of what determines
the entrepreneurs’ demand schedules can then be dealt with
in its proper place—the theory of profit.!

Such a treatment, moreover, will not merely help to unify
value theory as a whole; it will also simplify and broaden the
account given of the problem of distribution itself. The pro-
position that the value of a factor of production tends to equal
the value of its marginal product is only valid on the familiar
assumption that entrepreneurs are in perfect competition
with one another in the commodity markets. On this assump-
tion the value of any given product will not be appreciably
affected by the production and sales policy of any one entre-
preneur by himself. Each entrepreneur,/in other words, can
take the market price of his product as given; and it follows
that if he increases the scale of his output his total receipts will
rise by precisely the selling value of the extra units he brings
to market. Under these circumstances the marginal utility of
a factor of production to him—that is to say, the amount by
which the employment of an extra unit of that factor will
increase his total receipts—will be quantitatively equal to
the value of the product for which that unit is responsible.
Suppose, however—as is only too likely in the real world—
that competition among entrepreneurs is nof pure; that an
increase in the output of any one firm will tend to lower the
selling price of its particular products. Marginal productivity
and marginal utility will now no longer coincide. The former,
as before, is measured in terms of the extra product due to
a small increase in the amount of any particular factor class
employed. But the marginal utility of that factor class must be
less than the value of this extra product; since gross receipts
will be adversely affected by the fall in price which an increase
in output must bring about. Moreover, of the two it is the
latter which will determine the demand for the factor of pro-

! Cf. on this above, Chapter VII, pp. 112-13, XI, p. 185. The significance
of the argument for the theory of profit itself will be touched upon in a later
section of this chapter (pp. 367-9).
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11. The same reasoning applies, mulalts mutandis, in the
case of the factor markets themselves. The value of a factor of
production will not tend to equal the value of its marginal
product unless entrepreneurs are in pure competition with
one another as buyers, no less than as sellers. If this condition
is not realised, then the decision of any one entrepreneur to
increase the amount of a particular factor class in his employ-
ment will tend to raise the buying price of that class and so
to increase his costs of production; and he will only find such
an increase economically desirable if the value of the extra
product 'thereby secured is sufficiently above the price he
must pay for the extra factor units to offset the rise in the cost
of the factor class as a whole. Here again marginal utility
diverges from, and is less than, marginal productivity. This
particular situation represents the case of imperfect, or mono-
polistic, competition in the factor markets. It is perhaps of less
practical importance than the case of imperfect competition
in the commodity markets, and it has certainly received very
much less attention at the hands of students of economic
theory.? But we must recognise it as at least a possibility—
and as one which so far as it goes still further limits the range
of validity of the marginal productivity theory in its narrowest
form.

And this raises a wider and more fundamental issue. We
saw in an earlier chapter that the concept of a factor of pro-
duction itself must be regarded as a vestigial element in
present-day value theory; that of the four orthodox factor
groups only one, capital, has any pretension to be regarded
as a commodity “class’ in the strict sense, and that it is not
possible to do much in the way of constructing a better classi-
fication to take its place. Factor classes, in fact, like commodity
classes, are at best postulates, or tools of analysis. They enable
us to treat the problem of value determination in simple and
precise terms. But they cannot yield finally accurate results
in a world in which commodity units (and factor units) in
general fail to group themselves in perfect economic classes.
In such a world all that we are in strictness entitled to say
1s that one commodity unit is more or less substitutable for

! Cf. Chapter XII above, p. 216 and n. A verbal purist who wished to do
equal honour to Professor Chamberlin and to Mrs Robinson would probably
describe it as an example of ‘““monopsonistic’’ competition.
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of a particular factor class of production, others hold that it
is simply a market revenue, derived from superior bargaining
power or quasi-monopolistic advantages. The view we take on
these issues will in the first instance depend on our conception
of enterprise; and we have already surveyed the main ways
in which that term may be interpreted and the difficulties to
which it gives rise. It remains here to notice the consequences
of our decisions as to the meaning of “profit” upon the rela-
tions between it and the other main forms of income.!

Let us begin by observing that so long as we believe that
we can obtain best results by treating enterprise as a factor
of production, we shall almost automatically think of the
income of the entrepreneur as being distinct from and inde-
pendent of the incomes flowing to the other factor groups.
No income can be profit, we shall hold, which has already
been identified as wages, rent, or interest. And our first
problem will therefore be that of isolating profit from these
other forms of income. Much of what the industrial entre-
preneur contributes to economic production can be treated
under other categories than that of “enterprise”. Directing
a business usually involves application and industry on the
part of the director, at any rate if he is to make sure of arriving
at wise decisions as to the business policy he is to pursue; not
merely that, but the controller of policy can rarely avoid
playing some part—not necessarily a very great part—in the
day-to-day management of his firm’s productive activities.
Again, the bearing of risks and uncertainties can scarcely be
separated from the pledging of capital resources of some kind
on the part of the uncertainty bearer. Anybody, then, who
is an entrepreneur must also be to some extent a labourer
and to some extent a capitalist. It follows that of his total
receipts part must be counted as wages and part as interest or
rent: and it is only after deducting these that we arrive at the
reward which he receives ‘‘qua entrepreneur’. This residue
alone represents (pure) “profit”. Our next task will then be
to discover what determines the size of his profit, so under-
stood, and to decide what the precise function is in virtue of
which he earns it.

I The following pages should be read in conjunction with what was said
about profit in Chapter XV. I am sorry that the exigencies of my argument
should have made it necessary to separate the two discussions.
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level at which it is just sufficient to cover ordinary costs of
production. In other words, given free and perfect competi-
tion, profits will tend to disappear because it will not be
possible to maintain prices for long above the no-profit level.
What, then, if competition is either imperfect or absent? The
progressive entrepreneur may now hope to increase his
revenue permanently as a result of his new project. He will,
in fact, come to enjoy a monopoly income, and there is in
principle no reason why that income should ever vanish or
even decrease. Even here, however, we can detect a tendency
for profit to fall to zero, though in a very different sense
from that just envisaged. The monopoly revenue, once it
has become established and is recognised as permanent, will
naturally be thought of as a kind of rent or interest; for it will
be capable of being treated as a property income from the
(enhanced) capital value of the enterprise. What will tend to
disappear is, not the extra income receipts of the entrepreneur
but the use of the name “‘profit” to describe these receipts.
What is reckoned as a profit at first—viz. when the project is
new and people are still thinking in terms of the uncertainty
which is bound up with initiating it and carrying it through
—comes to be counted as something other than profit once
the new position is stabilised.

In this way, moreover, we reach a simple answer to a
question on which economists have not always been explicit
or clear—the question of the relationship between the four
accepted income groups and revenues derived from mono-
polies. The income of a monopolist may be ¢ither of the nature
of a rent or of the nature of a profit. But this does not mean
that there are two kinds of monopoly revenue; merely that
there are two possible ways in which monopoly revenue may
be regarded. Itis a profit when we are thinking of the activities
which led up to the creation of the monopoly position—activi-
ties which are evidently speculative or “entrepreneurial’ in
character: it is a rent when we relate it to the monopoly
itself conceived of as a form of property or capital claim.

The same reasoning applies also in a still further way. A
llabourer who leaves the district or industry in which he has
hitherto been employed because he hopes to obtain higher
wages elsewhere is to that extent an entrepreneur; for he is
initiating an adjustment, presumably a desirable one, in the
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as “profit’’ then it is something which is not regular or certain,
which cannot be correlated with units of time than with
quantities of labour or capital—which is, in fact, only to be
called an “income” if that word is understood to cover all
consumption of wealth, whatever its source and on whatever
terms 1t is obtained.

And this point helps to explain further the process (with
which we were concerned in the preceding paragraphs)
whereby profit is “converted’ into rent or interest. Suppose
that by a particular coup an entrepreneur succeeds in raising
his total income by (say) £1000 per annum. That, we have
seen, will shew itself in a rise in the capital value of his business
resources, and the extra income will be thought of as interest
on that increased capital. We can therefore obtain a measure
of the actual success of the coup by capitalising the increment
of income at current interest rates—we shall then say that the
profit he has gained is, not £1000 per annum, but £20,000
(or whatever the present capital value of £1000 per annum
may happen to be). What this means is that the tendency for
profits to be converted into rents depends upon the decision
of the profit receiver not to consume his gains all at once. If
he does not make this decision—and he probably will not if
he is, for example, a small-scale speculator, living from hand
to mouth on his current gains—then his revenues, though, as
we have just seen, they may come to be thought of as a flow
of wages on his diligence, or rent on his abilities, will not
shew any tendency to fall into the category of interest on his
capital resources. In all such cases the principle is the same:
any payments which can be treated as an income flow are to
that extent not profit but something other than profit.

(4) Finally, let us note that the treatment of distribution
itself is enormously simplified if we abandon the attempt to
treatienterprise as a factor of production and profit as its price
or reward. The view of profit here developed makes it easy
for us to analyse factor values in terms of their marginal
utility to the entrepreneur, and so helps towards the unifica-
tion of the whole structure of value theory. It short-circuits
the adding-up problem, at any rate so far as the framework
of pure value theory is concerned; since we need not now
have any anxiety lest the sum of factor rewards be greater or
less than the total receipts be from which these rewards are
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which is only valid under the most rigid assumptions of
static equilibrium—while the latter are not laws but simply
states of affairs. So, too, many widely used distinctions and
classifications have turned out to rest on physical or social
considerations which are not germane to the strictly economic
issue; such, for example, is the classification of means of pro-
duction according as they do, or do not, lose their physical
identity in the course of the productive process, or the contrast
between labourers and landlords on the ground that the
former are productive and the latter unproductive. Here once
more our work has been negative and even destructive: the
work of a scavenger rather than of an engineer or a builder.
But for all its tediousness it may have been worth under-
taking if it assists in promoting the healthy growth of eco-
nomic knowledge.

3. This is not all, however. For our operations have some-
times seemed to yield results of positive and substantial sig-
nificance for economic theory. The problem of profit and the
relations between rent and interest are perhaps cases in point.
The analysis of the terms ‘‘factor of production” and “enter-
prise” had the effect of depriving the current treatment of
profit—as an income class of the same general type as wages,
rent, and interest—of much of its prima facie plausibility, and
so opened the way to an alternative approach which, while
it may not prove ultimately satisfactory, is at least worthy
of closer attention than it has so far received. Similarly,
the analysis of “capital” led incidentally to certain rather
disquieting conclusions with regard to rent and interest,
suggesting as it did that economists are at the moment over-
confident of the compatibility and completeness of the ac-
counts they offer of these two income types. Another illustra-
tion of the same nature is to be found in the chapter on
Money. It appeared there that the angle from which until
recently the theory of money has been regularly approached
depends for its attractiveness on the failure to realise in how
large a variety of senses the word “money” is used, and that
the exposition of the forces determining the value of money
can be both simplified and brought into closer harmony with
the accepted account of value theory in general if sufficient
care is taken at the outset to determine what the thing is
whose exchange relations are under discussion.
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theories of production and consumption have been relegated
to a subordinate and ancillary position in the structure of
'economic thought if they have not been eliminated entirely;
the problem of money has become merely one particular case
of the problem of scarcity as a whole; and even the science of
Public Finance is showing signs of submitting to treatment
under the general category of pure value analysis.! In all
these and other ways not merely the content but the whole
scope and significance of economic theory have been altered.
And the repercussions of the new developments upon eco-
nomic terminology have been the main theme of the present
book.
4. It is important that we should realise these develop-
ments: it is still more important that we should not misunder-
stand their significance. The main principles of value theory
have been consolidated and concentrated; but this does not
mean that economics as a whole is now narrower in range
than before the advent of indifference curves and marginal
productivity. The problem of value continues, as before, to
be the inner fortress of economic studies, nor is it likely to be
seriously shaken by the recurrent assaults made upon it in
the name of institutionalism, quantitative economics, the
historical method, or economic realism. But the more strictly
it confines itself within its defences the larger must be the area
of economic investigation which lies outside it. We need not
describe these extra-mural subjects in detail. Some of them
fall into the category of what we may call “applied value
theory”; that is to say, they make use of the general con-
clusions of pure value analysis in connection with specific
problems (such as the problem of capital) but introduce an
admixture of inductive or factual material. Others are con-
cerned with problems of economic welfare—with the relation
between the interests of the community as a whole and the
interests of its individual members and its economic groups or
classes. Still others are not so much theoretical as practical;
I On this last point see (for example) Benham, *“De Viti De Marco”. It seems

likely that the next few years will witness a fundamental change in the accepted
approach to Public Finance in this country.

On the relation of the theory of money to that of value, cf. Hayek, Prices and
Production, p. 110. The difference between Hayek’s view and that suggested here
18 due to a difference in the interpretation of the phrase ‘“monetary theory”.
Hayek uses it, in effect, to denote the study of trade cycles. (Cf. Supplementary

Note 8, p. 381.)
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then it too is not properly called a “law’; (3) the objection to the
use of “law” as a description of diminishing returns, etc., is not
that they cannot be formulated in universally valid judgments
but that they cannot be formulated as judgments at all. The point
is in the end, no doubt, a “‘purely verbal one”, as Professor Pigou
says. But it seems a pity that economists who lay stress upon
convincing their pupils that economic laws are in the indicative,
and not in the imperative mood, should then proceed to confusc
these same pupils by talking of industries which “obey” the laws
of diminishing (or increasing, or constant) returns.

We are not, of course, concerned here with the precise content
of the concepts of diminishing and increasing returns or with
their relationship to one another. On this see (for example) Clark,
Overhead Costs, chap. iv. (Cf. also on the usefulness of these tools
of economic analysis, Clapham, “Empty Economic Boxes”.)

3. (to p. 124.) Free goods.

The concept of a free good is not nearly so simple—nor,
fortunately, so important—as is often supposed. (1) It is usually
applied to commodities as a whole, rather than to individual
commodity units; thus we shall not be tempted to call a particular
plece of land a free good merely because it happens to yield a
zero rent—though land as a whole would be a free good if no
unit of it yielded rent. But the plausibility of this distinction rests
on the assumption that commodity units can be grouped into
clearly defined classes. If they cannot (see pp. 129-31, 133) then it
is not easy to exclude from free goods any transferable and ap-
propriable thing which has utility but no exchange value. (2) The
commonest illustrations of free goods are water and air. But in
what sense is water as a whole free? In a modern town the user of
water has to incur the cost of installing a complicated system of
pipes, taps, etc., in his house, and has in addition to pay a water
rate to the local authorities. Once he has covered, or has con-
tracted to cover, these charges he may consume any quantity of
water he chooses (with certain notorious limitations in case of
drought, frost, etc.). That is to say, the cost of water to him is
essentially an overhead cost and does not vary with the amount
consumed; wherefore its marginal utility is likely to fall to zero.
But if this be the test of a free good, then all sorts of things are free
goods which are never given the name in fact—food in a restaurant
once one has contracted to pay a fixed sum for an “all-in”> meal,
railway journeys to a season ticket holder, and so on. Free goods
are now, in fact, merely a limiting case of the “die and medals”
type of commodity (Robinson, Imperfect Competition, pp. $8-9).
(3) Air is “free” only in the sense that as such it has no exchange
value. People may, and constantly do, pay for the opportunity of
consuming it—e.g. when they build windows in their houses or
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reference to Hume: “On the sole occasion, Sir, on which I entered
into the intimacy of a familiar conversation with that notorious
Sceptic, hzs contribution to the mutual conviviality was to produce
a drawing, so unutterably gross in its conception as to merit a
murmur of disapprobation even within the walls of a brothel”.
What, precisely does this mean? Did Hume take a pencil and a
piece of paper and generate or create the picture which so offended
Dr. Johnson; or did he merely pull an already completed picture
from his pocket and furnish or gffer it for Dr. Johnson'’s inspection?
The latter interpretation is perhaps the more plausible of the two.
Similarly, when a car-driver is stopped by a policeman and
invited to “produce” his driving licence he will not be misled into
supposing that he must then and there make or forge a licence.
In both these cases the word has nothing to do with technical
or industrial processes; “to produce’” means simply “to show” or
perhaps more generally “to supply”.|(Dr. Broad, from whose
Scientific Thought, p. 523, 1 have filched the quotation from
Dr. Johnson, identifies “producing in this second sense with
selecting. But I do not believe the word ever means this in ordinary
life.)

Two further remarks may be appended. (1) Neither of the two
popular senses of ““produce” coincides with its “‘economic’ mean-
ing. The latter lies behind supply (as is shewn in § 7, pp. 184-5);
but it is not identical with it. (2) If production is understood in its
revised popular sense, then “cost of production” from denoting
the (embodied) cost of making a thing comes to stand for the
(displacement) cost of supplying it—i.e. for its supply price.
Happily the phrase is never used in this sense, so far as I know.

11. (to p. 186.) Landlords as “‘producers™.

Incalculable harm has been done to the development of
economic theory by the confusion here discussed. In particular,
the theory of rent which dominated economic thought during the
whole of the nineteenth century and which still survives in most
elementary textbooks in this country, depends upon it. Landlords
are assumed by it to be in a completely different economic cate-
gory from labourers (and capitalists) and the value of their
resources is supposed to be subject to peculiar and special laws.
It is only within the last few decades that the tangles into which
the Ricardian rent doctrine led economists have begun to be
straightened out. And we are by no means clear of them yet. Why
should it be imagined that it will be a matter of indifference to
landlords whether their land is used for productive purposes or
not, so that any rent they receive for it is a pure and costless
bonus? Will they not prefer, other things being equal, to use it
themselves, in the form of parks or gardens—just as a labourer
will prefer, other things being equal, to devote his time and
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economic point of view transport is simply one particular kind of
production.

(3) The same word, “land”, applies to the field, both as it was
before men started to make use of it and as it is now; whereas the
word “‘iron” is not (in general) used as the name of the things into
which iron ore is converted. Again, we do not talk of “manu-
facturing” or even of “producing” fields, but merely of “pre-
paring” them. But this is a purely verbal distinction.

(4) The English legal system makes a sharp distinction between
“real” and ‘“‘personal’ property. But (a) this is not the same dis-
tinction as that between “land” and “capital goods”, since (for
example) houses are ‘‘real” property without being “land”; (6)
the legal contrast, though doubtless connected with the Roman
division between “immobile” and “mobile” wealth, is primarily
a legacy of the feudal system and is not of any necessary judicial—
much less economic—importance.

Finally it may be added that sometimes, no doubt, a piece of
virgin land may require no preliminary work before being ready
for productive use. So, too, sometimes a flint or stone may be found
which can be employed as a tool without being subjected to any
process of “manufacture’, however primitive. If the former is
“land” in the economic sense, so also is the latter.

13. (to p. 232.) “Land” and “‘rent”.

Any reader may be pardoned who is left with the feeling
that this chapter is both far more obscure and far less productive
of positive results than it has any right to be. The truth is that
economists have not as a whole clearly made up their minds what
to mean by “land”—much less, how important a part it should
play in their expositions of value theory. On the one hand, there
1s a tendency to identify it with property in general; on the other
is the desire to adhere to the line of analysis first struck out by
Ricardo and his contemporaries. And the meaning of “rent’ has
varied accordingly. I need not conceal my personal view that the
time has come to throw over the Ricardian schema once and for
all; that refining on it and adapting it merely adds complications
and obscurities to a subject that is in any case difficult enough.
But I obviously cannot defend this view here against any who
would seek to controvert it. And all that this chapter attempts to
do is to sort out the various meanings which “land” may bear, to
give them as much precision as they are capable of bearing, and
to indicate the kind of confusions to which they are liable to lead.
If I have not succeeded in this, at least I may hope to have shewn
that the word is not so simple and intelligible as at first sight
appears, and that if it is to be used at all as a technical term in
economics it requires more careful definition and elucidation
than as a rule it receives. A fully satisfactory discussion would
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landowner’s ‘““activity’”’ can be expressed by saying that he
“gives up’’ his material resources; but what the entrepreneur
buys is the use of these resources themselves. So, too, what a
labourer does is to exert himself in various ways, physical and
mental: but it is in strictness not his exertions or “labourings’ but
their result—viz. the various alterations effected in the materials
on which he works—which constitutes the factor class “labour”.
(We have already come across this distinction from a different
angle in the course of analysing the concept of a “unit’ of labour;
for “natural” units represent the obvious (if not very accurate)
way of measuring what are here called ““labourings”, the activity
of the labourer; whereas ‘“‘labour”, the factor class, must properly
speaking be measured in “efficiency’” units. Cf. also for the case
of the landowner Chapter XI, pp. 185-?). We can therefore say
that just as landowners and labourers /do certain things which
result in the factors of production land and labour, so the capitalist
does something (viz. ‘“‘waits’’) which results in the factor of pro-
duction capital.

(2) Notice further that “waiting’ is not connected exclusively
with “capital”’. When an entrepreneur rents a piece of land or
factory building, the owner or landlord, we have just seen, “‘gives
it up” for the duration of the lease. We might equally have said
that he “does without’ it or “lacks’ it. His activity, in fact, is
clearly a form of “waiting’”, and the contract between him and
the entrepreneur is no less clearly of the nature of a loan (cf.
Chapter VIII, p. 125 n.). And yet the productive elements which
he supplies fall on the face of it into the factor group land rather
than the factor group capital. This point raises the whole problem of
the relationship between capital (in its various meanings) and land.
We examine it in two later passages in Chapter XIV (pp. 278-8o,
308-10), where it is shewn that the distinction between the two
turns on whether the loan is, or is not, “liquid”’; land as a factor
of production stands always for (the use of) particular pieces of
wealth, capital for the use of, or control over, wealth in general.
But apart from this it is clear that we must not allow ourselves to
think of the activity of ‘““waiting’ as something peculiar to the
supplier of capital—unless, of course, capital is defined (as it some-
times is) to include “‘land”’.

(3) If the contrast between capital and land is that between the
lending of “liquid” and of ‘“‘specific’’ resources, then it is one
which can only be effectively drawn in a community which
possesses a recognised medium of exchange and store of liquid
purchasing power. In a barter economy all loans must be loans
of particular goods; and therefore “capital” as distinct from
“land” for practical purposes disappears. (See, however, p. 294).
This represents the main justification for calling capital in this
sense by the name of “capital purchasing power”, rather than
employing some more colourless phrase, such as “capital control”
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be capable of yielding direct enjoyment as a consumption good.
Or alternatively it must be capable of different “revenue’ uses
(as we may call them); that is to say, more than one person must
be anxious to have the use of it and willing to pay a rent for it.
Where these conditions are not realised—where the owner is not
in the least interested in keeping the land for his private enjoyment
and there is only one possible tenant—then any rent which the
latter in fact pays is simply a matter of charity (or of legal con-
vention) and is for the purposes of value analyses arbitrary and
irrational.

This argument does not apply, however, to things which, how-
ever specific in themselves, are the products of other things (except
to the extent that the elements which enter into their production
are also themselves wholly specific to the manufacture of this par-
ticular product). For the question then is, not whether they can
have a value once they exist, but whether they are worth pro-
ducing—at the cost of the other things which might have been
produced by the same productive elements in their stead. So that
the doctrine that only non-specific resources are the subject of
rational or economic choice does not, after all, represent any very
startling restriction of the range of value theory.

18. (to p. 278.) The three types of “‘loan”.

The difference between the first type of “loan’ and the second,
we have seen, rests in the question of ownership. But this is a matter
on which, in particular cases, doubt may well exist. From the purely
legal point of view, presumably, the matter can always be settled
by reference to the exact terms of the contract and/or to statutory
and court decisions as to contracts of the type in question. But so
far as the attitude of mind of the parties themselvesis concerned the
position is more obscure. For example, it is probable (as we have
seen) that a person will consider himself to be the owner of something
which he has bought, even though he has neither the intention nor
the means to pay for it, either in whole or in part, for some time
to come. On the other hand, if he adopts the hire-purchase method
of payment and begins to settle the debt immediately on receipt
of the thing bought, he will probably not regard himself as its
owner—quite rightly from the legal standpoint. But we need not
discuss such matters. The point here is that the line of division
between the first and the second kind of ‘“loan’ is not really a
question of economics but of law or psychology, and that eco-
nomists are not really interested in studying the sort of con-
siderations on which the classification must at bottom rest.
For economic purposes it is much more important to emphasise
the similarity between the two groups than their differences (sec
Pp. 292, 308-10).

On the other side, the second type of loan differs from the third
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20. (to p. 297.) Various “capital® confusions.

It will be worth while at this point to append notes on various
uses of ‘“‘capital” which, while apparently similar to those con-
sidered in the course of the last few pages, have yet sometimes
been a source of serious confusion and error.

(1) “Living on capital” is sometimes used not of individuals in
an exchange community but of the community itself in which they
live; as, in particular, when it is desired to shew that death duties
are likely to impoverish the nation which makes extensive use of
them. We need not discuss this view in detail. But it is clear that
it relies for much of its force (not, of course, for all) upon a con-
fusion between the various senses of ‘“‘capital”. From the point of
view of the community as a whole, the word can only mean
equipment—so long, at least, as we are neglecting its assets and
liabilities vts-a-vis other communities. And if death duties are to
make it poorer they must bring about a diminution in the volume,
or a decline in the efficiency of this equipment—a result which,
whether or not it is likely in fact to be realised, is only by a gross
misuse of language to be described as ““living on capital”.

(2) “Flights of capital” from a country are often stated to be

i the inevitable—and disastrous—result of extravagant or revolu-
tionary conduct on the part of the home government. This
assertion too is designed rather to arouse alarm and despondency
than to impart intelligible or verifiable information. To suppose
that capital purchasing power will leave the country is pure
mercantilism (at any rate when the country is not on the gold
standard); capital equipment obviously cannot leave the country
on any extensive scale; and if capital claims leave the country
(whatever precisely that may be taken as meaning) the country can
probably manage to get on without them. This is not, of course,
to deny that a dislocation of international financial relations may
be highly unpleasant in itself, and may also be the consequence
of misgovernment or revolution. But we do not make these facts
any clearer by treating capital as though it were a bird which
might at any moment become migratory.

(3) ““Capital consumption’ has 1n recent years been a centre of
heated controversy among rival schools of trade-cycle theorists.
Though I am not competent to express any opinion on the merits
of the various opposing views now current as to the nature of
industrial depression, yet I cannot help thinking that at least
some part of the trouble is due to insufficient precision in the
definition of “capital”. If so, then perhaps the formidable appa-
ratus of terms and distinctions which this chapter provides may
prove to be of some assistance in sorting out those elements in the
controversy which are merely verbal from those others which have
a genuine and interesting economic content.
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22. (to p. 324.) Two views of “profit”.

For the “total” view of profits see MacGregor, “Theorie des
Profits”. Proponents of the “element” view are less easy to identify
with certainty because of all those who in fact lay stress on the con-
ceptof net or pure profit the great majority belong to one or other of
the main “productive function” schools of thought. Thus O’Brien
believes that the theory of profit is concerned first and foremost
with the elucidation of net profit; but that is simply because he has
already made up his mind to define enterprise in terms of uncer-
tainty bearing—indeed, his reason for rejecting the “‘income-
receiver’ approach to the problem in favour of the “productive-
function” approach (see preceding note) is precisely that (net)
profit ““is never received in isolation” (Profit, p. 12). This is a
pretty example of circular reasoning; the only ground in his case
for holding that it is ““never received in isolation’ is his initial
decision to define it in terms of a productive function, and he has
therefore no right to defend the latter in terms of the former. For
an example, however, of an author who adopts a “‘net” view of
profit without (so far as I can judge) committing himself to
defining enterprise in terms of entrepreneurial activities, see Carver,
Dustribution of Wealth, Chapter VII. The whole question is made
almost impossibly difficult by the fact that so few writers are as
frank and open as is O’Brien with regard to their methodological
approach and their system of definitions. (Even Professor Mac-
Gregor’s article is obscure in itself, and also suffers from the dis-
advantage of not being available in the language in which it was
written.)

23. (to p. 326.) Entreprencurs and speculators.

I have not been able to recollect any passage in writings on
the pure theory of profit in which the claim of speculators to be
regarded as entrepreneurs is even discussed—much less upheld or
rejected. And yet if anyone is a ““pure’” entrepreneur it is the
speculator. For the industrial employer rarely avoids being to
some extent a manager or organiser, whereas no industrial manage-
ment is required in buying and selling on margins. And that it is
impossible to draw a hard and fast line between the two can be
seen if we consider the case of an industrial entrepreneur who
genuinely does not manage his own enterprise. Suppose I think
that there is a market for (let us say) mass-produced razor blades;
and suppose that, knowing nothing of the technique of steel pro-
duction or even of the problems of marketing and advertisement,
I borrow capital and /appoint production and sales managers,
instructing these to build and staff a factory for producing and
selling razor blades, on the understanding that they, like the
workers they take into employment and the capitalists from whom
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doubt, to the feeling that labour should not be regarded as merely
a kind of tool, partly also to the fact that these necessaries of life
are themselves consumption goods, and as such seem to belong
to the commodity income—and to contribute to the subjective
income—of the consumers. Neither of these considerations is
decisive, however. On the former see the remarks in Chapter VIII,
above, p. 125 and n. As for the latter it is sufficient to point out that
(a) it is perfectly possible for the same thing to be from different
points of view a consumption and a production good (cf. pp. 247-8
above); and (b) many of the universally admitted expenses of
production also take the form of consumption goods—e.g. a large
part of the costs of a business journey are absorbed in the food
and lodging of the traveller. These two facts make it plain that
any distinction which is drawn between necessary incidental
expenses and the maintenance of the labourer in terms of the type
of goods consumed must be at best provisional and even arbitrary.
[Einaudi declares—~Finanza, pp. 123-4—that the former are pro-
ductive expenses (spese diproduzione) whereas the latter are merely
“free outlay” expenses (spese di erogazione). I can make nothing
of this. If it means anything at all, it must refer to the wholly
irrelevant fact that the incidental expenses are likely to be more
“specific” to the particular piece of production in hand than is
the general maintenance of the worker (cf. Chapter XIV, pp. 267-
273, especially p. 269).]

On the other hand, I am bound to admit that so far the uses to
which a rigorous conception of net income along these lines has
actually been put—e.g. by Hobson (Industrial System) and, still
more, by Loria (Economic Synthesis)—illustrate more forcefully the
difficulties to which it gives rise than the positive results which it
may yield. Fortunately the whole topic lies outside the limits of
value theory, which must take account, as we know from Chapter
VI (pp. 100-101), rather of what must be paid to people to induce
them to work than of what must be paid to them in order to
enable them to work.

2g9. (to p. 342.) “Waiting” and “saving” in a
crusoe economy.

In a crusoe economy the construction of capital equipment
may take place in three different ways. Crusoe may either (1) eat
less fish than he catches so as to accumulate a store on which to
live when he is building a boat; or (2) devote a certain portion of
each working day to building the boat, with a corresponding
reduction in the time spent on fishing (and in the amount of fish
caught and consumed); or /(3) build the boat ““in his spare time”’
—i.e. reduce not his consumption of fish but his leisure. The first
case involves him in both “waiting’ and “saving”, the second in
“waiting”’, but not in “saving”. In the third case even “waiting”

























































